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This note review )X the latest economic developments
a2s background t¢ _today's meeiing )ith the Prime MNinister.

2 Output appears to be falling rapidly and unemployment is

rising steeply but this is not markedly out of line with the
forecast published in the FSBR. In the first half of the year
total output appears to have' fallen by 1-2%; this is in line
with the forecast in the FSER. The fall in manufacturing output
has possibly been faster tﬁexpected. The forward indicators
all point %o wezk demand and output in the second half of the year.
Unemployment hmn—by 160,000 (wholly unemployed, excluding
school-leavers) in the past two months. The August figure on this
definition is 1.7 million and compares with an w for
the third gquarter of 1.62 million; the average for the first
guarte:r of this year MCast wae made was 1.38 million.
—_—
B The composition of the fall in output during this year has
been a little different to the forecast. Net exports have done
rather better than forecast while stock-building has shown a

larger decline. The balance of payments has been better than
—_—

forecast.

L. The real income of the personal sector has held up reasonably
well with earnings increases keeping ahead of the TPI. The company
sector has taken the impact of the fall in real income and is now
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digtion and estimetes of the underlying
retary growth could still change significantly. In sddition
re is wide variztion in the indicetions of alternative mezsures
of monetary growth with the 141 measure undershooting the target

.
renge. There has zlso been & very large PSER in the first half of

-?EE-Einzncial yezT.
e ————
6. Sterling hes remsined strong snd the trade-weighted exchange
rote hzs continued to drift upwards. The extent of the rise
continues to confound the expectation of most people including those
of us who pay close attentior to relative inflation and monetary
developments; but the effect on 211 measures of competitiveness
has been substantizl and unprecedented. There is a tendency for

many observers to confuse the scale of the problem by making

comparisons with the fourth guarter of 1976; but comparison with
the pre-devaluation periods of 1251_Fnd 1972 shows the difficulty
of the present position. Labour costs are not the whole story but

nevertheless this indicates very difficult circumstances for those
involved in _international trade including companies producing for
the Guuestic market.

T The slowdown in price increases has been marked in recent
months. This shows up in the behaviour of retail prices and

wholesale prices; the CBI enguiry into the -'balance' of firms

/expecting




It is also insiructive o look at the behaviour of ‘prices in the
shops'; this can be zpproximated by the implicit price index for
ret sales. In the 12 months to July thies rose by 11-12%. The
CZI have drawn attention to this in their latest Mnmituatio_n
Revort. The major pressure upon prices over the next few months
will come from Nationzlised Industry prices; these are expected
to continue to rise 2t a rate close to_25_7§_per annum over the next

six_months. Price rises are being held back to an important

extent as firme try to dispose of unwanted stocks and to boost sales.
But so far there are only few signs of wage settlements responding
though claims are now lower.

(e Thus inflation is coming down — possibly rapidly — but money
—

sapply growth is not; one interpretation of the recent figures is

that the underlying monetary growth since end 1977 may have been

around 16%. Two guestions follow:
——ay 5

() ase monetary control is not reducing inflation what is?
e S T

(1i) What does it imply for the role of monetary policy; if

inflation is being reduced does it matter that money
supply is above target?

9. Undoibtedly, the sudden appearance of spare capacity in the economy —
however achieved — is closely associated with the fall in

inflationary pressure. External factors have also had an important

/ influence
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suthorities may be borrowing more than planned.

{C. But does an overshooting of the monetary {Yargets matter if
the irnflation rate is being reduced? I would went to argue that
it does metter, particularly from a medium term point of view:
(i) The present combination of the exchange rate, monetery
policy and fiscal policy means that the effect of the
sgueeze upon the economy is Very uneven. Reel wages
have not begun to fall yet and a disproportionate

impact is felt by the internationally traded goods

sector. To some extent this is inevitzble but an
excessive imbalance is not in the longer term interests
of the economy. A lower exchange rate combined with

tighter fiscal policy and lower monetery growth might

produce the’ same overall pressure On the economy but
distribute the pressure more evenly across the economy.

(ii) The anti-inflationary policy is exposed in the face of a
sharp drop in the exchange rate. At some stage downward

pressure on the exchange rate 1s probably inevitable
and despite lower inflation some fzll in the nominal
exchange rate seems inevitable if the real exchange rate

is to return to a more nomal level. It would be

unfortunate if policy drifted towards support for the

exchan, ntain the anti-inflationary
stance.

/(iii)




inflztion has n reduced — we intend to continue
reduce monetary growth and asgents should fake note";
3 t of the mes is lost if the first part of
atement does not Nevertheless the
ticn in inflation, wi will have
implications for
so more diffict
the argument 1! is ie just like any other
deflationary policy. of the defence of the monetzry
policy has been thet the loss of output will be minimised
providing wages and prices move in line with money supply;

the exterT %o which that generalisation holds probasbly

depends in part on the extent to which the exchange rate
moves in line with relative monetary growthm
hand the limited fall in reel money supply over the past

year and the enormous CGBR in the past five months make
it equally difficilt to argue that the recession is due to

deflationary government policy.
f

(iv) The crucial period during the cycle for monetary policy
is probably when world output recovers and demand begins

to expand. Typically at this stage monetary and fiscal
policy is relaxed and expensionary forces have been
excessive. E—c:ssive monetary growth in recession
may_n_.ut damage the anti-inflationary process immediately
but it could provide the basis for an excessive growth

of demand later; this might either prevent infla®ion
being reduced as low as it otherwise might or accommodate
an upturn in inflation when demand and world prices
accelerate.




( TERRY BURNS)
3rd September, 1980.




