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~ ONOMIC STRATEGY
Memorandum by the Chancellor of the Exchequer

iis The ‘approach to ‘the 1986 Budget is ‘inevitably . dominated
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1 “market-. The

large price fall that has alresady occurred means a sharp reduction
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2% The. current. North -Sea oil -ptiece of i$46—&ﬁ1 per bharrel
is some %4E)per centj below the end-November level - a change
almost as great as the price increases of 1973 and 1979. It

is hard in current circumstances to make a reliable judgement
about the new level at which oil prices may settle. We therefore
have to consider the Budget against the prospect not merely
of greatly reduced oil revenues but also considerable uncertainty
about how large the reduction will be.

37 Our current estimates suggests that if o0il prices settle
at $15 a barrel our revenues from the North Sea will be reduced
to £6 billion for the next financial year. This compares with
receipts of £12 billion in 1984-85. In last year's Medium Term
Financial Strategy (MTFS) we expected revenues of £1l1% billion
for 1986-87.

4. There has inevitably been some turmoil in financial markets
as they have responded to the o0il price change. Sterling has
fallen by about 17%; per cent, and there. has been persistent
upward pressure on short term interest rates. So far we have
weathered the collapse in o0il prices and consequent financial
market turbulence pretty well - though it may not be over yet.
In so doing we are helped both by the underlying strength of
the economy, in terms of growth, inflation and the external
account; and above all by the reputation we have acquired for

sound and prudent policies.
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.iscal position
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S. Faced with this background my judgement is that we must
approach the Budget with considerable caution. This means tgy{nq
ekt OB soid going above the €7% billion public Sector Borrowing
RequiﬁiTS?F (PSBR) figure set out in last vyear's MTFS. L&

39¥;n&ﬂq[there is a strong case for going somewhat below 1t.

Bis Much mav change between now and=Blidget  Das. Because non-oil
revenues are now projected to be higher than expected I hope
to be able to avoid a net increase in taxes 1in the Budget. But
there looks like being little, if:any, scope for a net reduction
in taxation. We should just meet the public expenditure planning
total set for the current financial year. The need to cope
successfully with the unprecedented situation which the oil
price fall has created for the public finances underlines the
importance of holding public spending next year similarly within

the planning total we have announced.
Economic prospects

2 But while lower oil prices have a profound impact on what
is possible in the Budget, they should not greatly affect our
overall economic performance - although there will be significant
changes within the economy. For the world as a who le, lower
0il (and commodity) prices will have beneficial effects in 1986
on the oil-consuming countries. The forecast for the major
industrialised countries is for output growth averaging 3 per

cent - a little better than achieved last year. Inflation will

stay low: indeed in Germany and Japan it 1is likely to approach

zero.

B For the UK, the oil price fall has not caused me to revise E
my view that 1986 will be a further year of steady growth, at

an annual rate of about 3 per cent , accompanied by declining

inflation. pifferent parts of the economy will be affected
in different ways by lower 0oil prices. While the o0il sector
will not do so well, manufacturing industry in particular should

benefit considerably.
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e The UK economy is now in a stronger position to take
advantage of the opportunities created by lower o0il prices.
The underlying improvement shows up in a number of indicators.

Last year manufacturing productivity increased by a further

4 per cent. Since 1979 it has now grown at an average annual
rasL il T At BT Srent . As the table bhelow shows, our performance
nere compares very favourably with the recent past; and even
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Output per man hour in manufacturing

annual average growth rates, per cent

1973-79 1979-85
Us 1% 2%
Japan 6% 6%
Germany 3 3
France 5 3%
UK 1 3%

10. Capital spending by business has generally been rising
faster than output in recent years and further growth is expected
in 1986, as a response to higher profits and‘continued expansion
in output. Exports performed well in 1985: indeed, UK exporters
increased their share of world trade. The prospect is for
continued export growth, albeit at a slower pace. Even after
the fall in oil prices, another sizeable current account surplus
is in prospect for 1986, helped by rising earnings from our
increasing stock of overseas assets. (Our net overseas asset

position is now second only to that of Japan).

11, This wyear -is likely fo see:a significant rise in consumer
spending. This reflects rapid growth in real disposable
incomes - itself a result of the high level of wage settlements
in 1984 and 1985 and the reduction in inflation expected this
year. Earnings are currently rising at or over 7% per cent.
With inflation likely to fall to 4 per cent this year, the average
employee's pay may rise by some 4 per cent in real terms during
1986.
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12. However, this excessive earnings growth remains the Clemy,
threat to jobs. Despite five years of continuous output growth,
and a growth in the number of people in work of over 600,000
since the last election, which I expect to continue, unemployment
is unlikely to show much of a reduction while wages rise so
far ahead of prices. The. plain fact -im that, despite our very
good productivity .record, UK teinde labour costs have been

increasing much more rapidly than those of our competitors.
13. Annex 1.sets out key figures from the forecast. Annexes 2
and 3 set out the revenue effects of selected tax changes,

together with a note on the tax burden.

Summary and conclusions

1l4. The dramatic change in oil prices has had a major - and
adverse - impact on the public finances; but I very much hope
that, thanks to the sound financial policies we have been
following, it will prove possible to avoid raising taxes overall
in the Budget. The impact of lower oil prices on the UK economy
as a whole is more neutral. I expect to see continuing steady
growth for the sixth year in succession:; and lower inflation.
This is a measure of the strength of our underlying economic

performance.

15. I seek colleagues' views on the appropriate shape of the
Budget in the light of the circumstances I have outlined.
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SELECTED ECONOMIC INDICATORS

1979 1980 1981
(2)

World GNP, in 33 1 13
ma jor T economies
(per cent change)

(2)

UK GDP, vy M A et
(per cent change)
(2)

Domestic demand, 4 -3 -2

(per cent change)

Retail prices Q4 17% 153 12
(per cent change)

Interest rates 133 163 14
(average 3-month
interbank)

Current balance - 3 3 6

(£ billion)

Unemployment 5 6 93
(UK, per cent
excluding school

1982

b |

2}

123

It

903

33

1983

2}

(WS}
Y

4y

10

12

83

30

198%

b3

23

2}

10

12}

783

293

leavers)
Sterling Index 87 96 95
0il prices,$,

North Sea 203 343 373

(1) Provisional pre-Budget figures.

(2) At constant prices.

(3) February T.

(4) Not a forecast. Figures based on assuwplions in PEWFP.
(5)

Brent price for delivery in March, as of February 7.

1985

2}

5%

12

3%

13

78

27%

(M
1986

)

E}

(3)
13

33

(4)

13

(3)

T4

(5)
17V
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REVENUE EFFECTS OF TAX CHANGES

A. Direct Taxes: Indexation

The RPI increased in the year to December 1985 bv 5.7 per cent. With indexation by this

amount and statutory rounding. the figures for the main allowances and other thresholds

would be:

Personal allowances 1985-86 1986-87
£ £

Single and wife's earned income allowance 2205 2335

Married allowance 3455 3655

Bands eg

30% rate 0-16200 0-17200

60% over 40200 over 42700

The total revenue costs of indexation of income tax (reflected in the forecast) are £1140m

in 1986-87. and £1490m in a full year, at forecast 1986-87 prices and incomes.

B Indirect Taxes: Indexation

The effects of 5.7 per cent revalorisation of the exercise duties (including VAT effects.

price changes rounded) are as follows:

Revenue effect

Typical Price Change (1986-87 prices) RPI impact
fm £m

Beer 1p/pint 100 0.07
Wine 5p/70cl light wine 20 0.0?
Spirits 31p/bottle 45 0.04
Tobacco 5p/20 King size 150 0.14
Petrol 5p/gallon 260 0.13
Derv 5p/gallon 65 nil

VED £5/car 100 0.05
Overall effect (reflected in forecast) 740 0.45

Note: First year and full year revenue effects are virtually identical.



Y B T A S A AR P AL AV A T

‘ CONFIDENTIAL

.C. Ready Reckoner: Nlustrative Tax Changes

£ million at forecast
1986-87 income levels

INCOME TAX 1986-87 Full Year
Allowances and Thresholds

1% above indexation on all statutory allowances 210 175
1% above indexation on all statutory allowances

and thresholds 245 190
Rates

Change basic rate by lp 1125 975

CORPORATION TAX
Change main rate by 1 percentage point 180 310

Change small companies' rate by 1 percentage point 16 30

OTHER TAXES

Change VAT rate by 1 percentage point(l) 700(2) 925

(1)

A 1% change in the VAT rate would change the RPI by 0.5%.
(2)

Provisional forecast
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Since the Government came to power total taxes and NICs as a proportion of GDP at market

has risen by about 5 percentage points. though the ratio has fallen slightly since 1981-82.

The figures are as follows:

Table 1

Total taxation* as a % of GDP (market prices)

1978-790 339
1979-80 35.2
1980-81 36.4
1981-82 39.3
1982-83 39.1
1983-84 38.6
1984-85 39.°
1985-86 (estimate) 387
1986-87 (assuming indexation) 38.6

* Including NICs and the local authority rates.

Personal sector

2 Despite reductions in income tax. total personal taxes (direct and indirect. including

employees' NIC and domestic rates) in 1985-86 are about £15 billion higher in real terms lie

1985-86 prices) than they were in 1978-79.

For income tax and national

insurance

contributions the following table shows how the proportion of gross pay they represent has

risen, particularly for the low paid:

Table 2

1978-79

1981-82

1982-83

1983-84

1984-85

1985-86 lestimate)
1986-87 (indexation)

Income tax and NICs as a % of gross earnings*

{ average earnings

.0

20.8

.8
1
3

16

20

20.
19.
19.
19.

0
3

Average earnings
2.
29:;
295
29.
2%
29.
29.

8
3
8
6
2
0
1

2 average
31
32+
2 72
31,
a5
3V,
31.

earnings
4
74
.
7
9

5
7

* Adult male earnings (all occupations). Married couple, wife not working: the couple are
assumed to have no children, to avoid distortion of the figures from the abolition of child

tax allowances.
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. 3.  These figures reflect the rise in the standard employees' NIC rate from 6}% to 9%.

" e lower rates introduced in the 1985 Finance Act do not affect the cases shown. So far as

income tax is concerned. personal allowances have increased by over 19% in real terms since
1978-79 and have increased slightly faster than earnings. The basic rate has been reduced

from 33p to 30p. but the 25p reduced rate band has been abolished.

4. As the table shows. indexation of allowances in the Budget would lead to a very slight
rise in the proportion of incomes taken in tax and NIC. This is because earnings are assumed

to rise by 7% compared with the indexation percentage of 5.7%.

5% Since 1978-79 total taxes paid by businesses (outside the North Sea) have fallen
slightly as a percentage of GDP. Within this total. the major change has been a fall in
employers' NIC and NIS as a percentage of GDP, partially offset by an increase in business
rates, and 'other' taxes as the following table shows:
Taxes paid by businesses £bn in 1985-86 prices
(figures in brackets are %s of GDP)

Taxes on Employers'

self NIC
Corporition employment and 2
tax incomes NIS Rates Other Total
1978-79 TAe | 2.4 9.9 4.7 357 27.7
(2.2) (0.7) (3.1) (1.4) (1.1) (8.6)
1985-86 (estimate) 8.2 3.1 8.0 5.9 4.8 30.0
(2.3) (0.9) (2.2 (1) (1.4) (8.4)

14 Excludes North Sea, but includes ACT
2. VED., car tax. road fuel duty. duty on rebated oils. capital taxes.
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FROM: G SEGAL

® T 6yt an. Y ¢ DATE: 3 NOVEMBER 1987
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cc PS/Chancellor

1. MR R I} @ ALLEN (o, i & 'L‘\"‘}“NW Sir P Middletoen

\ " Sir G Littler
2. MR S MATTHEWS ahor N WO N FQC, Mr Cassell

o Mr H P Evans

Qe /M—W‘\—, )K\"l Mr Peretz
Mr C Kelly
fox Mr D Savage

. 3%7 Mr Pickford

INSTITUTIONAL INVESTOR: BACKGROUND BRIEFING

Mr Kevin Meuhring of Institutional Investor has asked for a
background briefing on the UK attitude towards German monetary
and fiscal policy. He 1is preparing an article during November
for the January issue of the magazine and intends to visit W.Germany
at the end of this week. He is hoping to come in sometime in

the weeks starting either 9th or 16th November.

2. The problem with requests from magazines such as Institutional
Investor is that anything you say to them tends to be out of date
by publication time. Mr Meuhring originally asked also for a
briefing on the 1likelihood of a G7 meeting. We agreed to drop
this idea given the lag problem mentioned. There is the additional
problem of getting a Treasury official to spend half a hour talking
about another economy. In view of this my inclimtion would
be to turn this request down and Jjust refer Mr Meuhring to recent

statements by the Chancellor.

3. 1Institutional Investor is the US version of Euromoney. It
is a monthly publication sold by subscription (cir.about 30,000)
and concentrating on banking and finance. Mr Meuhri?j 18" “la

contributing editor based in London.

Sk

G SEGAL

Contact: Kevin Meuhring 430 0881
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MONETARY AGGREGATES & BANKING STATISTICS: NOVEMBER 1987
1 The changes in the monetary agaregates are summarised below:

12 months to
Novenlber 1987 November 1987

not not

seasonally seasonally seasonally

adjusted adjusted adjusted
MO + 4.9% +0.3% +0.3%
M1l +21.7% +0.6% -1.0%
of which, non-interest-
bearing M1 +10.6% +1.2% -2.2%
M2 +10.8% +1.9% +1.2%
M3 +21,.3% +0.7% -
M3c +19.0% +0.6% -
M4 +15.2% - +0.6% +0.3%
M5 +14.6% +0.5% +0. 3%

2 Tables A-G and I show the components and coounterparts of the monetary
aagregates. Tables K-N show the details of the banks' and discount market's
balance sheets. Transactions of the consolidated UK monetary sector, excluding

interbank items and valuation changes on foreign currency items, are shown in
Table H. An article in the May 1987 OQuarterly Bulletin discussed the

construction of the broad monetary agareagates.

3 Details of the building societies' balance sheets are shown in "Financial
Statistics" (Tables 7.6-7.8), published by the Central Statistical Office. As

mentioned in a note to those tables, the flows shown there for January 1987,
which are calculated from some newly-available data for end-1986, may include

some break in the series, and so the new data have not yet been incorporated in
the money and banking statistics shown here.

4 Within the November PSBR, privatisation proceeds from the sale of BP shares
were contractionary by £1.5 billion.

5 Estimated seasonal movements in December 1987

The provisional seasonal movements are shown below. Because of the difficulties
referred to in the Decenber 1986 Quarterly Bulletin (page 519), the fiqures
should be regarded as more uncertain than were the fiqures formerly aiven for
banking months. They remain subject to revision.



£ms MO +940
M3 + 60
M4 +530
M5 +590

M3 ocounterpart: Bank lending in
sterling to the private sector +470

M4 and M5 counterpart: Bank and

building society lending in
sterling to the private sector* +310

The seasonally-adjusted changes are obtained by subtracting (with due regard to
sign) the seasonal movement from the unadjusted changes.

* See the footnotes to Table G.

BANK OF ENGLAND
31 Decenmber 1987






FINANCIAL DISCIPLINE RESTORED

The Mecium Term Financial Strategy: a return to financial
discipline

The true nature of the worldwide economic problem, of which the current world
recession is the most obvious symptom, is now widely recognised.

Throughout the world there is an increasing acceptance that we have to go
back to basics. We have to restore and maintain financial discipline, monetary
and fiscal a’ike. We have to restore and strengthen market forces throughout the
economy. It is in this context that the British government has set its economic
course.

In particular, the crucially important medium term financial strategy, with its
commitment to declining monetary growth and government borrowing,
represents a conscious return to that over-arching financial discipline which
history has shown to be one of the two key preconditions of economic success and
whose abar:donment has led directly to the inflationary excesses of more recent
years.

Just as the classical formula for financial discipline - the gold standard and the
balanced budget - had both a monetary/exchange rate and a fiscal component, so
does the medium term financial strategy.

Of course there is always scope for argument as to how severe that financial
discipline sk-ould be. My own judgement is that we have got it roughly right - and
I am reinforced in this by observing that, if you leave on one side those who
believe that there should be no financial discipline at all, roughly a third of our
critics complain that our financial policy is too tight, a third complain that it is too
lax, and the other third contrive to complain on both counts at the same time.

Again, thzre is scope for differences of opinion as to how the necessary financial
discipline is best applied. Looking around the world today there is a considerable
measure of agreement on the desirability of having targets for monetary growth,
and of reducing budget deficits. Even after the final collapse of the Bretton Woods
system, there has been a continuing role in Europe for the exchange rate as a
medium of £nancial discipline, first in the form of the European snake and since
1979 in the form of the European Monetary System (EMS).

Rules versus discretion

Yet again, there is scope for argument over the balance between rules and
discretion in any system of financial discipline - and this applies in particular to

the conduct of monetary policy.
It has always been a grotesque caricature of the present Government's

economic policy to pretend that it consisted of leaving everything to an automatic
pilot known as sterling M3. As far back as March 1980 we published our Green

4

FINANCIAL DISCIPLINE RESTORED

Paper on Monetary Control, in which we explicitly stated th‘) assess
underlying monetary conditions properly it is necessary to take account of the
evidence of all the various monetary indicators.

Itis clear, to take a topical example, that to the extent that the sharp increase in
bank lending for housing has simply replaced lending by the building societies,
the consequent inflation of recent sterling M3 growth figures has no necessary
monetary significance whatever.

In general, as David Laidler has forcefully pointed out, in a world in which the
monetary system is in a constant state of evolution, the exercise of judgement and
discretion is inescapable. The important question is: who is exercising that
judgement and that discretion?

Ifit is being exercised by those who do not really believe in the policy in the first
place - and there are central bankers, as well as politicians, who fall within this
category — then any departure from predetermined rules and guidelines will
understandably be regarded with the gravest misgivings, since it will as likely as
not represent a backsliding from financial discipline as such.

If, on the other hand, the discretion is being exercised by those whose
commitment to the policy, and to the overriding need to maintain financial

.discipline, is beyond doubt, then there is no cause for such misgivings. On the

contrary, the judgement that is being applied, fallible though it may be, is one
calculated to minimise-the risk of error in carrying through the complex task of
sensible monetary control in a financially advanced and sophisticated modern
economy.

After the best part of three years the present Government’s commitment to the
maintenance of financial discipline is indisputable, and the exercise of his
judgement and discretion by the present Chancellor of the Exchequer falls fairly
and squarely within the second of the two categories I have described.

The plain fact is that the true objective of those who urge the Government to
abandon its medium term financial strategy is the abandonment of financial
discipline altogether.

Unemployment and recovery

The road back from a high rate of inflation is, of course, a hard one. In particular,
we are experiencing a distressingly high rate of unemployment. .

Our critics sometimes argue that the present level of unemployment must
either have been intended, in which case we are wicked, or else it must have taken
us by surprise, in which case we are incompetent. The fallacy inherent in this
latter-day version of Morton's Fork can best be illustrated by the analogy of
warfare - and indeed it is a war against inflation that we are fighting.

In war, casualties are inescapable. They are neither intended, nor are they

5
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But its an open secret that you take a different view
fronm .. hery . Bsay, <oen f4gll membership of the European

Monetary System.

I . think that probably is “‘an open ‘secret -and i that's
a matter which we continue to discuss. Britadin,. inh
fact by her economic policy is doing as much as any
country - I think - to maintain the ecoromic wealth of

Europe at the moment. And that's the main thing.
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MONTHLY MONETARY ASSESSMENT: DECEMBER 1987
This note reports the discussion at Sir Peter Middleton's regular
meeting on monetary conditions on 22 December. Attached is the usual

Monthly Assessment.

Sir Peter Middleton's Meeting

2. ' 8ir Peter noted that the policy issues raised by present

circumstances had been discussed in depth at the Chancellor's meeting
with the Governor on 18 December. Even so, it would be helpful to

review developments.

3. Mr Cassell outlined the main developments since the last Asscssmenl

(1 December) :
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(a) the pound had been weaker in the most recent period. This
was probably attributable to the fall in o0il prices and did
not necessarily represent a loosening in the monetary stance.
But it had meant that there had been no need to intervene over

the last week to hold sterling back against the deutschemark;

(b) the 1limited economic data relating to the period after
the Stock Market fall - November retail sales, labour market
indicators and house prices - suggested that activity was still
buoyant. The CBI Manufacturing Survey and the DTI Investment
Intentions Survey both indicated continued business optimism.

But it was early days to draw firm conclusions;

(c) MO growth had tended to be lower than expected. But caution
was needed in iinterpreting these figures at this time of year
given the strong seasonal influences, not wholly predictable.
Broad money growth in November, however, had also becen less

than anticipated;

(d) the shorter end of the yield curve had developed a pronounced
upward slope. Twelve month yields were about a point higher
than one month rates. This suggested that the market was
impressed by the strength of demand and expected the next movement

in interest rates to be upwards.

4. Mr George said that he had little to add to Mr Cassell's review.
While demand appeared to be strong at present, there were a number
of uncertainties about its continuance. We had tended to concentrate
on equity price falls as a potential source of future weakness. Bul
more general worries about the course of the world economy could
lead to a deterioration in sentiment. Policy would have to be flexible

enough to deal with such eventualities.

5% Sir Terence Burns agreed that the recent run of economic data
had been more buoyant than anticipated. But thecre were one or two
signs, mainly anecdotal, that this might be coming to an end. City

analysts, for example, seemed slightly disappointed by pre-Christmas



! SECRET

3
sales to date. It would be easier to judge after Christmas when
fuller data was available. He noted that the breakdown of inflation
this year revealed an interesting pattern. Unit labour c¢osts -had

been rising quite gently with productivity increases offsetting
earnings growth. Similarly, non-labour costs had been subdued - many

firms had been helped by their ability to take pension fund

contribution holidays. But profit margins had been surprisingly
buoyant.
6. Other points emerged in discussion:
(i) it was curious that stockbuilding accounted for about
half the growth in GDP in the third quarter. But this item

was notoriously erratic and may not have much significance.

It might, though, explain the apparent surge in imports;

{ii) the productivity growth which had served to contain unit
labour costs may fall away when output growth slowed. On the
other hand, the current brisk earnings growth was also partially

eyclicail;

(iid) firms may be holding temporarily high profit margins,
recognising that the benefit to costs from low pension fund

contributions would itself be temporary.

(iv) Compared with the situation six months ago (in May) the
balance of monetary and financial indicators (including the
0il adjusted exchange rate) appeared to indicate a tighter stance
now, but account had to be taken also of the evidence from the

real economy.

7 Concluding, Sir Peter Middleton said that the discussion of
developments had been useful. There was nothing to add to the policy
discussion which the Chancellor had just had with the Governor. He

noted that this was Mr Cassell's last Monthly Meeting. He now looked
forward to Mr Cassell sorting out the problems of the US economy

with the same skillfulness.

NI

J W GRICE
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MONTHLY MONETARY ASSESSMENT: DECEMBER 1987

Summary Assessment

The apparent tightening of monetary conditions recently is not yet
showing up in the economic indicators. Data since the 1last Report
(1 December) reveals striking buoyancy in real activity. Most evidence
relates to before the Stock Market fall but the 1limited data for
November shows no marked effect from lower equity prices. Signsief
inflationary pressures are still largely absent though earnings growth

has been edging upwards.

Main Points

Money GDP in the third quarter exceeded the Autumn Statement

projections. This was partly due to unexpected stockbuilding. (Paras 7-
8).

Underlying earnings growth rose to 8 per cent in the year to October

after six successive months at 7% per cent. (Para 15).

MO0 grew by 4.9 per cent in the year to November after 5.6 per cent
in the previous month. This was anticipated, reflecting growth patterns
in 1986. (Paras 26-27).

Broad money growth in November was unexpectedly subdued and all 12 month

growth rates fell back: from 15% to 15% per cent in the case of M4;

from 22% to 21% per cent for M3. (Paras 32-36).

Sterling fell overall with the effective rate weakening from 76% at
end-November to 75%. But this was against a background of falling
oil prices, as well as heavy intervention in the first two weeks of
the month to hold it back. The oil adjusted index fell fractionally.
(Patras - 215 5235 24

The yield curve has developed a pronounced positive slope at the short

end. One year rates are nearly a point higher than one month rates.

(Para 47).

Equity prices worldwide have looked resilient. For the UK, the 'FTA

index has risen about 11 per cent in the 1last three weeks.

(Paras tly: 50)-.

MG2 Division
23 December 1987
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A. External Developments

Share prices have shown comparatively little variation in December
following the sharp falls in October (see table 3a). Since the
end of November, they are broadly unchanged in Japan and Germany,

have risen by about 9 per cent in the US and fallen slightly in

France.
2. The authorities in most countries responded to the fall in
share prices by easing monetary policy. European interest rates

fell further in late November and early December but, along with
US rates, they have generally edged higher during December. Japanese
rates have remained virtually unchanged since October. The future
course of interest rates in Germany depends on the weight attached
to conflicting objectives. On the one hand, lower rates would
boost iactivity but! on..-the:  ‘other,. .. there. lis: < concern; about” the
inflationary consequences of rapid money supply growth, caused

in part by foreign exchange intervention.

35 Activity in North America and Japan is turning ont stronger
than expected, but the German economy continues to disappoint. There
is little sign so far that the stock market falls have had much
effect. Business surveys in a number of countries show 1little
effect on business confidence. The index of 1leading indicators
in the US has remained firm, despite including share prices. Us

industrial production rose % per cent in November.

4. The dollar has continued to fall against all the major
currencies (table 2b). Its effective rate on 22 December was
5 per cent below its end-October 1level and 10% per cent below its
Louvre Accord level. Total 'spot market intervention by the G7

countries has been $ 69 bn since the Louvre Accord.

5 The 12 month rate of consumer price inflation in the G5 has
remained fairly constant since June at about 3 per cent (table 1).
This compares with a rate of 1less than one per cent at the end
of 1986, when the effect of 1last year's falls in o0il and other

commodity prices was at its maximum. Underlying inflationary
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pressures do not seem to have grown. Unit labour costs in
manufacturing have fallen over the past year in the US, Japan and
France, and have hardly risen in Germany. GNP price deflators

have not accelerated significantly.

6. Non-o0il commodity prices have risen moderately since the
beginning of the year (table 4). The rise was interrupted for

a time in October, following the stock market collapse, but has

since been resumed. In real terms, however, commodity prices are
barely higher than on average in 1986. On 17 December, the price
of oil (WTI) had fallen to $15% a barrel - from $18% at the beginning
of the ' month. Even in dollar terms, o0il prices are now almost

as low as at the end of 1986; in SDR terms they are 15 per cent

lower.
B. Activity and Inflation
T Table 4 summarises recent indicators of activity and inflation.

Provisional third quarter estimates of GDP show stronger growth
than expected at the time of the Autumn Statement but may prove
to' be erratically: high. There .-is - ‘little: yet ‘€0 ! suggest: any
deceleration of activity following the fall in share prices: retail
sales and labour market indicators remained buoyant in November.
The fall in retail price inflation in November was in line with

expectations.

Recent indicators for activity

8. Provisional third quarter GDP estimates, published on
18 December, show the average measure 2% per cent higher than in
the second quarter, and 5% per cent higher than a year earlier.
The increase in the third quarter is considerably above both
expectations at the time of the Autumn Statement and the preliminary
estimates of a 1% per cent increase in GDP(0O) published a month
ago. Each of the three measures of GDP showed a sharp rise of
2 to 2% per cent in the third quarter - GDP(0O) having been revised
up . relative . te preliminary - estimates. While these figures
undoubtedly reflect buoyant activity in the third quarter they
probably overstate underlying growth. (Over half of the increase
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in the expenditure measure of GDP in the third quarter reflected
higher spending on stocks: given the well established downward
trend in the whole economy stock - output ratio over recent years
this development is 1likely to unwind, at 1least in part, during
the fourth quarter.) Taking the first three quarters of 1987
together, the average measure of GDP is estimated to have risen

by a little over 4 per cent on a year earlier.

9 Monthly figures for production industry output show a further
1l per cent rise in manufacturing output in October, to a level
6 per cent higher than a year earlier. The December CBI survey
of manufacturers (the second to be conducted since the share price
fall) shows continued buoyancy of output expectations. While total
order books appear to have reached new peak 1levels, export orders

have turned down since November.

10. Consumers' expenditure is now estimated to have risen by over
2% per cent in the third gquarter. Retail sales continue to show
strong growth, with a provisional 1 per cent increase in Novcmber.
Earlier press reports of poor Christmas sales this year in the
wake of the fall in share prices in October now appear to have
been overly pessimistic. Private housing starts are provisionally
estimated to have fallen sharply in October after what now appears
to have been relatively high 1levels of starts through the third

quarter.

11. Revised estimates of business capital expenditure now show
a 4% per cent fall in spending in the third quarter after increases
of around 3% per cent in each of the previous two quarters. This
probably understates the prospects for investment: the. - «DTT
Winter Investment Intentions Survey suggests that manufacturing
investment could rise by 11 per cent in 1988, with industrial
investment increasing by 6 per cent. Revised estimates of business
spending on stocks confirm earlier estimates of a sharp rise in

the third quarter.



SECRET

12. The 1latest set of labour market indicators suggest that the
economy remained buoyant through November: unemployment fell a
further 64 thousand, somewhat more than the similar large reduction
in October, while vacancies edged up a further 7 thousand. Overtime
working rose sharply in October, to its highest 1level during the

current upswing.

Inflation
13. Retail price inflation fell to 4.1 per cent in November compared
with 4.5 per cent in October. (This figure is the first published

since the computer error in the RPI came to light; correction of
the error may have reduced the extent of the fall in the RPT by
around 0.1 per cent.) The fall was much as anticipated - reflecting
exclusion from the year-on-year comparison of the large mortgage
rates increase 1in November 1986. RPI inflation is expected to
fall further in December and January as a result of the latest

reduction in mortgage interest rates.

14. The twelve-month increase in the producer price index (excluding
food, drink and tobacco) in November was 4.9 per cent, up
0.2 per cent after four months at 4.7 per cent. CBI survey responses
relating to manufacturers' price expectations - adjusted for seasonal
variation - fell back in December after a modest rise in November.
While price expectations have shown a gradual rise through 1987,
the December outturn remains below peak figures seen in February
and May. The annual rate of incease in producer input prices (also
excluding FDT) fell to 5.3 per cent in November after a 7.8 per cent
increase in the year to October. The - rapid fall: in dinput price
inflation from a peak figure of 14.5 per cent in the year to August
reflects a diminishing influence from the sharp rise in input prices
last Autumn, together with falls in input prices - on a seasonally
adjusted basis - over the most recent three month period. Industrial
commodity prices expressed in sterling terms have been broadly
stable since July, with strong growth in dollar commodity prices

offset by appreciation of sterling against the dollar.
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15. ©Underlying growth in average earnings rose to 8 per cent in
October after six successive months at 7% per cent. This increase
is partly due to an upward drift in both manufacturing and service
sector settlements since the end of 1986, but mainly reflects record
levels of overtime working together with the second stage of the

teachers' settlement, paid in October.

16. House price inflation (measured by the Halifax index of advances
on all houses) rose to 16.2 per cent in November, from 14.5 per cent
in October. New house ©price inflation fell slightly, from
13.4 per cent to 13.1 per cent in November. These figures refer
largely to prices agreed before the stock market crash, but the
Halifax expect house price inflation to continue at about 15 per cent
through..-1988. DoE figures for November show a sharp rise in both
the approvals and completions measures of house price inflation,
with the annual rates rising to 21% and 19% per cent, respectively,
compared to 18% and 11% per cent respectively in October (the 1low
October figure for completions being erratic). Although anecdotal
and auction evidence continucs tu indicate a weak housing market
in London, the national picture clearly shows no signs of this
and lower interest rates coupled with strong competition between
mortgage lenders may outweigh any effects on mortgage demand of

the stock market crash.

Projections for Money GDP

17. The Autumn Statement forecast for 8% per cent growth in money
GDP in 1987-88 represented a 1 per cent upward revision relative
to the Budget forecast, reflecting a higher forecast for real
activity. With latest indicators suggesting that real GDP may
overshoot the revised Autumn Statement forecast, and publication
of upward revisions to the GDP deflator for the first half of
1987 there may be some risk of overshooting the Autumn Statement
money GDP forecast this year. Published estimates of second and
third quarter money GDP now show increases on a year ago averaging
9% per cent; at the time of the Autumn Statement growth over the

same period was projected to average 8% per cent
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18. The latest set of indicators showing buoyant activity, rising'
earnings growth and a downward revision to the trade figures is
likely to re-open the debate on over-heating. But while demand
has undoubtedly been buoyant through 1987 this has been matched
by a considerable output and productivity response. Evidence for
supply constraints has so far been significant for only a limited
number of industries. Furthermore, activity is 1likely to decelerate
into 1988 as the higher exchange rate depresses net trade performance
and lower share prices and net wealth reduce consumer spending
growth at home and abroad. The Autumn Statement forecast for 7 % per
cent growth in money GDP in 1988-89 probably remains close to
a central one; although appreciation of the exchange rate relative
to Autumn Statement projections has been contractionary, interest
rates have been reduced by more than was assumed, and the
deceleration of activity is from a higher rate of growth this year

than was previously forecast.

s Public Sector Finances and the Fiscal Stance

19. Table 5 gives the main indicators of the fiscal stance. The
PSBR in November was a surplus of £1.6 billion. Privatisation
proceeds were £1.5 billion. The Issue department's purchases of

BP shares had a negligible effect on the November PSBR (see

Footnote). The “PSBR "for -the first: eight months of 198788 was
a surplus of £1.1 billion, which is £5.5 billion below the Budget
profile. Of this difference, central government own account

borrowing is £4.5 billion below profile - Table 6 gives details -

local authorities' borrowing £0.6 billion, and public corporations
borrowing £0.4 billion, below profile. Comparison of the outturn
so far this year with the previous year is affected by significant
changes in the 1level and pattern of privatisation proceeds. If
privatisation proceeds are excluded, borrowing in April to November

has been £3.2 billion lower than for the same period in 1986-87.

Footnote: The PSBR increases by the cash price (70p per share)
of any BP shares bought, and will be reduced by the cash value
of any subsequent sale. The forecast assumes no repurchase of
BP shares by the Issue Department but in the ‘case that all the
partly-paid shares were repurchased, the cost would be £1.5 billion,
increasing the PSBR by this amount. 2477331 "'shares -at a' cost of
£173,132 had been repurchased by close on 17 December, but the
nature of the buy-back option makes it liable to be exercised only
in the closing days so that this provides little guidance.
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20. The November outturn for the PSBR does not cast any major
doubt on the internal October forecast of a PSBR surplus of about
£1 billion for 1987-88 as a whole. Thus the 1last two months'
assessment of fiscal stance in 1987-88 still stands: it appears
to be turning out considerably tighter than envisaged at Budget
time, even after allowing for the automatic tightening associated
with higher than expected activity, and so fiscal policy would
not appear to be contributing directly to the higher than expected
growth of output.

D. UK Exchange Ratc and External Accounts

21. The sterling index, which rose by nearly 4% per cent during
October and November, has stabilised at around 75% to 76 since
the beginning of December, despite continued dollar weakness which
has led to a further 2 cent rise in the dollar-sterling rate to
1583, Sterling was steady at Jjust below 3DM in the first half
of December, but the DM/£ rate has eased in the 1last few days,

on lower oil prices, to stand currently at about 2.98.

22. The recent fall in UK three month rates from 9 to 8% per cent
was matched by a similar fall in German rates. More recently
UK short rates, in common with rates abroad, have risen slightly,
leaving the interest rate differential against the world basket
broadly unchanged during December so far at a 1little over

2 percentage points.

23. The Brent o0il price has been falling steadily since mid October
as a result of OPEC overproduction. Following the break-up of
the recent OPEC meeting without any agreement on how to - constrain
production, the price fell sharply to under $16 a barrel for the
first time since early March. In the last few days, the oil price
has recovered to about $17, and the fall in the exchange rate has
left the o0il adjusted reference ratio slightly 1lower than at the

end of November.

24. Sterling was held down in the first half of December hy

substantial spot and forward market intervention, equivalent to
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$4.9 billion by 14 December (which includes
intervention in DM) although there has been no intervention since

then.

25. The November trade figures, published on 23 December, showed
a current account deficit of £595 million compared with a deficit
of £282 million in: Octobex. The rise in the deficit reflects a
sharp rise in non oil import volumes only partly offset by a rise
in non o0il export volumes. In the first eleven months of 1987
non oil import volumes were 8% per cent higher than in 1986, compared
with a 7 per cent rise for exports - closely in line with the Autumn
Statement forecast in 1987. The current account deficit for the
first eleven months is estimated at £2.1 billion, consistent with
FSBR and Autumn Statement forecasts of £2% billion for the year

as a whole.

E. Domestic Monetary and Financial Market Developments
(see Table 10 to 26)

Narrow Money

26. MO developments since the last assessment are much as expected,
with buoyant notes and coin growth continuing in November and
December so far, but at a slower pace than the rapid growth of
recent months. The annual growth rate of MO in November was about
1% percentage points above what was anticipated at Budget time
(see chart 7), providing further evidence that activity is currently
well above the Budget projections. With interest rates falling
by a further % per cent during December, leaving them well below
the Budget projection, the overshoot of M0 growth is expected to
increase over the rest of the financial year, to about 2% percentage
points in March 1988, despite some moderation in the pace of MO

growth in Q1 1988.

27. MO (seasonally adjusted) rose by 0.3 per cent in November,
and the 12 month growth rate fell back to 4.9 per cent, from
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5.6 per cent in October. The fall in the 12 month rate reflects
both the brisk growth of MO in November 1986 and erratic movements
in bankers' balances a year ago. The annualised growth rate of
notes and coin (and M0O) in the 3 months to November was about
7% per cent, compared to 8 per cent in the 3 months to October.
In the first three weeks of December, MO0 growth has continued at
a lower rate than in recent months, although the very 1large
(seasonal) increases 1in MO over the rest of the month make the

December outturn very uncertain.

28. The forecast assumes a continuation of the steady growth of
seasonally adjusted MO in the rest of December, although the 12 month
growth rate in December falls back to about 4% per cent, reflecting
the exceptional growth of MO in December 1986. But the 12 month
rate of MO is forecast to rise 'répidly during Q1 1988, exceeding
the target range in February, as the falls in the level of MO0 during
Q1 1987 drop out of the 12 month comparisons.

29. NIB Ml rose by £0.5 billion (A fall of £1 billiun seasonally
adjusted) in November and the annual growth rate fell to
10.6 per cent, From#alil 9 periceRlt - in®ROctober: Potential small
investors in BP who built up NIB sight deposits in October will
have run them down again in November, largely explaining the volatile
movement of NIB Ml in October and November. Interest-bearing sight
deposits were [lat in November, having risen strongly in October,
which may partly reflect the unwinding of the CG payment to BP
of r £l=2billlion +at  the end. 'of 'Octeber —=BPirplacing: . most :of this
temporarily on deposit. Together with the increase in NIB M1,
this gives a £0.5 billion increase in M1, with the 12 month growth
rate falling back to 21% per cent in November, from 241% per cent

in October.

30. M2 - the widest measure of narrow money which includes
interest-bearing chequeable accounts but excludes wholesale bank
deposits - rose by £3.5 billion in November and its 12 month rate
was 10.8 per cent, much in line with recent months. However, M2
growth has fallen over the past year, from an annual rate of 14

per cent 1in December 1986 to about 10% per cent since July, in
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contrast to the relatively flat growth, at around 15 per cent,

of M4 and the rising growth rate of M3.

31. The divergent growth of M2 and broad money is explained by
the fact that much of broad money growth during 1987 is accounted
for by wholesale bank deposits, most notably by companies, in part
reflecting their takeover/merger activity and the attraction of
equity issues prior to the stock market crash, the proceeds of
which will have been held on deposit prior to investment. Takeover
activity seems to have picked up again in December, but the falls
in equity prices and interest rates will have increased the relative
attractiveness of financing investments from 1liquid assets, which
can be expected to reduce companies' 1liquidity growth. 1 Ssoe,
this represents a contraction of company balance sheets and would

not therefore imply a tightening of monetary conditions.

Broad Money

32. Broad money growth in November was unexpectedly subdued and
12 month growth rates of all the broad aggregates fell back. While
the unwinding of the BP effects will have depressed the one month
growth of broad money, it was expected that the stock market falls
would induce some upwards shift in liquidity preference of persons
and OFI's, but in November the private sector seems to have switched
mainly from equities into gilts, although building society deposits

were exceptionally buoyant.

33. M4 rose by £1.7 billion (0.6 per cent) in November and the
12 month growth rate fell back to 15% per cent, from 15% per cent
in October. M3 ‘irose. by: £1.4 billion . (0.7 tper cent) -whilst “‘its
12 month growth rate fell to 21% per cent, from 22% per cent in
October. The 12 month comparisons in November are depressed by
between % and % per cent by the upward distortion to the broad

aggregates of the British Gas privatisation a year ago.

34. With respect to the M4 components, holdings of M3 by the private
sector excluding building societies rose by £0.8 billion, compared

to an average of £2.3 billion over the previous 12 months. Bank
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deposits will have been depressed by several factors connected
with the unwinding of the BP sale, in particular the unwinding
of BP's temporary bank deposits at the end of October and the
£1% billion payment during November by the domestic underwriters.
There is no firm evidence that bank deposits in November were
affected by the stock market crash, although the subdued growth
of deposits may owe something to the lower level of company takeover
activity and equity issues, both of which were very buoyant prior
to the crash and which were thought to be contributing to the rapid
growth of company bank deposits in Q3. However, private sector
retail deposits with the building societies in November were
exceptionally strong, at £1,2 billion (£2.0 billion seasonally
adjusted), and clearly were boosted by the current unattractiveness

of equities (see para 36).

35. With respect to the M3 components, apart from the £0.8 billion
increase in M3 by the non-bank non-building society private sector,
building societies increased their bank deposits by a further
£0.5 billion - making an increase of £6 billion over the past
12 months.

36. As predicted, building society retail inflows in November
were exceptionally strong at an estimated £1.1 billion (£1.5 billion
seasonally adjusted) excluding interest credited. This was due
to gains at the expense of unit trust and equitics following Lhe
stock market crash and to a competitive advantage over the banks
with societies only following the cuts in base rates of late October/
early November on 1 December. This strong retail position enabled
societies to make a small net repayment of wholesale funds (largely
built up in October as a precaution against the BP privatisation)
while still enjoying a large build-up of 1liquid assets. Within
liquid assets, bank deposits increased by over £0.5 billion, but
there was no recovery in gilts' holdings following the large
disposals of October and there was some disinvestment from bank
bills.

37. The M3 and M4 forecasts are tentative because of uncertainty

over the monetary effects of the fall in equity prices. Assuming
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that the overall impact is neutral (see Annex) M3 and M4 are forecast
to grow by 1% per cent in December. Annual growth rates will rise
sharply . by /. owver 1% per cent to. 23 per i cent and‘ 1l6% per cent,
respectively, largely Dbecause of distortions in December 1986

associated with the British Gas sale.

Credit

38. Bank and building society lending rose by £4.5 billion
(1.4 per cent) in November, compared with an average of about 1% per
cent over the previous 12 months. The annual growth rate of lending
is estimated at 19 per cent in November, compared to 19% per cent

in October.

39. Sterling bank 1lending grew by 1.7 per cent in November and
at an annual rate of 22% per cent, compared to 22% per cent in
the 12 months to October. One known special factor - the unwinding
of a temporary loan to a GEMM in October - depressed the November
lending figure of ‘£3.3 billion by ‘about = £0.4 billion: Allowing
for this special factor, bank 1lending in November was marginally
above its average rate of increase over the previous 12 months.
Other identified transactions in November were BP's repayment of
bank borrowing of about £% billion - a counterpart to their reduction
in deposits - offset by increased borrowing of £% billion associated

with the management buy-out of MFI.

40. Foreign currency lending fell (byiz el 7 Soaiils om) in
November after having risen strongly (by £3.5 billion) in October.
It is likely that at least some of this reduction in foreign currency
borrowing by the private sector represents the unwinding of October's
speculative or hedging activity, when the private sector increased
its net currency bank borrowing and switched the proceeds into
sterling on the expectation of sterling's appreciation. To the
extent that foreign currency repayments are financed by running
down sterling deposits, this may also be a contributory factor

to the low growth of broad money in November.

41. Within sterling bank lending, advances increased by

£2.6 billion, lending +to' ' GEMM's fell by £0.4 billion and Iending
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via monetary sector holdings of commercial bills rose by
£0.8 billion - the 1latter reflecting both the attractiveness of
bill finance to companies when the Bank of England was buying bills,
putting downward pressure on bill rates, and the disposal of over
£0.5 billion of bills by the private sector (which inflates bank
lending). Returns from London and Scottish retail banks show that
lending for house purchase rose by £0.7 billion - a slight easiny
of the trend established in recent months - while other personal
lending (£0.1 billion) was very modest. Of the CLSB banks' reduction
in foreign currency 1lending of £0.9 billion, most was accounted
Loy ifibyt sunit estrusts’; insurance companies and pension funds

(£0.6 billion - possibly reversing last month's hedging activity).

42. Building societies' mortgage lending in November was slightly
weaker, seasonally adjusted, than in October. However, the fourth
quarter is likely to show that the pick-up from the unusually low
levels in the summer has been maintained, indicating that building
societies' market share of new advances has stabilised. With higher
retail inflows, and greater access to wholesale funds following
the removal of the 20 per cent limit from January 1988, their share
may be expected to rise over the medium term. Mortgage lending
by miscellaneous financial institutions in Q3 was £1.1 billion,

giving them a 13 per cent market share.

Other Broad Money Counterparts

43. A PSBR surplus of £1.6 billion was overfunded by £2.6 billion,
largely reflecting public sector debt sales of £1.1 billion to
the private sector, with virtually no change either in debt sales
to the overseas sector or in recorded reserves. Cumulative
underfunding has been £1% billion in 1987-88 so far. The building
societies made small purchases of public sector debt in November
and the public sector contribution to M4 was, at -£2.5 billion,
slightly 1less contractionary than to M3. The cumulative public
sector contribution to M4 is just £0.1 billion in 1987-88 so far.
The M4 externals were expansionary by £0.2 billion and £NNDL's
of the banks and building societies were contractionary by

£0.5 ‘billion;
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44. 1In contrast to the period between June and October, when they
made over £5 billion net purchases of CG debt, the overseas sector
made only negligible purchases in November, while the domestic
private sector (excluding building societies) made net purchases

of £1.4 billion of CG debt - the largest increase this year.

45. External influences on money demand were mildly expansionary
in November, without exerting any strong upward pressure on the
exchange rate, which rose against a weak dollar during November
but did not require any intervention to cap its rate against the
deutschemark. Within the externals, the overseas sector reduced
both their net sterling and foreign currency bank deposits by about
£3% billion in November to finance capital inflows into sterling
assets other than money and government debt. This expansionary
influence on money was offset by the private sector's increased
demand for net foreign currency bank deposits of about £22 bkl on,
giving a net expansionary influence of the externals of about

£% billion.

M5

46. M5 grew by £1.6 billion (0.5 per cent) in November and at
an annual rate of 14% per cent, compared to 15% per cent in October.
The lower annual growth rate of M5 compared to M4 is explained
by a £1 billion fall in private sector holdings of local authority

debt and tax instruments over the past 12 months.

Money Markets and Interest Rates

47. Money market rates started December at about 9.0 per cent
across the yield curve. The % point cut in base rates on 3 December
led to a steepening of the yield curve, with rates falling to
8.5 per cent at one and 3 months but only falling to 8.9 per cent
at 12 months. Rates have since risen slightly, mostly at the long
end, on the easing of sterling and falling oil prices. Short rates
currently range from about 8.5 per cent at one month to 8.9 per

cent at 3 months and 9.4 per cent at 12 months.
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48. The stock of money market assistance rose by £1% billion,
to £7.0 billion in November, due to market purchases of £2 billion
of Treasury bills. This rise in market holdings reflects the
continued tenders of nine week Treasury bills in November. When
the bills mature, the need for commercial bills purchases will
be reduced by about £% billion in December and £1% billion in
January, thereby smoothing the money market assistance profile.
The level of assistance is forecast to risec to £6% billion in
December, £9% billion in January and about £11 billion in February
(see Table 25). The peak in mid-January may be about £12 billion
compared with £16% billion in January 1987.

49. Gilts began December with the index at 90.1 and 5, 10 and
20 year par yields at 8.8, 9.3 and 9.3 per cent respectively. The
base rate cut on 3 December had 1little effect on a market that
has declined steadily through the month. The index now stands
at=88 .2, cand - the 5,1 0:-"and 20 yeaf par:yields at 9.2, 9.7 and 9.6 per
cent respectively, so that the yield curve has risen across the
maturity spectrum during December. Real yields on index-linked
began the month at around 3.6 per cent at the short end, 3.8 per cent
att the llong . erd. Subsequently they have risen slightly to 3.7
and 4.0 per cent respectively. Breakeven inflation rates of
index-linked Treasury 1990 and 2006 are currently 3.4 and 5.7 per
cent respectively compared with 3.8 per cent and 5.6 per cent at
the end of November. The equity dividend yield (based on the
all-share index) has edged downwards to 4.3 per cent, compared

to 4.7 per cent at the beginning of the month.

Capital Markets and Corporate Finance
(see tables 20-21)

50. Equity prices (measured by the FT All Share Index) have been
firmer during December, the index rising by W per cent since the
end of November. Some stability seems to have returned to the
market, with signs of renewed takeover activity, probably reflecting
the sharp falls in price/earnings ratios since mid October. The

index currently stands at 885, 29 per cent below its July peak.

51. There were small net outflows from unil trusts ot £15 million

in November. The net figure comprised quite 1large gross sales
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of £810 million and repurchases of £825 million. This compares.
with a total net inflow of £250 million in October, comprising
gross sales of £1,140 million and repurchases of £900 million. The
small net outflow in November represents a recovery from what were
probably substantial net outflows of about £% billion in the second
half of October assuming that net inflows remained high in the
faxst- "half < of’ Octoberi Net inflows had averaged £1 billion in
the three months to September.

52. UK industrial and commercial companies raised a total of about
£1.1 billion net sterling finance in November from the domestic
capital and eurosterling markets, compared to £1.8 billion in October
and £2.5 billion in September. The fall in capital market issues
since September largely reflects the decline in equity net issues,
which fell to £1.0 billion in November, from £1.6 billion in October
(which includes £0.5 billion raised by BP in the form of a partly
paid £1% billion rights issue) and £2.0 billion in September. Equity
issues in the first half of December have remained depressed. The
total of capital issues in the queue and those announced but not
raised fell by £5% billion during November, to stand at £3% billion
on 1 December. With companies expected to have a healthy demand
for finance in the rest of the financial year, the fall in equity
prices may lead some companies to increase their bank borrowing,
although this is 1likely to be at least partly offset within broad
money by cash-rich companies financing investment by running down

their liquid assets.

53. Eurosterling issues by UK companies in November were
£585 million, most of which was by financial companies both in
the fixed and floating rate markets. There was one issue of
£100 million by a mortgage finance company, which together have
issued over £1 billion of floating rate notes so far this vyear,
reflecting their increased share of the mortgage market. There

have been no further issues in December so far.

54. The stock of sterling commercial paper (SCP) outstanding fell
by £20 million in November, to £2.3 billion, with net redemptions
by UK companies of £30 million reducing the stock to just under
£1.5 billion.  Monetary 'sector holdings of SCP- rose by £50 million
to- E0:7billion.

MG2 Division

23 December 1987
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Monetary developments since last month's report

Latest outturns available at time of:

May Nov Dec
Report Report Report
Monetary aggregates (12 month $ growth) (Apr) (Oct) (Nov)
MO (sa) 4.8 5 <6 4.9
M3 20.4 22 .2 2.3
M4 i g 15.7 152
M5 1450 Y52 14.6
Bank lending 21.4 2258 22.4
Bank & building society lending (est) 19.4 19,2 18.9
Interest rates (%) 28 May 30 Nov 22 Dec
3 month interbank 8149 8.9 8.9
20 year gilt-edged (par yield) 9:510 VL 9.6
Yield gap =05 b -0.4 =037
3 month overseas basket 6.4 6.8 6557
3 month interbank/euro dollar
differential 1.6 150 15250
Real 3 month interbank 4.8 4.7 4.7
Equity dividend yield (all-share) 8% 2 4.7 4.3
IG yields (2001) assuming 5%
inflation 347 3%9 4.0
Exchange rate
ERI 205 76.4 7546
0il adjusled reference 1index TR 72.4 Tl
ERI/reference rate ratio¥* 99,2 BO5%5 105, 1
Asset prices
FT-A Index (% pa) 35..1 -1.4 7:5
FT-A Level (July peak: 1239) 1078 796 885
Halifax house index (% pa)** 1% S 14:5 1652

* indicates what ERI would be if exchange rate simply responded to
0oil prices in the ratio 1l:4. In determining the reference rate
the base taken is the Jan '83 - Nov '85 average for the ERI and
oil price.

** figures are for April, October and November
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BROAD MONEY FORECAST

A

2A.

3A.

4A.

The M3 and M4 forecasts are tentative because of uncertainty
over the monetary effects of the fall in equity prices. On
the one hand, cash-rich companies may run down their liquidity
in place of borrowing; on the other, some companies may increase
their bank borrowing to replace equity and bond issues. Overall,
the forecast assumes that the impact on broad money growth
will be neutral. The forecast makes the stylised assumption

that no BP shares are bought back under the support arrangements.

On this basis, M3 and M4 are forecast to grow by 1% per cent
in December, to fall in January, and to grow by about 1l per
cent in February. Annual’  growth :rates @ are affected by
distortions in December 1986 associated with the sale of British
Gas. Because of this, M3 and M4 growth rise sharply by 1% per
cent in December to 23 per cent and 16% per cent, respectively.
M4 growth remains at about 16% per cent in January and February

while M3 growth drops back to 21% per cent by February.

There are few identified special factors affecting the forecast.
The main features (see table) are heavy intervention of about
£2 billion in December, two-thirds of which is assumed to feed
into broad money growth; and in January an exceptionally large
€6 - surplus "of -£5% billion; ‘with resultant overfunding. The
impact of the £5% billion overfund on broad money in January
is partly offset by an assumed boost of £1 billion to bank
lending - half of it due to a fall in the bill leak associated
with Bank of England purchases of commercial bills. There
are no other identified special factors affecting the bank
lending forecast, which is of underlying growth of £3.1 billion

per month (seasonally adjusted).

In the absence of further movements in base or mortgage rates,
building societies' retail inflows are likely to decline somewhat
from November's very high level as any disinvestment in equities
and unit trust weakens (although substantial new investment

is unlikely to be forthcoming) and as societies lose their



ANNEX + -

competitive edge. But the figures over the next few months
are likely to continue to be strong by historical standards,
possibly boosted by selling of BT and BGC shares after payment
of loyalty bonuses due at end November and December respectively.
Societies are thus unlikely to make substantial use of their
new wholesale funding powers, although some wholesale borrowing
may occur as heavy tax payments fall due. These tax payments
will also probably see some redemption of societies' holdings

of CTDs, possibly matched by small net purchases of caklils:s

Despite the fall in mortgage lending in November, the outlook
for societies here is good, with aggregate demand benefitting
from lower mortgage rates. Societies may also increase their
share of total mortgages by improving non-price competitiveness
(eg. by raising income multiples). Their share will also benefit
from the fact that demand is 1likely to be strongest in those
areas (middle income, outside London/South-East) where their

presence is greatest.
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ANNEX TABLE 1

Broad Money Forecasts

(i) Underlying Increase¥*
Special Factors
Privatisations

Bank Capital Issue
Intervention

{ii) Total Special Factors
(iii) Total Increase

% Change on previous month
% Change on previous year

Memo

Underlying % Change on previous year
% Change expected at Budget time
[Line (iii) = Line (i) + Line (ii)]

*¥Based on the following assumptions:

1987 NOVEMBER
My M3
3180 2861
-1502 -1500
-1500 -1500
1680 1361
0.6 0%
15.2 21.3
14-.C 19.2
14.3 15.9

SECRET
DECEMBER

My M3
3875 15
200 200
~150 -150
1250 1250
1300 1300
5[5 =SB0
1.7 gL &
16.4 23.0
14.1 20.0
15.2 17.0

£ million not seasonally adjusted

1988 JARUARY
My m
-625 -2875
400 Aco
400 400
-225 -2UT5
-0.1 -1.3
16.4 22.4
14.5 19.1
15.6 16.8

FEBRUARY

M w3
1900 1350
dco fec
400 LCo
2300 1750
0.8 1.0
16.2 21.2
14.2 L1.1
15.4 L5alT

(a) Underlying bank lending rises by £3.2 billion per month and building society lending rises by £1.5 billion per month, both

seasonally adjusted

(b) The public sector contribution to M4 and M3 is as follows:

September
Mh -2483
M3 —25Th

October

1625
1675

=5575
=5475

November

December

-1475
=-1475
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ANNEX TABLE 2

Lending Forecasts

(i) Underlying Increase
Special Factors
PSBR offset
Bill leak

Take—-overs
Other identified

(ii) Total Special Factors

(iii) Total Increase
(seasonally adjusted)

Total Increase
% Change on previous year
Memo

Underlying % Change on
previous year

% Change expected at
Budget time

SECRET
£ million
1987 NOVEMBER DECEMBER 1988 JANUARY FEBRUARY
Bank Build— Lending Banl Build- Lending Build—- Lending Build- Lending
Lend- ing Counter— , o ing Counter— . o ing Counter- i ing Counter-—
i Society part i Society part 5 Society part .n Society part
"€  ILending to M4* "€  lending to Mu¥* "€ TLending to M4* 1€  lending to Mu*
2408 1154 3503 3100 1450 4550 3150 1450 4600 B 1500 4675
212 = 212 =100 = -100 500 = 500 - - -
488 S 488 = - = 500 = 500 - - -
500 = 500 = = = ® = = =
-400 = = = = = = = = = = =
800 = 800 -100 = -100 1000 = 1000 = = &
3208 1154 4303 3000 1450 4450 4150 = AN50 5600 3175 1500 L6T5
3235 1266 Lhho 3475 1289 476k 3650 1262 Lo12 3080 1315 4395
22.k 135 18.9 L5 13.4 18.4 20u6.5. 1335 I 226 43,8 18.2
s e W o ek GEEREAR R S e e
19.3 1558 1IT.5 185 15468 16.9 18592 T eRs 17 gpat 18.5 1643 ABTEAD)

¥Excludes bank lending to building societies (which is included under Bank Lending)




q!lNEX TABLE 3

1. CG (OA) (SURPLUS-)
2. LABR
3. PCBR
4. PSBR(1+2+3)
5. NET DEBT SALES TO NBPS (-)
GILTS
TREASURY BILLS etc
NATIONAL SAVINGS
CTDs
OPS DEBT
TOTAL

6. EXTERNAL FINANCE OF
PUBLIC SECTOR (INC-)

7. OVER (-)/UNDER (+)
FUNDING (4+5+6)

8. STERLING LENDING TO
NON-BANK PRIVATE SECTOR

(seasonally adjusted)

9. PRIVATE NET EXTERNALS AND
NET NON-DEPOSIT LIABILITES

BUILDING SOCIETIES:
11, RETAIL DEPOSITS
12. WHOLESALE DEPOSITS NBPS

13. HOLDINGS OF M3 (-)

14.M4 (10+11+12+13)

SECRET

BROAD AGGREGATES FORECAST

OUTTURN
1987 NOV

-943
-554
-53

3235
(3208)
700

FORECAST

DEC 1988 JAN

150
200

3475

(3000)

-2075

-5575

3650
(4150)
-650

——— ————

3075
(3175)
150
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NOMINAL INTEREST RATES
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Time / Yield Curves of British Government Stocks
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Table 1: Developments in the G5 (including UK)*

Activity Money supply Costs and prices
Nominal Real Industrial M1 M2/M3 Unit Consumer GNP
GNP GNP production labour prices deflator
costs
1983 T+ 2.9 3ot 9.8 8.6 -0.7 3.8
1984 8.6 4.9 8.0 6.6 8.6 -0.7 4.1
1985 6.6 352 350 8.2 8.4 0.3 3.5
1986 5,26 2kad 1 0 115 g1 1.4 1.5 2.8
1987 Q1 5.0 23 T35 8.8 0.5 1+ 5 2.4
Q2 &5 242 12.4 8.9 -0.8 24D 2.0
Q3 5.4+ 3.3+ 3.4 10,3% 8.4+ 2.9 Dt
1978 Jan -0.2 14.4 9.0 1.0
Feb 1.0 13.8 8.9 1.4
Mar 240 12.4 8.6 2.0
Apr 0.9 13.0 9.0 2.5
May 255 12.8 9.0 2.5
Jun 2.8 11.4 B 27
Jul 3.0 '10.6 8.5 2.6
Aug 3.9 10.4 8.6 3.1
Sep 4.0 9.9+ 8.0+ 229

Oct =

* Ppercentage changes on a year before.

+ Partly estimated.
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TABLE 2: INTEREST AND EXCHANGE RATES IN G5

a. THREE MONTH NOMINAL INTEREST RATES IN THE G5 COUNTRIES*

United Japan Germany France UK

States
1983 9.1 645 Tl 22y5 10.1
1984 10.4 6.3 6.0 L3 LA 9.9
1985 8.1 6.5 BB 10.0 18,2
1986 6.5 540 4.6 7.8 11.0
1987 Jan 548 4.3 L.6 8.4 11,0
Feb 6.1 4.0 4.0 8.5 1.0
Mar 6.2 4,0 4.0 8.0 10.0
Apr 6.5 3.9 3.9 8.0 9.8
May T 0 3.8 3.8 8.2 8.8
June 0 3.7 3.7 8.2 9.0
July 6l 3T 3.9 T.9 9.2
Aug 6.8 3T 4.0 7.9 10.1
Sept Tl 3.8 4.0 T.9 103
Oet 8.2 3.9 4.8 8.2 9.9
Nov T4 3.9 3.9 8.6 9.0
Dec 22nd T8 3.9 3.8 8.6 8.9

¥ CD rate for US, Gensaki for Japan, Interbank rates for rest.

Nole .- F‘njuv{s are owergs of end- week *Fjuus.
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TABLE 2

- b.

EXCHARGE RATES

1980
1981
1982
1983
198k
1985
1986

1985

1986

1987

1987

L8R 28R e

B8R L

Jan
Feb
Mar
Apr
May
June
July
Aug
Sept
Oct

Dec 22nd

% Change since
dollar pezk (Feb 85)

% Change since
Plaze (Sept 85)

% Change since

Louvre Accord
(Feb 87)

EFFECTIVE EXCHARGE RATE INDICES (1975 = 100)

United
States

93.7
105.6
118.0
124.8
13L.6
1%0.7
114.8

149.7
145.8
138.4
128.8

121.2
116.0
111.4
11U

10L,2
101.1
102.5

105.5
103.9
103.3
101.0
100.4
101.8
103.3
103.3
100.8
100.6
93.2

- 4oy

=33

- 10%

Japan

126.L
142.9
134.6
148.L4
156.7
160.5
203.1

154.3
155.2
157.6
1Tk.9

186.8
202.8
214.8
2u8.U

210.1
222.9
218.0

209.4
209.3
211.7
222.7
225.3
220.8
213.7
218.2
222.1
221.4

240.5

£453

128.8
119.2
1244
152 i
123.8
123.6
137.3

119.3
121.6
125.0
128.5

133.1
134.7
138.6
k2.6

1477
146.9
146.4

147.5
148.4
147.1
146.6
147.2
146.8
146.6
146.0
146.7
147.1
1503

France

9k. 4
8.3
76.6
70.0
65.7
66.3
70.1

63.4
65.2
67.2
69.3

71.0
69.0
69.5
0.8

1.9
T1.6
T1.L

728
72.3
71.8
71.6
TAT
T1.5
71.6
T
T4
T35
1248

+ 17%

96.0
9L.8
90.4
83.2
78.6
78.2
72.8

T2
78.9
82.1
79.8

75.1
76.0
71.9
68.3

70.2
T2.7
T2.7

68.9
69.0
71.9
72.3
73.3
72.6
72.8
T2.3
73.0
73.6
75.6

o

]

YEN/$

225.8
219.5
248.8
237.4
237.5
238.4
168.3

257.5
250.6
238.6
207.4

187.8
169.9
155.9
160.4

155.2
142.6
147.0

15L4.6
153.4
1575
142,
140.
1Lk,
150,
147,
143,
143,
126.

v

Oy W H O D & O O

- 51%

- k73

— 17

DM/$

1.82
2.25
2.43
2.55
2.85
2.94
2.17

3.26
3.08
2.85
2.59

2.35
2.2k
2.09
2.01

1.84
1.81
1.84

1.86
1.82
1.84
1.81
1.79
1.82
1.85
1.86
1.81
1.80
1.63

= 52%

-
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Table 3 (a): Share Prices for the Major Countries

Us Japan Germany France UK Italy Canada Australia H.Kong S'pore
St.& Tokyo Commerz CAC FT. All Banca Toronto All ord. Hang Straits
Poor SE New -bank Gen. share Com Comp. Sang Times
Ind. Ital Bank Index
1986
(Ave.) 262.:3 1322.7 1998.%8 361.5 178.5 694.0 2999.5 1207.4 1258.8 732.3
1987 Jan 297.0 1644.0 1888.0 415.2 880.1 718.0 3255.6 1529.0 1643.5 937.1
Feb 319.2 1744.8 ;. 1719.7 416.8 9527 689.1 3492.1 1558.9 1770.0 - 1013.1
Mar 335.2 1848.0 1710.6 446.1 1001.3 694.8 3705.8 1644.2 1796.4 1061.2
Bpr ' 339.2 2035.9 1832.4 451.5 989.2 139.7 3774.8 1729513 171279 1097.2
May 336.2 2119.7 “ 1773:.5 440.6 1070.0 716.2 3750..6 1814.3 1846.9 1187.4
Jun 348.8. 2190.2 1791.2 410.7 1134.4 527.5 3705.6 1776.8 2009.7 1238.2
Jul 361.0 1982.0. 1921.3 413.2 1194.0 683.3 3925.7 1910.6 2136.1 1349.0
Aug 384.3 2093.3 2024.5 410.2 1.150:6 629.2 4042.7 2102.% 2300.0 1459.2
Sep 372.4 2088.7 1979.4 424.1 1174.0 619.3 3919.4 2232.2 2442.1 1417.9
Oct 314.9 2014.5 1802.4 364.9 1079.4 616.4 3132:7 1857.1 33573 1216.0
Nov 280.4 1850.6 1366.5 296.3 827.9 508.4 2958.4 127.5%2 2165.9 825.9
LS Oct 343.6 2158.6 1902.6 366.1 1189.9 665.5 3674.9 2146.4 3695.5 1426.1
22 Dec 289.0 1825.5: 1352.6 285.1 884.84 502.0 3156.6 1261.8 2276.4 823.4
Percentage changes
1986-22
Dec +10%2 +38.0 -32.3 -21.1 +13.7 -27.17 +5.2 +5.0 +80.8 +12.4
15 0ekE =
22 Dec -15.9 -15.4 -28.9 -22.1 -25.6 -24.6 -14.1 -40.9 -38.4 -42.3

The monthly figures are averages of weekly rates.
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ONOMIST COMMODITY PRICE INDICES : | TRRLE 3R 1980-100

. A1l items indices SDR indices
SDR Dollar Sterling Real* Food Nfa** Metals
nual
380 100.0 100.0 100.0 100.0 100.0 100.0 100.0
381 95.1 86.2 99.4 911 96.9 98.6 89.5
982 87.9 74.7 99.2 81.6 92.3 90.4 79.1
983 102.7 84.3 129.4 95.5 105.5 109.8 92.8
984 105.7 83.4 144.9 97.8 116.1 105.1 89.5
985 95.8 74.8 135.2 86.5 103.4 94.2 84.3
986 86.9 77.7 124.0 74.5 97.3 85.0 70.5
uarterly
985 Q4 90.1 74.7 121.0 80.3 101.4 © 86.9 75.0
986 Q1 93.7 80.9 130.8 81.7 109.7 87.1 73.6
Q2 y 91.0 81.1 125.0 79.5 104.9 86.9 71.8
Q3 L 81.4 75.2 117.4 70.3 88.8 80.1 68.3
Q4 82.4 76.4 123.9 70.1 87.4 86.5 68.4
1987 Q1 81.6 79.2 119.2 68.9 82.4 91.0 69.0
Q2 86.8 86.4 122.2 73.3 85.5 98.0 75.2
Q3 91.4 89.6 128.9 75.9 82.6 107.1 87.5
Monthly
December 81.9 76.1 122.7 85.4 87.5 68.4
January 80.3 77.0 11R.R 82.5 88.8 6b./
February 81.7 79.6 120.5 82.6 91.7 68.5
March 82.9 81.0 118.2 82.1 92.4 71.8
April 84.2 83.8 119.0 83.2 94.8 72.6
May 8753 87.6 122.0 87.1 97.2 74.8
June 88.9 87.8 125.2 86.2 101.7 78.3
July 90.7 88.4 127.8 84.0 105520 84.7
August 92.2 89.8 130.9 81.2 109.7 90.2
September 91.4 90.6 128.2 82.7 106.6 87.6
October 94.8 94.2 132.2 86.7 101.9 94.3
November 93.6 97.0 127.6 86.5 97.1 93.8
Weekly
September 29 93.5 91.9 131.1 84.4 103.9 92.8
October 6 95.7 94.1 134.1 86.6 105.2 95.2
13 96.1 95.4 134.7 86.7 102.5 97.9
20 93.4 93.3 131.0 86.2 101.1 91.5
27 93.9 94.2 129.1 87.2 98.9 92.7
November 3 91.0 93.6 124.9 84.3 96.8 89.8
10 2-1 96.5 125.5 85.3 95.4 92.3
17 94.8 97.8 128.8 87.3 98.3 95.4
24 96.4 100.0 131.1 89.2 98.0 97.7.
December 1 96.5 101.2 129:2 89.4 98.9 96.9
8 96.0 100.4 129.8 88.1 98.3 97.7
15 (prov) 96.2 102.5 130.1 87.0 97.0 100.5

* In relation to prices of manufactured exports. Recent figures are estimated.

**x Non-food agriculturals



TABLE 4: RECENT INDICATORS OF ACTIVITY AND INFLATION
(per cent changes on year earlier)

OUTPUT PRICES AND UNIT LABOUR COSTS
MONEY i Manufacturing RPI excluding Producer Prices*** Unit Wage Costs
GDP GDP(0)) Output RPI mortgage payments Output Input Manufacturing Whole economy
1985-86 ;TE 1985 3.3 2.9 61 5.2 6.3 4.4 546 5.1
1986-87 6.7 1986 kY- 0.8 3.4 3.6 4.3 -10.7 4.7 5.4
1986 2 6.3 1986 1 252 - 1.5 4.9 4.6 5.0 -'11.9 8.2 6.0
3 6.4 2 2.3 - 0.6 2.8 33 4.3 - 12.4 6.2 6.2
4 67 3 337 Pl i) 236 323 4.0 - 13.0 353 4.4
1987 1 7.4 4 4.0 4.0 3.4 3.4 4.0 - 5.6 1.2 5.0
2 8.6 1987 1 4.6 53 3.9 3.7 4.1 R0 -0.1 4.0
3 10.4 2 4.3 5.2 4.2 3.6 4.5 4.6 0.8 4.6
4 8.2* 3 52 6.6 D%9
1988 1 8.1 4
1987-88 8.5
1986 October 5.2 3.0 3.4 4.0 - 7.4 2.7%%
November 5.3 3.5 3.3 8 - 4.9 1.8
December 4.0 3.7 3.5 4 - 4.4 156
1987 January 4.1 3.9 3% 4.2 = 28 102
February 4.6 3.9 35 @ 4.2 - 2.9 0.8
March 3.2 4.0 3.8 4.1 0.4 - 0.1
April 4.3 452 3.6 4.3 30 - 0.4
May 6.3 4.1 3.8 4.5 3.4 0.0
June 5.2 4.2 35 4.5 7.2 0.8
July 6.3 4.4 3.7 4.7 13.4 12
August 5.8 4.4 3.7 4.7 14.5 0.9
September 5.5 4.2 3.5 4.7 10.8 0.9
October 5.9 4.5 3.9 4:7 7.8 11
November 4.1 4.0 4.9 543

* Autumn Statement forecast.

** Wage cost figures show averages for three months ending in month
indicated.

**%* Excluding food, drink and tobacco.




TABLE 5: INDICATORS OF FISCAL STANCE

(a) Annual Data

PSBR
excluding
privatisation
PSBR proceeds PSFD
Cash Ratio Cash Ratio to Cash Ratio to
(£ billion) to GDP (£ billion) GDP (£ billion) GDP
(per (per cent) (per cent)
cent)

1970-71 0.8 1k 0.8 1% -0.2 -3
1971-72 1:0 1% 150 1% 0.7 1k
1972-73 2.4 3% 2.4 3% 2.0 3
1973-74 4.3 5% 4.3 5% 3.5 4y
1974-75 8.0 9 8.0 9 6.0 6%
1975-76 1.0:..3 9% 11033 9% 8.1 7%
1976-77 8.3 6% 8.3 6% 7.5 5%
1977-78 5.4 3% 59 4 6.6 4%
1978-79 9.2 5% 9.2 Sk 8.3 k%_
1979-80 10.0 43 10.4 5 8.0 3%
1980-81 2.7 5& T3l Sk 1157 5
1981-82 8.4 3% 9=} 3k 5.1 2
1982-83 8.8 3 953 3% 8.3 3
1983-84 9.7 3% 10.9 3% Tl 3,
1984-85*% 10.2 3 1:2:3 3% 3t Lo
1985-86* 5.8 1% 8.5 2% 8.3 2%
1986-87 > | 7.8 2 9.4 2%
1987-88 (Ocbober
forecast) -1.2 -% 4. 1 £33 1

x If adjusted for coal strike, PSBR and PSFD ratios to GDP roughly
0.9 per cent lower in 1984-85 and 0.3 per cent lower in 1985-86.

(b) Quarterly Data

£ billion PSBR PSBR PSFD
excluding privatisation

g.8.% HiA. s.a.* U.a. 8. naal
1985 Q2 1.2 2.6 2.5 3.9 2.9 .b
Q3 1.9 2.4 2.% 3.4 l.5 1.9
: 04 1.5 2.1 R 2.6 2.1 0.7
1986 Ql Yol -1.9 1.5 -1.9 2:0 1:50
Q2 2.1 2.3 3.2 3.4 22 3146
Q3 251 3376 2.0 376 3.0 45l
Q4 -1.3 -1.6 0.9 05 |.6 0.0
1987 Q1 0.5 -0.7 .7 0.4 2.6 1.9
Q2 G2 15 2.5 34 14 3-3

* financial year - constrained
+ calendar year - constrained
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Table 6: CGBR(0) April-November Comparison with Budget Profile

£ billion
Receipts
Inland Revenue + 251
Customs and Excise +- 0,3
National Insurance contributions + 052
Privatisation proceeds + 0.4
Interest and dividends = 30572
Other receipts o S0
Total receipts e 3l
Expenditure
Interest payments = 051
Departmental expenditure (1) = 1573
Total expenditure - 1.4
Net effect on CGBR(O) - 4.5

b1 on a cash basis, net of certain receipts and on-lending

-

higher receipts, higher borrowing and higher expenditure

lower receipts, lower borrowing and lower expenditure
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TABLE 7 EXCHANGE RATES
Exchange Real ERI/(Oil Dollar: D-Mark: Index US-UK Brent
Rate Exchange Price Sterling Sterling against Interest rate spot
Index* Rate @ Adjusted exchange exchange EMS differential price
ERI) rate rate currencies*® ($/b1)
1985 (1) 7241 80.1 0.908 1541 2 3.63 95.2 +4.1 27.7
() 78.9 88.9 1.001 1.2¢€ 3.88 102.3 +4.4 27.0
(3) 82.1 93.3 1.040 1.3¢ 3.92 103.8 +3.6 27.4
(4) 79.8 91.6 1.001 1.44 371 98.7 +3.'5 28.3
1986 (1) 75.1 88.3 1.037 1.44 3.38 90.9 +4.5 17.8
(2) 76.1 92.1 1.101 1.51 3.39 91.4 +3.2 12.8
(3) 71.9 88.2 1.049 1%. 56 3.10 84.9 +3.8 12.4
(4) 68.3 84.0 0.970 1.43 2.87 79.0 +5.1 14.8
1987 (1) 69.9 86.9 0.967 1.54 2.83 78.8 +4.3 17.9
(2) 72.8 90.9 0.996 1.64 2.96 82.6 +2.1 18.6
(3) T2+ 90.7 0.992 1.62 2.97 83.0 +2.8 19.0
1987 January 68.9 85.3 0.950 1.51 2.80 77.8 +4.9 18.4
February 69.0 85.9 0.960 1.53 2.78 77.4 +4.4 1752
March 71,9 89.4 0.991 1.59 2.92 81.2 +3.4 18.0
April T253 90.3 0.994 1.63 2.95 82.1 +2.9 18.2
May 73.3 91.7 1.002 1.67 2.98 &3.1 +1.6 18.8
June 72.7 90.7 0.991 1.63 2.96 82.6 +2.1 18.9
July 72.8 90.7 0.985 1.61 2.97 §2.9 +2.6 19.8
August P23 90.0 0.988 1.60 2.97 82.8 +3.2 18.9
September 73.1 91.2 1.004 1.65 2.98 83.2 +2.6 18.3
October 13:6 92.1 1.006 1.66 2.99 83.5 +1.7 18.8
November 75.4 94.5 1.040 1.78 2.99 83.9 +1.5 17.8
December 22nd 75.6 n/a 1,051 1.83 2.98 83.8 +1.0 16.9
f Oil price adjusted ERI has roughly the same inflation implications as does an ERI of 80 given an oil price of $29 (their average values for January

1983 - November 1985). The ratio shown therefore indicates whether movements in the ERI are inflationary or otherwise, relative to the period
Jan-1983 - Nov 1985, having allowed for oil prices.
1975=100

@ Figures fcr latest months are tentative forecasts based on extrapolated producer price indices

*

CONFIDENTIAL
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TABLE 8 : NOMINAL AND REAL INTEREST RATES

NOMINAL RATES REAL RATES
Long Rate Expected Real
Three Three (20 year inflation 3-month
month month Base Gilts) over 12 interbank Yield on Index-linked Gilts* ¥
interbank Eurodollar Rate months#* rate 1990 2001 2011
1985 (1) 1330 8.9 12.9 10.9 5%t 6.9 4.4 3.5 300
(2) 12.6 8.2 12.6 10.8 5.6 6.6 4.3 3.8 3.4
(3) 13857 811 117 10.4 5.3 6.1 4.3 3.8 3.5
(4) 11.6 811 1155 10.3 4.2 Torl 4.1 3.9 3.6
1986 (1) 12.4 7.9 12.3 10.2 3.9 852 4.3 4.2 3.8
(2) 10%.2 7.0 10.4 9.0 3.6 6.5 3.6 3.6 3.4
(3) 10.0 6.2 10.0 957 3.4 6.5 37 3.9 355
(4) 11.2 6.1 11.0 10.7 4.1 6.8 3.7 4.1 3.8
1987 (1) 10.6 6.3 10.8 9.6 4.3 6.0 350 Bt 3.5
(2) 9.2 Tl 9.4 9.0 3.8 5.2 2.4 3.8 31..6
(3) 9.9 il 9.7 9.8 357 6.0 2.6 4.2 3.9
1987 January 11.0 6.1 1150 10.0 4.1 6.6 3.5 4.0 3.
February 10.8 6.4 11.0 9.8 4.3 6.2 3.0 3.7 345
March 9.9 6.5 10.4 9.1 4.5 5.2 235 3:5 3.4
April 9.8 6.9 10.0 9.2 4.2 5.4 246 356 3.4
May 8.8 izl 9.1 8.8 37 4.9 2el 3.6 3.6
June 9.0 7wl 9.0 8.9 3.5 5.3 2.3 3.9 BicT
July 9.3 6.9 9.0 9.3 3.4 5.7 52 4.0 3.8
August 10:.2 7.0 10.0 10.0 3.9 6.1 2.6 4.3 4.0
September 101 7.5 10.0 10.0 3.9 6.0 il 4.2 4.0
October 10.0 8.3 9.5 9.8 4.0 5el 3.1 4.5 4.3
November 8.9 7.4 9.0 9.2 4.1 4.6 159 4.0 353
December 22nd 8.7 7.9 8.5 9.6 4.1 4.6 2.6 4.0 3.9
% Unweighted average of forecasts by Phillips and Drew, National Institute and the London Business School; the expected rate of inflation for a

given month is the change in the price level between six months earlier and six months ahead. This is assumed to approximate roughly to
average inflation expectations over the three months immediately ahead.

**  Average of yields calculated for each Friday of month and quarterly for last Friday in each month. Assumes inflation averages 5 per cent per
annum to redemption.




TABLE 9 CURRENT ACCOUNT

percentage change on previous year

Export Import Terms* Current

Volume Volume of balance
less oil less oil Trade (AVI) £mn

and erratics and erratics 1980=100

1982 0.5 8.6 055 4035
1983 -1.1 9.5 -0.6 3338
1984 9.6 11.0 -1.9 1474
1985 6.8 4.2 1.8 2888
1986 2.4 Bl -0.8 -944
1986 Q3 2.9 725 -2.4 -856
Q4 9.3 9.9 -4.9 -989
1987 Q1 1369 5.4 -1.5 D572
Q2 6.4 10.2 +0.9 -659
Q3 951 12,0 +1.6 -1146
1987 Jan T3 6.4 -2.7 54
Feb 18.2 8.5 -2.0 366
Mar 759 1.0 +0.3 152
April 10.4 10.6 #1202 48
May 5.6 14.5 -0.1 -532
June 4.6 Lyl s Filenty -174
July 7.7 1152 +0.4 -291
Aug 8.8 1357 +1.,2 -873
Sep 10.9 1150 +37%:3 +17
Oct 4557 38158 +2050 -282
Nov 3105 8.2 +3.8 -595

* excluding oil and erratics.

tables
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TABLE 10

Key Monetary Indicators

1986-87

Nov Dec Jan
MONETARY AGGREGATES
12 month % change (ua)
MO 552 bt 4.1
M3 18.6 18.0 17.6
M4 15.6 1552 1329
M5 1557 14.4 1352
STERLING LENDING
12 month % change (ua)
Banks 20.8 21.8 22.5
Banks and building societies 19.6 20.2 20.4
OVER(-)/UNDER (+) FUNDING
financial year to date: £Emm -3 -1,577 -3,931
MONEY MARKET ASSISTANCE/#
Level outstanding £mn 151,295 125970 14,948
INTEREST RATES
3 months™ 11.3 11.3 11.0
20 year? 10.9 10.6 10.0
EFFECTIVE EXCHANGE
RATE 68.5 68.5 68.9
* Inter bank
¢ par yield

Feb

W WO

b
WO O =

21.7
19.8
‘3,969

14,873

# banking months until August thereafter end calendar months

SECRET
1987-88
Mar April May June July Aug
355 5.3 4.4 4.2 533 4.5
19.0 20.4 18.9 19.1 20.9 22.1
13.9 14.5 13.7 13.8 14.9 15.5
13.4 14.0 13.4 13%5 14.4 14.8
20.7 21.4 214 21.5 22.2 21,5
19.1 19.4 19.4 19.2 19.4 18.8
395 3,223 55158, 2,369 1,889 L 2,176
9,742 6,1267 3,340~ 5,132 ; 7,078 " 6,114
9.9 9.8 8.8 9.0 9.3 10.2
9.1 9.2 8.8 8.9 9.3 10.0
71.9 73.3 733 72.7 72.8 72.3

Sept Oct Nov

=
ko o,
o e
W N
— N

(S RN G L BN oS IS |
PR e
NN O
- DN

NGNS S N
S e e

o WO

23.5 22.8 22.4
20.0 19.3 18.9
15595083173 = 1,188

5,421 5,403 7,073

73.:1 73.6 75.4
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MONETARY AGGREGATES 1987-88

Averaged weekly

Montkly change (£ million)
Monthly % change

12 Mcnthly % change

Monthly change (£ million)
Monthly % change
12 Monthly % change

Monthly change (£ million)
Monthly % change
12 Mor.thly % change

Monthly change (£ million)
Monthly % change
12 Monthly % change

Monthly change (£ million)
Monthlv % change
12 Monthly % change

Monthly change (£ million)
Monthly % change
12 Monthly % change

WIDER £ AGGREGATE

Monthly change (£ million)
Monthly % change
12 Monthly % change

+325
+2.2
+5.3

+3,184
+2.0
+20.4

+3,536
143
+14.5

+3,545
+1.2
+14.0

+475
+1.2
#1109

+705
+0.9
+23.2

+3,714
+2.0

+42
+0.3
+4.4

+3,246
+2.0
+18.9

+3,437
+1.3
+13.7

+4,109
+1.4
+13.4

+1,168
+2.8
+12.1

+2,967
+3.7
2307

+4,998
—206

SERET
JUNE JULY
-93 +423
—0.6 +2-8
+4.2 +5.3
+1,885 +4,297
+1.1 +2.6
+19.1 +20.9
+4,020 +5,382
+1.4 +1.9
+13.8 14.9
+4,124 +5,442
+1.4 +1.8
+13.5 +14.4
+1,471 +84
+3.4 +0.2
+13.5 +12.4
+2,102 +1,069
+2.5 +1.3
+23.8 +22.7
+510 +5,279
+0.3 +2.7

AUG

+13
+0.1
+4.5

+2,162
+1.3
+22.1

+2,621
+0.9
+15.5

+2,480
+0.8
+14.8

—002
+12.3

+1,048
+1.2
+23.7

+1,413
+0.7

+14
+0.1
+5.2

+1,646
+0.9
+19.5

+2,968
+150
+14.9

+3,063
+1.0
+14.3

+383
+0.9
+6.0

+1,584
+1.8
+20.4

+1,745
+0.9
+18.5

-32
-0.2
+5.5

+5,579
+352
+22.2

+5,254
+1.8
+1547

+5,404
+1.8
+15.2

+192
+0.4
+11.9

+2,851
+3.2
+24.7

+7,568
+3.7
+22.2

A Le  \( .

+47
+0.3
+4.9

+1,361
+0.7
+21.3

+1,680
+0.6
+15.2

+1,562
+0.5
+14.6

+533
+1.2
+10.6

+526
+0.6
+21.8

+48
+0.0
+20.3



TABLE 12

FINANCIAL YEARS (12 month % changes to calendar March)

1981=-8e
1982-83
1983-84
1984-85
1985-86
1986-87

12 MONTH

1987

% CHANGES

OCTOBER
NOVEMBER
DECEMBER
JANUARY
FEBRUARY
MARCH
APRIL
MAY

JUNE
Jielbey:
AUGUST
SEPTEMBER
OCTOBER

RPI less
Mor tgage
Element
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MO, THE WIDE MONETARY BASE

CONFIDENTTAL

TARE

Levels £ million % change % change
(changes in brackets) on previous on year earlier
Month
Calendar months Notes and coin Bankers' MO MO Notes (sa) MO Notes and Coin MO MO
(nsa) (sa) deposits  (nsa) (s.a.) and coin (sa) (nsa) (sa) (msa) (sa)
1987
June 14,946 15,075 (+91) 137 15,083 15,2112 {+24) +0.6 +0.2 +4.6 -4.6 +4.2 +4.2
July 155271 15,166 (+91) 235 15,506 15,401 (+189) +0.6 +1.2 +4.7 +4.7 +5.3 +5.4
August 15,337 155258 (+92) 182 15,519 15,240 (+39) +0.6 +0.3 +4.3 +4.6 +4.5 +4.7
September 15,349 15,375 (+118) 184 15,533 15,560 (+120) +0.8 +0.8 +5.3 +5.0 +5.2 +4.9
October 15,299 15,457 (+81) 202 15,501 15,€59 (+99) +0.5 +0.6 +5.1 +5.2 +5.5 +5.6
November 155365 15,525 (+68) 183 15,548 15,708 (+49) +0.4 +0.3 +4.8 +4.8 +4.9 +4.9
December (3 of 53) 16,146 15,564 (+39) 158 16,304 15,722 (+14) +0.3 +0.1 +2.8 +4.1 +2.2 +3.5
Latest 4 weeks? 15,974 15,562 (+51) 164 16,138 15,726 (+28) +0.3 +0.2 +4.2  +4.4 +4.2 +4.4
Weekly data Notes (sa) Bankers' MO % change
and coin deposits (sa) on previous week
MO (sa)
November
4th 15,510 (+7) 128 15,638 (-671 -0.4
11th 15,511 (+1) 225 15,736 (+98) +0.6
18th 15,522 (+11) 193 155745 (-21. -0.1
25th 15,557 (+35) 185 15,742 (+27. +0.2
December/
2nd 15,576 (+19) 199 15,775 (+33} +0.2
9th 15,596 (+20) 127 15,723 (-52) -0.3
16th 15,519 (-77; 147 15,666 (-57}) -0.4

# Most recent data include estimates only for coin and unbacked note issues. The percentage changes for December so far use as their
base the average for the full relevant month; for the latest 4 week period changes are based on the previous 4 week period and a
comparable period a year ago.

CONFIDENTIAL



TABLE 14 SECRET

Unadjusted £ million

ASSETS CIRB- 1T T 49E°S
Aoy
Total & Unsecured Liquid Fixed Retail Interest Wholesale Other

Flow Lending Assets Assets principal credited funds (eg reserves)

1985 * 1459 1193 239 ( 18.0) 27 592 495 205 167
1986 * 1623 1589 17 ( 16.4 ) 17 553 498 523 49
1985 Q3* 1666 1157 479 ( 17.0) 30 590 384 153 539
Q4 2172 1367 783 ( 18.0) 22 766 660 594 152

1986 Q1* 858 1271 -431 ( 17.5) 18 740 462 167 -511
Q2* 1591 1645 -74 ( 16.6 ) 20 478 522 321 270

Q3* 1783 1884 =112 ( 15.7 ) 11 56 402 1099 226

Q4* 2262 1556 686 ( 16.4 ) 20 938 649 403 272

1987 Q1+ 1240 1120 105 ¢ 16:1%) 15 484 594 279 -117
Q2+ 1564 1240 309 ( 16.4 ) 15 612 457 182 313

Q3* 1487 1272 200 ( 16.1) 15 410 515 364 198

Oct 2136 1388 753 ( 16.4 ) 15 814 630 326 461

Forecast

1987 Q4* 1972 1396 561 (. 16.5 ) 15 952 625 165 230
Nov+ 2100 1512 53 (16-57) 15 1050 117 -90 1023

Dec 1681 1289 377 ( 16.6 ) 15 993 1431 50 -793

1988 Jan 1350 1262 03 (165 ) 15 869 1371 100 -990
Feb 1667 1315 337 ( 16.5:) 15 669 97 300 601

* Monthly averages
+ Estimated ; part data




TABLE 15

THE COMPONENTS OF M3

SECRET

BANK DEPOSITS

NOTES AND RETAIL WHOLESALE M3
COINS
NIB IB
% CHANGES
Financial years (ua)
1984-85* e 6.5 7.7 19.1 11.5
1985-86* 3.7 4.9 16.8 26.1 16.7
1986-87* 2 16.9 17.9 £5.8 19.1
Over 12 months (ua)
NOVEMBER 4.0 13.3 1751 25.6 18.6
DECEMBER D.1 14.4 18.7 e2.2 18.0
1987 JANUARY S, 14.7 16.2 £23.0 1 AR S
FFRBRUARY 3.2 14.95 7 29.7 19.0
MARCH —2.1 16.9 17.4 25.4 19.0
APRIL (“¥=) 14.5 171 27.%9 20.4
MAY Sei7 16.4 19.0 23«1 18.9
JUNE 4.1 18.0 15.4 5.1 19.1
JULY 6.3 193 L1 32.4 20.9
AUGUST 4.2 16.4 19%1 32.8 2.l
SEPTEMBER Hal 6.1 14.2 31.9 19.5
OCTOBER 4.6 15.4 12.4 34.9 ac.
NOVEMBER 1.4 i5.1 13.0 33.3 eln3
Over & months (sa)
1987 JUNE -1.9 25.4 el 37 =0 24.0
JULY 2.0 14.4 12.3 46.9 26.4
AUGUST 3.6 13.2 14.5 41.5 29.0
SEPTEMBER S.2 16.0 2.7 32.3 21.8
OCTOBER 6.4 33.2 109257, 33.8 ke
NOVEMBER 6.6 176 1 BT g | 31.1 21.7
CHANGES £ MILLION
monthly average (sa)
1984-85* 42 56 238 683 1017
1985-842 17 2?0 161 556 1565
1986-87* 4 399 538 1255 2157
Over 1 month (sa)
1987 JUNE =35 1814 421 iy 2314
JULY 279 -178 660 2936 3697
AUGUST - 150 533 1592 2270
SEPTEMBER =17 310 434 1736 2463
OCTOBER 262 1238 170 4618 6288
NOVEMBER -60 -923 978 434 29

iMarcrh nn March



TABLE 16

THE COMPONENTS OF M4 AND M3

SECRET

BUILDING SOCIETIES

MONEY
M3 RETAIL* WHOLESALE HOLDINGS L MARKET M5
OF M3 INSTRUMENTS
% CHANGES
Financial years {ua)
1984-852 11.5 12.1 13.8 13.8
1985-86° 16.7 19:3 2.6 94 -0.1 13.5 14,5
1986-87° 19.1 10.8 1.4 50 -15.6 13.5 i2.9
Over 12 months {ua)
DECEMBER 18.0 17.0 17.9 19.2 el 14.4
1987 JANUARY 17.6 15.6 43.0 §3.9 2.4 13.2
FEBRUARY 19.0 16.1 62.8 1329 2.8 13.3
MARCH 19.0 17.2 57.6 13.9 4.3 13.4
APRIL 20.4 16.1 il 14,5 4.2 14,0
MAY 18.9 17.9 60.0 13.1 8.5 13.4
JUNE 15354 16.4 6%.0 13.8 8.3 13.5
JuLy 20.9 13.4 49.2 14.9 3.0 14.4
AUBUST 2e.1 15.58 67.6 13,9 2.8 14.8
SEPTEMBER 19.5 10.8 62.0 14.9 4.0 14.3
OCTORER 22.¢ 13:5 60.0 1927 9.2 hid
NOVEMBER 1.3 13.8 67.7 15.2 4.4 14,6
Over & months (sa)
1987 JUNE 24.0 1.1 72.8 192 8.7 14.8
JULY 26.4 11, 43.1 18.5 12.0 18.2
AUBUST 25.0 i2 48.3 8.0 5.9 17.4
SEPTEMBER 21.8 10. 23.3 16.8 g1 16.5
OCTOBER 25.2 9. 23.4 18.4 10,9 18.3
NOVEMBER 4 Iy 10.9 21.0 17.0 120 16.1
CHANGES £ MILLION
sonthly average (sa)
1984-85° 984 1034 42 -28 139 222t 2090
1985-84° 1565 1207 50 -362 -118 2480 2957
1986-87° 2157 938 17 -372 31 2791 2975
Over 1 month (sa)
1987 JUNE 2314 1269 -2 412 3993 236 4229
JULY 3697 936 268 =l 4330 -109 4221
AUBUST 2270 1363 23 i2 3668 -174 3494
SEPTEMBER 2463 223 457 207 3350 108 3458
OCTOBER 6288 658 =g -618 6326 85 b611
NOVEMBER 29 2007 =397 -79% 883 -39 B44

*Net in flow including Ters sharesand SAYE.

®Treasury bills, bank bills, LA tesporary debt, CID's and some national savings accounts.

3March on March.




SECRET
TABLE 17
RETAIL DEPOSITS
BUTI DING?* NATIONAL
BANKS SOCIETIES SAVINGS= TOTAL
% CHANGES
Financial years (ua)
1984-85= Zi= 1 15.1 11.9 1i2.0
1985-86= 11.6 15.3 T 12.9
1986-87= 172 10.8 10.8 12.7
Over 12 months (ua)
DECEMBER 17.0 11:7 8.4 13.0
1987 JANUARY 15.6 11.4 ?.1 e
FEBRUARY 16.1 11.0 10.1 12.4
MARCH 17.2 10.8 10.8 12.6
APRIL 16.1 10.6 11.0 2.1
MAY 17.9 10.5 10.8 12.6
JUNE 16.4 10.6 10.5 12.1
JULY 13.4 10.6 9. 11..0
AUGUST 15.6 10.7 97 11.9
SEPTEMBER 10.8 s 52 L 9.3 10.7
OCTOBER 13.5 10.5 8.2 10.9
NOVEMBER 13.8 11.3 7.4 11.3
Over & months (sa)
1987 JUNE 12 2 3 L | .92 Ui,
JULY 3 1155 8.6 13.6
AUGUST 13.9 1232 7.8 13
SEPTEMBER 14 10.1 6.8 11.3
OCTOBER 19.7 9.1 S 10.7
NOVEMBER 14.8 10.9 4.3 10.8
CHANGES £ MILLION
monthly average (sa)
1984-85= 42 1034 683 1799
1985-86= mists 1207 1093 29555
1986-87= 871 938 266 2075
Over 1 month (sa)
1987 JUNE 2305 1269 7] 3845
JULY 482 936 202 1620
AUGUST &83 1363 90 2136
SEPTEMBER 744 223 a3 1050
OCTOBER 1408 658 =70 1996
NOVEMBER -345 2007 63 1725
NOTES
= Total retail funds, including terms shares and SAYE.
= Total inflows.

= March on March.
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SECRET

TABLE 18
Breakdown of Bank Lending by instrument (banking months before 1986 October)

unadjusted
Advances Commercial Investmentl Other? Total Total
Bills s/a
1984-1986
% change3
1984-85 1545 2030 18.0 n/a 175 17.5
1985-86 17.9 -7.4 81.3 16.9 16.8
Mont:hllaverag_g3
1984-85 1131 186 25 91 1433 1452
1985-86 1438 56 157 11 1661 1692
Contributions to annual bank lending growth4
Monthly changes
1986 December 2700 1369 176 =272 3973 3599
1987 January 905 562 104 -136 1435 1640
February 2618 -426 69 345 2606 2705
March 4642 -2026 339 420 3375 2471
April 1726 -409 210 =398 1129 2201
May 3622 -2125 295 497 2289 2503
June 5144 751 -7 -1206 4682 3979
July 2134 1679 -60 890 4643 4530
August 2842 -1519 119 -288 1154 2653
September 5456 13 -24 66 5511 4321
October 2545 -500 155 813 3013 2972
November 2308 845 248 -66 3335 3308
I g Investment by banks in private sector
2% Market loans, shipbuilding repos, CD's and time deposits of building societies,

commercial paper, and transit items.
April on April

4. First four columns equal fifth column.




TABLE 19 SECRET

COUNTERPARTS TO BROAD MONEY

LATEST MONTH : NOVEMBER 1987

PSBR

Debt sales (-): Other Public Sector
Central Government

Public external & fc finance (-)

Over(-) /under(+)funding

£ lending to private sector
Bank/bank & b society externals (-)
Bank/bank & b society £NNDLs (-)

TOTAL

FINANCIAL YEAR 1987/88 TO DATE

PSBER

Debt sales (-): Other Public Sector
Central Government

Public external & fc finance (-)

Over (-) /under(+)funding

£ lending to private sector
Bank/bank & b society externals (-)
Bank/bank & b society £NNDLs (-)

TOTAL

FINANCIAL YEAR 1986/87

PSBR
Debt sales to private sector (-)
Public external & fc finance (-)

Over(-) /under(+)funding

£ lending to private sector
Bank/bank & b society externals (-)
Bank/bank & b society £NNDLs (-)

TOTAL

M3

-1565
344
-1426

-2585

3335
185
419

1354

£ million

M4

-1565
398
-1389
62

-2494
4539
-471

1673



Table 20:- BORROWING BY PRIVATE SECTOR EXCLUDING BUILDING SOCIETIES (£ gillion)

BANK/BUILDING SOC. STERLING BORROWING OTHER STERLING BORROWING ALL BORROWING
Sterling Euro- Foreign
Banks  Building TOTAL ! Cosmercial Equities Bonds Sterling TOTAL ! Sterling TOTAL
Societies i Paper (%) H Currency
1984 ! i
Bt 5141 3007 8148 | 163 44 25 232 | 8380 1102 9482
a2 2781 4075 6857 | 429 75 0 304 1 738t 808 8169
83 3285 4087 7372 288 59 100 447 1 7819 1047 8846
84 4535 3402 1937 | 249 73 210 338 1 B4s9 1948 10417
1985 i ;
at 7093 3189 10282 | 924 170 235 132901 11614 3285 14836
a2 4158 3748 7906 1092 327 230 1649 | 9555 1382 10937
83 4148 3560 7708 | 873 27 130 1277 1 8985 -804 8179
g4 4803 4232 9635713 s 8 200 814 | 9849 939 10788
1986 H H
a1 7431 3867 11298 | 471 209 350 1030 | 12328 2368 14690
g2 465 3083 10548 | 1369 344 325 2038 | 12586 1575 14161
83 3764 55392 11356 | 1431 290 231 1952 | 13308 3688 14998
84 10433 4667 15100 i 67 2338  -52 281 2636 1 17734 391 18325
1987 ; i
1 7074 Jibh 10538 | 368 1553 -782 1231 2370 1 12908 7358 20264
g2 8571 4240 128y | 651 2259 352 655 3917 16728 4633 21341
83 11059 3889 14948 | 284 9950 732 570 7536 22484 =1189 " 1355

Average per quarter

JANUARY 1390 1304 2694
FEBRUARY 2600 980 3580
MARCH 3084 1180 4264
APRIL 1288 1590 2878
MAY 2248 1295 3363

JUNE 5015 1355 6370
JULY 4525 1302 5827
AUGUST 1055 1269 2324
SEPTEMBER 5479 1318 6797
OCTOBER 2704 1510 4214
NOVEMBER  317¢ 1266 4442

150 300 -47 1o 693
104 870 20 A5 1309
114 183 -735 806 368
192 828 110 355 1483
17 415 184 130 920
288 1016 58 150 1512
131 1840 182 210 2363

9 2090 390 150 2639
144 2020 160 210 2534
36 1565 195 43 1841
-32 970 =55 60 1058

3387 1369 4756
4889 2402 7291
4632 3584 8216
4363 1238 3399
4483 2693 176
7882 749 8631
8190 -2214 3974
4943 1020 3983
9331 = 9330
6053 3462 9517
3500 -1602 3898

1984 3936 3643 7579 ; 0 2l 43 84 429 8007 1226 9234
1985 3051 3682 8733 ; 0 85¢ 215 199 1267 ; 10000 1185 11185
1986 7273 4802 12076 ; 16.75 1402 198 297 1914 ; 13989 2056 16043
1987 ; ;

to q3 8901 3864 12766 434 3254 101 819 4608 1 17373 3621 20994
1987 ;
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Table 21:- NET FINANCE OF U.K. INDUSTRIAL AND COMMERCIAL COMPANIES AND BUILDING SOCIETIES (£ millien)

BANK BORROWING

Sterling
ICC's  BSOC’s
1984
g1 2905 -86
gz 559 =36
KSR 533
gy 2312 408
1985
g1 3384 b
ge 747 248
83 229 161
84 874 351
1986
g1 - 3935 89
) 178
g3 1055 978
B4 4404 187
1987
gt 1083 306
g2 984 -490
g3 33%0 -188
fiverage per
quarter
1984 1749 £00
1983 1309 192
1986 2336 358
1987
to g3 1812 -124

% Bross Issues announced by U.K. ICC’s and Building Societies

Foreign
Currency
-895
-193
-74
1433
-b06
47
14469
1444
-879
-1120
-1072
=50
2085

727
-141

b8
389

-780

890

1986:-

1987:-

TOTAL

1924 |
30 8
1678 1
4153
2786
1042
1859
2669

3145
-1114
959
4741

354

iegl
3061

2uls

2089

1933

2579

AUBUST
SEPTEMBER
OCTOBER
NOVEMBER
DECEMBER

JANUARY
FEBRUARY
MARCH
APRIL
MAY

JUNE
JuLY
AUBUST
SEPTEMBER
OCTOBER
NOVEMBER

Sterling

OTHER BORROWING

Euro-Sterling{#)

Cossercial Equities Bonds

Paper

b7

368
651
284

17

434

12
k)
76
77
-86

130
104
114
192
171
288
131
9
144
3b
-32

163
429
288
249

924
1092
873
i)

471
1369
1431
2338

1553
2239
3950

282

854

1402

3254

698
385
898
835
603

500
870
183
ges
4135
1016
1840
2090
2020
1565
975

44
75
39
73

170
327
274

89

209
344
290
-32

-782
352
732

63

215

198

101

126
113
-49
=d
0

=67
20
=735
110
184
58
182
290
160
195
93

ICC’s

25

100
210

235
230
130
200

350
325
231
281

1231
635
370

B4

199

297

819

100
0
1035
0
176

110
s
804
355
150
150
210
150
210

435

60

BSOC’s

[ — A~

600
475

935

1075
1575

290
30
100

269

896

147

650
750

TOTAL

232
504
447
332

1329
1649
1877
1289

1965
3113
3527
2634

2660
3967
7636

429

1536

2809.

4754

1586
1279
1030
909
695

£93
1449

518
1485

970
1512
2353
2639
2634
1841
1058

ALL BORROWING

2156

814
2125
46835

41135
2691
3736
3938

5110
1999
4486
7375
bils

5188
10697

24435

3625

4743

7333

NOTE/ Bank borrowing figures include sonetary sector holdings of Other Borrowing” instrusents, giving rise to sose double
counting in the ’All Borrowing’ figures.



TABLE 22 SECRET

FUNDING AND MONEY MARKET ASSISTANCE - FINANCIAL YEAR 1987/88

APR-NOV

1987
CGBR 3282
Gilt sales to nbps
and overseas (inc-) -5736
Other CG debt sales to nbps
incl Treasury bills* (-) -1855
CG external and fc
finance other than BGS(-) 7552
Funding of the CGBR
Over(-) /under(+) 3243
OPS net of on lending -4391
OPS debt sales to nbps(-) 2043
OPS currency finance(-) 293
Funding of OPS -2055
Over(-)/under(+)
Funding of PSBR 1188

over(-)/under(+) = —————o

£ million u/a

Other BGS sales (-)
Other CG debt sales (=)
Notes and coins (-)
Other incl exchequer (-)
CG bank deposits (+)

Total influences*
(surplus+,shortage-)

Change in bankers
deposits (=)

Change in level
of assistance (+) #

of which

Issue Department bills
Banking Department bills
Market advances

Repos

Level of assistance
End March 1986

End March 1987

End November 1987

* Treasury bills usually included below the
line in the Money Market Assistance Table

-2670

-1893
636
-1035
-378

13317
9742
7073

# Surplus on influences leads to a fall in assistance and vice versa
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TABLE 23 SECRET

MONETARY AGGREGATES : FORECAST GROWTH RATES

percent

Not seasonally adjusted MO M3 M&

1 MONTH % CHANGE TO:

1987 SEP 0.1 (o g 150
ocT =Q,.2 I 1228
NOV O] Qfc 7 0.6
DEC ) n/a d7 L7
JAN YFORECAST n/a 1% G =0
FEB ) n/a 1.0 0.8

12 MONTH % CHANGE TO:

19874 SEE e 199 14.9
OET Seic 2ere 157
NOV 4.9 23 1552
DEC ) n/a 23.0 16.4
JAN YFORECAST n/a 22.4 16.4
FEB ) n/a alibae 6%2

Seasonally adjusted

1 MONTH % CHANGE TO:

1987 SEP 0.8 1.4 1Ge
OCT 0.6 Sl 2ne
NOV O iE] 0.0 0)7C]
DEC ) 0.8 156 15ES
JAN yFORECAST OXS 0.3 614t
FEB ) 0.4 1.0 193

12 MONTH % CHANGE TO:

1987 SEP 4.9 19.8 14.6
B (eA Sk 230 1LSE7
NOV 4.9 2ile8 1550
DEC ) 4.2 232 16.2
JAN )FORECAST 5.4 2.4 160l
FEB ) 6.6 21.0 LS55
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SECRET
TABLE 24: MO FORECAST
SEASONALLY ADJUSTED
LEVELS £ MILLION % CHANGE % CHANGE
ON PREVIOUS MONTH ON YEAR EARLIER
Notes Bankers' MO Notes MO Notes MO
and coin Deposits and coin and coin
ACTUAL
September 15,376 184 15,560 +0.8 +0.8 +5.0 +4.9
October 15,457 202 15,659 +0.5 +0.6 +5.2 +5.6
November 15,525 183 15,708 +0.4 +0.3 +4.9(4.9) +4.9(5.0)
FORECAST
December 15,640 190 15,830 +0.7 +0.8 B TEhT) - 8 2( .3
1988 January 15,720 190 15,910 +0.5 +0.5 5:2(5:3).  5.u{%5.4)
February 15,780 190 15,970 +0.4 +0.4 6.5(6.5) 6.6(6.6)
March 15,830 190 16,020 +0.3 +0.3 6.9(6.9) 6.5(6.5)
April 15,880 190 16,070 +0.3 +0.3 6.5 6.3
May 15,930 190 16,120 +0.3 +0.3 6.3 61
June 15,980 190 16,170 +0.3 +0.3 6.0 B3
July 16,030 190 16,220 +0.3 +0.3 5T 543
August 16,080 190 16,270 +0.3 +0.3 5.4 5.4
September 16,130 190 16,320 +0.3 +0.3 4.9 4.9
October 16,170 190 16,360 +0.2 +0.2 4.6 4.5
November 16,210 190 16,400 +0.2 +0.2 L.L L)L
December 16,250 190 16,440 +0.2 +0.2 3.9 3.9

¥ last month's forecast in brackets.
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TABLE 25: MONEY MARKET INFLUENCES

A. Money market influences

(1) CGBR excl bank deposits (+)
(ii) Reserves etc (+)

(iii) Notes and coin (-)

(iv) National Savings (-)

(v) CTDs (-)

(vi) Gilts (=)

(vii) Other Exchequer items etc

A. TOTAL MONEY MARKET INFLUENCES
(Market surplus + / shortage -)

B. Money market operations
(i) Commercial bills (purchase +):
Issue Department - outright
- repo terms
Banking Department
(ii) LA bills (purchase +)

Issue Department
Banking Department

(iii) Treasury bills (purchase +)
(iv) Market advances

(v) Treasury bill Repos

(vi) Export Credit/Shipbuilding Repos

(vii) Gilt Repos
B. TOTAL MONEY MARKET OPERATIONS
C. Change in bankers balances
= A + B
D. TOTAL ASSISTANCE OUTSTANDING
(excluding Treasury bills)
= previous level + B - B(iii)

of which commercial bills

£ million

Actual Forecast
1987 NOV DEC 1988 JAN FEB
-413 625 -5900 225
51 1925 100 0
334 -800 725 425
-16 -125 -225 -150
47 -25 900 0
-101 -925 -1075 -1250
319 -500 0
221 175 -5475 -750
-79
966
-39
29
-7
-1967 500 1500 0
329
471
0
0
-297 -175 5475 750
-76
7073 6400 10375 11125
5816
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TABLE 26

SECRET

TIMING OF GOVERNMENT SHARE SALES
The timetable now stands as follows:

1987

An issue of BT bonus shares is planned
in December/January based on a record date of 30 November,
250m of BT prefs are to be repaid on December 2\.

1988

BGC(III) 19 April
BAA(II) 19 May
BP(II) 5 30 August
1989

BP(III) 27 April
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PUBLICATION OF CO S AT CONFERENC

Together with Messrs Melliss and Bredenkamp I attended

conference 1last month on policy making with macro-economic models

organised by the National Institute. I attach at Annex A a summary

\\> of the papers and discussion.

s Mr Melliss and I acted as discussants of two of the papers,

I attach our comments. The conference organisers have now asked

if they can publish them, in whole or in part, in the book contain-

ing the proceedings of the conference. I would be grateful for your

approval of this.

e Most of our comments were fairly technical. However, the first

11 paragraphs of my comments summarised our broad thinking about the

role of models in policy making, and you might like to glance at

these.

Ml oA

J ODLING-SMEE



nicmem e

‘ COMMENTS AT NATIONAL INSTITUTE CONFERENCE ON POLICY-MAKING WITH
MACRO-ECONOMIC MODELS

As the Treasury is the only major modelling group not giving a
paper at the Conference, I shall make a few general observations
about the use of models in policy making. 1In particular, I shall
comment on how our thinking in the Treasury about the role of models
has evolved over the last decade or so. These comments are grouped

under two headings: modelling, and the policy context.

25 On models, we are now less confident than we were 10 or 15
years ago that models can provide the answers to all the questions
of interest to policymakers. This is mainly because the margins of
error surrounding numbers generated by models tend to be rather big,
at least in relation to the orders of magnitude of policy changes
which may be contemplated. The evidence on margins of error comes

from a variety of sources, which all point in the same direction:

- changes in model properties over time: although in the
Treasury wWe have a deliberate policy ol Lrying to avoid
sharp changes in model properties, nevertheless properties
often change significantly when we alter only one or two of

the more important equations.

- 1large differences, which have been well documented by the
Warwick Bureau, between the properties of different models.
Ten or twenty years ago we might have hoped that the data
would enable us to discriminate between rival models. While
this might eventually be possible, and it may be the case in
respect to specific equations now, in general one cannot say
that one model is clearly superior 1in terms of empirical
content and coherence to another. Choices between models
have to be based mainly on theoretical preferences and other

a priori considerations.

- changes 1in models over time and differences between models
are, of course, mainly a reflection of the parameter and

specification uncertainty which modellers are all too



conscious of. There is often little to choose in terms.f
econometric tests between two alternative equations, yet
they may have rather different implications in a whole model

context.

3. However, the increased awareness of the margins of error has
been accompanied by many improvements in the Treasury model as in
other models, and in the way we use it. 1In particular we have
filled what were gaping holes in, for example, the financial sector
and the treatment of forward-looking expectations in the foreign
exchange and gilts markets. Even so there are still many gaps. For
example, the Treasury model provides a 1less than comprehensive
explanation of supply side behaviour. Productivity growth is still
largely explained by an exogenous time trend, although there is now
an endogenous element in the form of productivity changes 1in

response to changes in factor prices.

4. Another area where we have advanced is in simulation design.
We now pay close attention to how simulations are set wup and, 1in
particular, to the assumptions about the macro-economic policy that
is being pursued and to the assumptions about what forward-looking
financial markets think is going to happen to policy in future. Our
ability to vary assumptions about expectations of future policy
changes enables us to model different degrees of credibility of
announced policy changes - credibility in the sense of expectations
about whether the policy change will be sustained or not. While I
would not vouch for the precise quantitative results of such
exercises, qualitatively they illustrate the kinds of jumps in the
exchange rate and gilts prices that feature in both the theoretical

literature and more popular discussion of market reactions.

5% Turning to the policy context, the main change here over the
last decade has been the shift towards emphasising the medium-term
effects of policy and its sustainability, and away from an emphasis
on the short-term effects. This has affected us as modellers in
that we have therefore put more effort into trying to answer

questions about the longer-term consequences of policies.



&
. 6. It is too early to say whether cointegration techniques will
improve the reliability of our estimates of long-term relationships.
It will probably still be necessary to rely to a considerable extent
on theoretical considerations and a general view of how the world

works in assessing the long-term effects of policy changes.

147 Our general view in the Treasury is that macro-economic policy
has little effect on output, employment and other real variables in
the 1long run unless there is an impact through changes in supply.
Moreover the model does not include some of the possible routes in
which supply might be affected, such as the effects of changes in
public or private investment on the capital stock and hence
productivity, or the effects of fluctuations in inflation on
efficiency, confidence and investment. Thus we would not expect
simulations of policy changes on the Treasury model to indicate
sustained changes in output. When they do, it is often a signal
that the simulation has been set up in the wrong way.
Cor M,
g5 There nioy(/ﬁf/course, short-run effects on output from policy
changes. Eﬁe“dO*nothsubscribe*to~the~new-eiassiea;—~mae;e-eeenomics
S doctrine - of policy~wineffectiveness~in—thewsheft~%efm€5}These real
effects are attributable largely to differing speeds of adjustment
in different markets and hence to changes in relative prices. When
we assume forward-looking expectations in financial markets we
effectively speed up the adjustment of some relative prices and as a
result alter the estimates of the real effects of macro-economic

policy in the short term.

9 One aspect of the greater emphasis on the medium and long term
is that we pay attention to a slightly different set of variables
when looking at simulation results than we would if the short term
were the main consideration. Whereas a decade or so ago the
emphasis might have been entirely on output and employment,
supplemented increasingly by inflation, we now 1look also at
variables which might be signalling the build up of unsustainable
disequilibria of one kind or another. Inflation is obviously of

central interest in this respect. So also are the current account



deficit with its implications for changes in net overseas asse.l
changes in financial balances of domestic sectors, and the balance

between consumption and investment.

10. The reduced emphasis on short-term effects means that we do not
search for <changes 1in the policy mix that might optimise some
welfare function over the first few years but at the expense of
difficulties later on. Examples of these would be a loosening of
fiscal policy accompanied by a tightening of monetary policy (as
pursued in the US), or a tax switch from employers' national
insurance contributions to income tax. In some cases, such as the
fiscal/monetary policy switch, we handle the long-term problems by
assuming that they are anticipated by financial markets, who
therefore assume that they will be reversed. This in turn means
that the short-term impact of these policies is less than it would

otherwise have Dbeen.

11. To sum up, it might seem at first sight that modelling has a
less important role in policy making in the Treasury than it used to
have. It 1is certainly true that we serve up fewer numbers from
policy simulations straight to Ministers. That in itself does not,
of course, mean that such work is ﬁgas influential. Economists in
the Treasury still comment on the whole range of macro-economic
policy issues, and provide quantification where necessary. The

Treasury model is vital in this process:
- it is essential when numbers are needed

- it is an invaluable aid to clear thinking, especially since
the interactions are usually too complex to work through in
one's head or in a simple analytical model. We could not
operate at all effectively in policy analysis without the

model, even if we never showed Ministers a single number.

National Institute Paper

12. The paper is essentially about the specification and estimation
of a forward-looking exchange rate equation and its effects on

overall model properties. Although a particular policy proposal is

4



simulated, the comment on the results is primarily from a modelling
point of view. My own comments are therefore mainly about

modelling.

13. I think that the model of the exchange rate in terms of the
current account and interest rate differentials, in either stock or
flow terms, 1is very interesting. Moreover, the forward-looking
nature of the specification means that in simulations the exchange
rate at the beginning depends on what the model says would happen to
the current account and interest rates over the whole period of the
simulation. This seems to be the right way of specifying the

behaviour of the exchange rate.

14. The authors conclude that they have been successful in fitting
this model of the exchange rate to the data. This may be so, but it
is difficult to judge without more information about the results
which were discarded. It would be interesting to know, for example,
the extent to which levels of the trade balance and the interest
rate differential were superior to changes in them in some

equations, and vice versa in others.

15. Where information is provided I might have interpreted it
slightly differently. For example, the non-stationary nature of the
variables in levels form suggested by the Dickey-Fuller statistics
in Table 1 might 1lead one to prefer an exchange rate equation in
stock terms (ie AE = f( Ar etc)). But that has not been taken into
account in the estimation. Secondly, 1in interpreting the
cointegration tests in Table 2, I would have been less inclined than
the authors to be encouraged by results which do not fully satisfy
cointegration criteria. Thirdly, many of the equations contain a

high weight for E which would worry me because of the implication

_1’
that they do not explain sharp movements in the rate.

16. I did not fully understand the test for the presence of bubbles
described on pages 18-19. But I have the impression that it is not
a very strong one. However to the extent that it points to evidence
of bubbles, I presume that one should interpret simulations based on

an exchange rate equation which excludes bubbles with some caution.



17. 1In discussing the export equation on page 30 the autT.s
suggest that the higher coefficient on future relative export prices
than on past relative export prices suggest that exporters tend to
discount short-run movements 1in prices. This may be the correct
concusion, but it would be helpful to see the two equations tested
against each other, using the same data set and sample period. It
might also be interesting to use relative export prices for an

average of some past quarters and some future ones.

18. Finally, although the paper 1is not really about policy
analysis, I would 1like to make an observation on the policy
simulations in Section 3. 1In the light of what I was saying earlier
about the longer-term consequences of policy changes, I think that
one should ask whether rising output, rising inflation and a large
current account deficit on this scale really are sustainable and
will Dbe perceived by financial markets to be sustainable. If the
answer is no, then it might be necessary to reconsider the design of
the simulation or perhaps it provides some evidence that the
exchange rate is not performing in the way that one thinks it
should.

J ODLING-SMEE
14 December 1987
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COMMENTS ON USING MACROECONOMETRIC MODELS TO EVALUATE POLICY
PROPOSALS

1. This paper is essential reading for anyone who engages in
policy simulations using macroeconometric models. Section 2 on
model handling gives a particularly 1lucid and comprehensive
discussion of most of the main procedures involved in model
simulations. In the past I think people have considered these
topics too mundane or boring to bother committing to paper and for
this reason alone this paper is very valuable. I want to focus my
comments on just two aspects of the paper - firstly, the issue of
exogenization and fixes and its effects on model structure, and
secondly I want to comment on the issue of the policy framework

and model simulations in relation to material in sections 3 to 5.

i To my mind there is one important point in the discussion in
Section 2 where the argumentation needs «clarification and is
perhaps in danger of being misleading. This is the issue of the
status and structure of the model when various alternative fixes
or exogenisations are made. The paper says on page 9 that
"exogenisation appears to change the structure of the model but
the underlying statistical classification of variables as
endogenous or exogenous is not altered". A similar remark is made
again on page 11. What the paper fails to emphasise sufficiently
is that any intervention by way of fixes, second residuals, etc
will change the structure and hence the model solution. We van
illustrate this by reference to the partitioned model shown as
equation 6 on page 8. Solving this for Yo with Yy fixed by type 1

and a change in the exogenous variable of é; we get

Type 1 Fix

La -1 *
Ay, = = Byy 7 [Byy ¥¥ ¢ * ngl

e czg
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and under a type 2 fix we get

- =1
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When there is no fix we get .
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There is no reason to suppose that any of these solutions will be

the same.

3. The general point is that I would argue that there are in
fact three different models being used in these three cases. With
the type 1 fix those equations in the Yy block are removed from
the model, with the type 2 fix an additional equation has been
inserted. In this context it is difficult to know quite what is
meant by the statement on pll that interest rates are not
explained by the inverted money demand equation. What are they
explained by? 1If one accepts the argument that the introduction
of a particular fix or exogenization actually provides one with a
different model then it follows that the version of the model with
the default equations on fixes has no special significance. Of
course it may provide a record of how the behavioural equations
were estimated, although even that may not necessarily be the

case.

4. Turning to the discussion of simulations, in various places
the authors demonstrate that the need to make careful assessment
of the various interventions and adjustments to the model, either
to correct for known defects in specification or to take account
of off-model knowledge about a particular policy. The first two
examples considered 1illustrate well how these defects might be
corrected. To my mind there is little to take issue with in the
presentation of these results as far as they go. However the
focus of the discussion is perhaps too narrowly drawn. Even 1in
the simplest case the accompanying assumptions about fiscal and
monetary policy need to be stated. My guess is that the housing
investment simulations were done assuming fixed nominal interest
rates, but this vital piece of supporting evidence has not been
made explicit. Non-accommodation would have 1led to a very
different profile of results.
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B In simple case such as increases in public expenditure or
reductions in income tax the necessity to define the accompanying
monetary and fiscal policy is well-known. In more complicated
cases 1t may be necessary to br<ns1:XMLFault xmlns:ns1="http://cxf.apache.org/bindings/xformat"><ns1:faultstring xmlns:ns1="http://cxf.apache.org/bindings/xformat">java.lang.OutOfMemoryError: Java heap space</ns1:faultstring></ns1:XMLFault>