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NATIONAL INSTITUTE REVIEW

The November issue is to be published tomorrow. Its situation report on
the UK economy concludes, as it has before, that a re flationary fiscal stance
is now required. The claim that supply constraints now exist is examined and

“dismissed, as is the danger of a strong resurgence of wage inflation. A list of
alternative r eflationary policies costing £5 billion is offered, together with

an assessment of their cumulative effect over a five year period.

Forecasting the UK Economy

2. The period of the Institute forecast has been extended from two to five
years to add emphasis to their presentation of the case for rarm is
Clalmed that though the trough of the ré€essiem may have passed the future path
of the economy will remain flat in the absence of interventim. The GDP forecast
is markedly less optimistic in the short term tham the Treasury's, although the

employment consequences of the two forecasts are broadly the same. By the end of
1986, NIESR suggest that unemployment will have risea to 3.4 million.
——

3. The table below compares the main features of the NIESR projectiens until
1982 with the latest internal Treasury update designed for the forthcoming
Industry Act Forecast.




Treasury IAF
Latest Update

. Retail Prices:
% change year on year 11.9
1.4
GDP
% change year on year
(1975 prices)

Unemployment
kth quarter, UK wholly
unemployed, excluding school leavers

PSBR
£ billion (calendar years)

Balance of payments
(Current Account £ billion)

3. On inflatiom, the expected rate of price increase is forecast. to ;lw to

10.7% in 1982 and to 8.3% in the following year. However the downward inflexibility
of real wages which is assumed in the NIESR model suggests that no further downward
movement in inflation can be expected. The PSBR does not fall appreciably in the
Institute's review until after 1983 when the rise in oil revenues is sufficient to

offset the costs of further rises in unemploymeat. Some reductiom in interest rates
is foreseen next year.

4. The other major difference with the Treasury forecast lies in the balance

of payments. Despite a lower projectiom.of the current account surplus in 1981,
NIESR forecast substantial surpluses continuing into 1982 and 1983. This
refloct".s?mra buoyant assessment of export prospects and slower growth in import
volumes, although NIESR emphasiece the uncertainty of their projections. The

exchange rate is expected to stay roughly at curreat levels.




Policy Appraisal

5. The Institute's gloomy projections reflect their scepticisa about automatic
stahilisation processes which would bring the economy back without imtervention
towards what they would consider a full employment level within an acceptably
short period. They reject what they term the monetarist case against a policy

of active demand management on the grounds that it presupposes a stable economie
system which is close to equilibrium. By contrast, they see a situation in which
demand has for some years fallen so far shert of a high-employment level of output
that the overriding priority of public policy should be towards clesing the gap.
The Review also includes an assessment of causes of the short-fall in output
between 1979 and 1981. Drawing on papers presented by the NIESR and the London
Business School to the Bank of Emgland's Panel of Academic Consultants, the Review
points to the restrictive stance of fiscal and monetary policy and the rise in the
real exchango,rateltitself p;rtly reflecting these policies) as the main explanations
for the severity (although not the origin) of the recession.

6. The reflationary packages suggested by the Institute are not shown to be
particularly effective in bringing down the projected unemployment levels. A cut
in income tax costing £5 billion gross per year is assessed to reduce unemployment
Wy 150,000 te 200,000 after five years, with a fairly small (perhaps even a
negative) effect on the price level. Increases in government spending on goods and
services of a similar gross amount would produce an effect on unemployment of

over 300,000 although having a worse effect on inflation (raising the price level

by perhaps 7 per cent in five years). Wage subsidies or cuts in indirect taxes

produce a similar benefit in terms of unemployment to that of an income tax cut,
but with beneficial effects on the rate of inflation.
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