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TREASURY ECONCMIC FORECAST

SUMMARY

The forecast covers the period to 1991 (1991-52 for publiec
finances). Table 1.1 summarises the results.

- Activity in the world economy has remained high in 1989%; G7
GNP growth is forecast at over 3 per cent, and world trade in
manufacturas at 8% per cent. The forecast has a slowdown in
world trade growth in 1990 and 199%1. Tight monetary policy
halts the rise in G7 consumer pfiEE‘inflatinn; and leads to a
gradual fall during 1990.

Growth in UK GDP slowed at the end of 1988, though mnon-o0il
GDFP in 158901 was still 4 par cent higher than a year
earlier, only a little above the FSBR estimate. It 1i=
forecast to grow by 3 per cent in 1989 and a little less
thereafter. Total GDP growth, which is affected by North Sea
accidents, is forecast at just over 2 per cent in 1989 and
around 2% per cent in the two subsequent Years.
Inemployment changes little from the end of 139ES.

Tight monetary policy has curbed the growth of consumers'

S

expenditure, and is likely to continue to restrain it. But

investment is likely to grow more rapidly in 198% than
envisaged in the FSBR, though 1less than 1in 1988, keepling
domestic demand growth up to 3 per cent. Private sector
investment is expected to be flat in 1590, with a modest fall
thareafter. But, eaven with -Eéal iﬁféf&ﬂt rates at record
lavels, the downturn in investment is less than 1in previous
cyclas. Total domestic demand is forecast to grow by 1% to 2
per cent in 1990 and 1951, a little below growth of GDP.

Inflaticn is higher than in the F5BR throughout the forecast
period. RPI inflation is axpected to decline slowly from its
peak of just under 8% per cent in the middle of 1988 to
6% per cent in 198904 and 5% per cent in 1990Q4. Forecast
growth of money GDP overshoots the 1989 MTFS path in all
years (when adjusted for distortions caused Ey the
introduction of the community charge), mainly as a result of
higher inflation.
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The current account deficit for 1989 is forecast to be
€£16% bn.,, & little more than in 1988, and to fall gradua..'

in 1990 ana 1331.

The PSDR is forecast to be £12 bn. in 1989-90, below the FSBR
forecast mainly because of less Dbuoyant NIC receipts
following high take up of personal pensions. Thereafter the
forecast is for both public expenditure and revenues to be
higher than in the F3BR in cash terms, but lower or little
different as a share of GDP. After small assumed fiscal

adjustments in 15990 and 1991 the forecast path for the PSDR
declines at a similar rate as in the FSBR.
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TABLE 1.1 @ SUMMARY OF FORECAST

JANUARYT FSEBR
1989 [{internal) 1989

THE WORLD ECONDMY

GNP (MAJOR 7 EXCLUDING UK]
[per cent change on a year
earlier)

1388

1589

1990

1931

DOMESTIC DEMAND [(MAJOR 7
EXCLUDING UK)

(per cent change on a year
earlier)

1588

1989

1590

1531

WORLD TRADE IN MANUFACTURES
{per cent change on a year
earlier)

1988

1983

1390

1991

UE ACTIVITY AND DEMAND

GLDF VOLUIME

{per cent change on a year
earlier)

1988

1589

15580

1531

NON=-KORTH SEA GDP VOLUME
{per cent change on & year
earliar)

1988

1989

1950

1991

VOLUME OF DOMESTIC DEMAND
(per cent change on a year
earlier)

1988

1989

1350

1891

UNEMPLOYMENT (UK S.A.
EXCLUDING SCHOOL LEAVERS

million)
1 Q 2.11 .10 « 10

1985 Q4 2.00 « 92 Bl
195004 2.07 .15 .88
135104 2.27 <13 86

tThe January forecast used adjusted national and sectoral accounts.
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JANTARY
1989 (internal)

e ‘I_E:I.LTI[}H AND MONEY GDP

8. MONEY GDP [MARKET PRICES)
(per cent change on a year
garlier)

1988-89
1969-90
1980-91
1991-92

RPI (per cent change on a year
earlier)

1988 Q4

1989 Q4

1930 Q4

1991 04

« RPI excluding mortgage interest
payments (per cent change on a
vear earlier)

178804
1989Q4
199004
199104

GDP market price defl
(per cent change on a

earlier)
1 o

1989=90
1%490-91
1991-92

Ptnr
ViEar

PUBLIC FINANCES

FSBR - E bn.
1988-85
1383-50
1990-51
1992-92

PSBR - % OF GDF
1988-89
1989-90
1990=91
1991-92

. ANNUAL FISCAL ADJUSTMENT - E bn.

1985-90
1990-81
1991-82

adjusted to remove the effects of the community charge which
reduces growth by 4 per cent in 1989-90 and 2 per cent in 1930-91.
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JANUARY
1989 (internal})

E .DHETJI.B_‘E_ CORDITIONS

15. SHORT TERM INTEREST RATES
{per cent))
1988 Q4
1989 Q4
1990 Q4
1991 04

MO

(per cent change on a year
earlier)

1988-89

1389-90

1350-31

1991-92

STERLING INDEX (1975=100)
1988 Q4
Q4
1990 Q4
1991 Q4

£ /DM EXCHANGE RATE
1588 Q4
198% Q4
1990 Q4
1991 04

RELATIVE UNIT LABOUR
COSTS (19B0=100)
1988

1985

1990

1991

F TRADE AND CURRENT ACCOUNT

20. VOLUME OF NON-0OIL EXPORTS OF
GOODS AND SERVICES
[per cent change Of & Year
earlier)
1588
1989
1990
1991

VOLUME OF NON-OIL IMPORTS OF
GOODS AND SERVICES

(per cent change on a year
earlier)

1988

1989

1590

1991

. CURRENT BALAMCE
E bn.
1988
19g3
1990
1951
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(1} MAIN ISSUES

The world economy

2. The forecast is for sustained growth of G7 GNP at about the rate
of growth of potential. Inflation gradually declines as the
effects of tighter monetary policy fead through. Real commodity prices are
broadly constant over the next two and half years. Following the rise in
the dollar in the first part of this year, the US and Japanesa current

balances are expected to fall somewhat, but to widen again in 19%0 and 1991

{assuming unchanged real exchange rates).

- g Real interest rates in the G7 rise by just under 1 percentage
point compared with 19B8. If activity and inflationary pressure remain
setronger than expected, particularly in Japan and Germany, it might be
necessary for monetary policy in the affected countries to be tightenad by
more than the small further increases in short term Lnterest rates that have
been assumed. Stronger activity owver the near future would put upward
pressure on output and commodity prices, and might be followed by a period
of lower growth.

Monetary conditions

4. Tha foracast deceleration in GDP and domestic demand occurs with
vary high short term interest rates, which stay at 14 per cent until
mid-1990 and decline gradually thereafter. Real short term interest rates,
which wé;EmEH_averaEEmEIEEEE§_hiéﬂ”Ef'EEEE_Etandarda during 1987 and 1988,
are assumed to remain at even higher levels. The strong growth in the
economy in recent years, together with supply eide policies and
liberalisation that contributed to it, appear to have produced much greater
confidence among persons and companies. As a result they are saving less
and planning to spend more than might have been expected. The fE;;EEﬁE_pf-
continued buoyant expenditure contributes to further overshoots in money GDP
growth with inflatienary pressures abating slowly. If persons or companies
adjuet their spending by more than forecast, perhaps because of amerging
ftinancial constraints, there would be less need to keep interest rates high
for so long. In these circumstances, however, a pericd of very low output

growth in the short term - & hard landing - could occur, but inflation would

probably fall more rapidly.

3 The forecast assumes that high short term interest rates will ba

necessary to keep the exchange rate close to its current level (90 for the
——— e A

stetling index). There are major uncertainties about the path for the
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exchange rate with important Iimplications for, inter alia, the path of

inflation. .

The national and sectoral accounts

6. Thera are still major inconsistencies for recent guarters in the
latest national accounts (published on June 20). Sectoral balancing items
remain very large. With more time to assess these data the forecast would
have been based on adjusted national and sectoral accounts as in the January
forecast (see Annex B). The inconsistencies make it more difficult to
asgess the precise extent to which the growth of output and domestic demand
have fallen following the tightening of monetary policy. Nevertheless it is
uuluar that growth of GDP and personal sector demand have fallen from the
]high rates in the first half of 1988, There are, however, major problems in
assessing company sector spending. The poor state of the sectoral accounts
makes it difficult to construct convincing interpretations of personal and
company sector behaviour.

The personal sector

7. High short term interest rates have had a marked dampening
effect on the growth of personal sector expenditure, particularly on
housing. Navertheless consumers' expenditure, while moderating, has
continued to rise, and is likely to be 3% per cent higher in 1989 +than in
1988. But recent trends in retail sales and consumer intentions suggest
that growth in tha year to 198904 could fall to 2 per cent, compared to
5% per cent in the vyear to 1988Q4. While high short term interest rates
have depressed the price of certain assets, especially house prices, they
have not stopped persons increasing their gross borrowing more rapidly than

their income. They now face very high levels of income gearing and debt

service ratios.

8. Despite sustained high interest rates consumers' expenditure is
expected to rise at 2 to 2% per cent beyond 1989, though investment in new
houses falls sharply. The personal sector savings ratic is likely to riese
only slowly from its current low level. 1If high short term interest rates
have a more powerful effect, the personal sector may adjust more than
assumad in the forecast. 1In the forecast house prices stabilise from early
1990 and then grow very slowly: if they actually fell, there could be a
sharper rise in personal sector savings.




The company sector

9. . It i3 even more difficult to monitor recent behaviour of
industrial and commercial companies than that of the personal sector. Therse
dre few signs that the company sactor has yat been seriously affected by
high short term interest rates; indeed the indications are that little
change in spending behaviour or plans has occurred.

10. The recent and forecast strength of company sector spending is
at first sight odd. Industrial and commercial companies (ICCs) are probably
already in financial deficit on much the same scale as in 1974-7% and 1979-
B0, and their net liquidity is at a historically low level. (The balancing
item in ICCs' accounts is consistent with an even larger deficit than
recorded in recent years.) Both large deficits and falling liquidity persist
throughout the forecast period, with investment at high levels.

11. Similar financial prospects have in the past been associated
with recesselions. They have led to sharp adjustment by companies to improve
their financial position, which in turn has been a major factor behind low
(or negative) GDF growth and rising unemployment. The difference between
present conditions and earlier episodes is the very high profitability of
companies. Daspite the slowdown in the economy the return on investment
remains very high relative to the 1970s and early 1980s. With profitability
so high the financial and overseas sectors are assumed to be willing to
finance the deficits implied by ICCs' high investment plans. The key issues
are first whether the willingness to finance investment on this scale will
persist if short term interest rates stay very high, and second how money
GDP growth can be kept close to the MTFS path if companies carry on spanding
a4t a high rate.

Inflation and money GDP

12. Measures of "core” inflation - such as the RPI less MIPs or
producer output prices - have risen gradually cver théﬂpaSt tﬂE_}éara to
levals even further above the average for the G7. The forecast is that core
inflation will stabilise at its mid-1989 level and then fall as slowly as it
rogse 1in recent years. In the second half of 1989 companies® profit margins
should stop rising - they could fall a little - for the first time for
& years, though the recent fall in the exchange rate will help companies.
Pressure on margins will itself help to bring down inflation both directly
and by strengthening companies' resolve to controcl the growth of earnings.
Unless the COmMpany BeCtor iz under some financial pressure this

disinflationary process cannot operate.
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13. Some measures of inflation are likely to be higher than core
inflation. The high assumed level of base and mortgage rates will keepiap
total RPI inflation in 1989 and early 19%0. PFurther large inCcreases in !l
nationalised industries prices, together with 1large increases in local
authority rents and the forecast high initial level of the community
charge - 17 per cent higher than domestic rates per head in 1985-50 - will
also boost recorded RPI inflation until 13930.

14. Investment prices are likely to rise strongly in 1985 and 1330,
particularly as construction industry output remains close to capacity. The
|pressure on construction capacity is likely to be maintained as public
sector investment rises rapidly, 3just as the growth of private sector
investment is forecast to slacken.

15, Earnings growth has risen gradually since the beginning of 19587,
though less than might have been expected with such strong cutput growth.
The forecast is for a gradual deceleration in private sector earnings from
the end of 1989. Central government and local authority earnings are
forecaet to grow a little more than in the private sector.

16. In 1989-90 and 1990-91 the replacement of domestic rates by the
community charge will produce a major discontinuity in the published numbers
for money GDP at market prices (though not at factor cost) and the
associated GDP deflator. Domestic ratee are classified in the national
accounts as a tax on expenditure, while the community charge will not be.
For this reason the switch to the community charge reduces the growth of
money GDP at market prices and the deflator of GDF at market prices by
0.2 per cent in 1989-3%0 and by 1.9 per cent in 15330-91.

TABLE 1.2 : THE EFFECT OF THE SWITCH TO THE COMMUNITY CHARGE
ON MONEY GDP AT MAREET PRICES

Money GDP Distortion caused The deflator for
at market prices by introduction GDP at market
of the prices
community charge
Recorded Adjusted Recorded Adjusted
basis basis

1389-50 9.6 9.8 0.2 7.1 Fad
195%0-91 5.8 7.7 1.9 .3 5.2

17. Money GDP at market prices is used in the MTFS and to calculate the
ratios of general government expenditure and taxes to GDP. In the rest of

this report all these measures are adjusted to remove distortions.
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18. Adjusting for distortions, growth in the GDP deflator and monoy GDP are
a'r_m! the paths in the 198% MTFS in every year. Strong growth of investment
pricés and the price of general government consumption (mainly pay) are the
main factors behind the high growth in money GDP: forecast real growth is

only & little above the path underlying the 1383 MTFS.

Balance of payments

19.. The forecast is for & slow fall in the current account deficit from the
very high levels - over 4 per cent of GDP - at the end of 1988 and in early
1989 . Exparts are responding favourably to the combination of slowing
domestic demand, which helps to ease capacity constraints, and to strong
growth in world trade. Imports remain at high levels, although there are
signs that the growth rate of import volumes is slowing down. The visible
deficit is expected to peak in 1989 and 1990 at around £22 bn., but
thereafter to decline gradually. It would reguire much lnwer_'EEE;th of
domestic demand than forecast, or a faster increase in capacity, for the
deficit to fall more guickly. Only about half of the excess of GDPF growth
over productive potentlal in the last four years is reversed over the threae
years to 15991.

20. The oil surplus has been adversely affected by a spate of accidents in
the Morth Sea. Output was reduced by & per cent in 198B and probably will be

12 per cent below potential in 19E85.

21. The invisibles balance is unlikely to improve in 1989, but in time the

slower growth of domestic demand should reduce the demand for imports of

services, particularly travel. There may alsoc be an improvement in the
financial services balance with the spread of finanecial liberalisation in the
EC and as memories of the stock market crash begin te fada. Thera is also
likely to be an improvement in net earnings from interest, profits, and
dividends on the UK's net overseas asset holdings, due in part to the decline
in sterling. But estimates of IPD flows are subject to wide margins of error
as knowledge about the true level of net external assets is limited. The
overseas sector balancing item has amounted to £40 bn. over the last three
years, a large part of which probably reflects unidentified capital inflows.
Given errorse of this magnitude it is unwise to place much faith in precise
estimates of IPD flows and the level of the UK's net overseas acsets.

Public finances

22. The relentless improvement over the past two and a half years 1n the

prospects for public finances hay well have come to an end. The IGlecast
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PSDR for 19B9-90 is over £1% bn. less than the FSBR forecast.

23. There are a number of obvious upward pressures on public ezxpenditure
that contribute to forecast growth of general government expenditure
{excluding privatisation proceads) of 2% per cent in 1990-91 and 3 par cent
in 1991-92, following the more modest growth in recent years. Public sector
pay 1is forecast to rxise rapidly than in the private sector. Local

authorities are foracast to increase their current expenditure at a rapid
rate from 1990-91 and to set a high starting level for the community charge.

24. The prospect is for the wvolume of public sector investment to rise at a
very rapid rate by historical standards. The foracast allows for the current
level of provision for publie sector Iinvestment and for some sizeable
addition for roads, prisens, health, education, nationalised transport
industries and water (this will score as private investment after
privatisation). Apart from water, the additions are, howaver, well below
departmental aspirations and make no allowance for mega-transport projects
{most of which would not involve investment on a sizeable scale during the
forecast period). Indeed the increase in the volume of projects, many of
which will increase pressures on the construction industry, is so great that
the forecast assumeas that much of the volume growth - though not necessarily
the cash expenditure - will =glip into later years, as in previous publiec
gector investment booms.

25. Fast growth of public expenditure on pay and investment is likely to be
offset by lower than expacted growth of more demand sensitive components,
such as social security payments, which could continue to beneflt from the

high level of activity.

26. The forecast for receipte in 1989-90 has been reduced by over E2 bn.
since the FSBR. Higher than assumed take-up of personal pensions has reduced
national insurance contributions through higher rebates and incentive
payments, more than offsetting the boost to receipts from faster growth of
money GDP. In subseguent years higher money GDP produces more receipts than
in the FSBR.

27. The non-oil tax burden is forecast to fall by % to 4 percentage point
in 1989-90, compared with no change in the FSBR, because of faster forecast
growth of money GDP. Theraafter, it ig forecast to fall marginally before
fiscal adjustment, with the lagged effects of the 1988 and 1989 Budgets, and
lower growth of corporation tax, more than offsetting real fiscal drag. The
forecast assumes two small fiscal adjustments of E£EI1 bn. in 1990-91 and
1891-92, that are by convention allocated to personal income tax.
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28. Table 1.3 shows that the ex post fiscal stance in the UK is forecast to
Iem‘ tighter than the average for the G7 - as given by the general
government financial defieit, the only comparable measure for G7 eaconomies.

But the general government financial surplus in the UK falls over the
forecast pericd as public sector investment accelerates.

TABLE 1.3 § GENERAL GOVERNMENRT FISCAL DEFICITS
{per cent of GDF)

1988 1989 1990
UK * ! % _y
G7 (less UK) 1% 1%
(Japan) 1 ~1% -2

*financial years
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(2] THE WORLD ECONOMY

29. The available indicatore suggest that activity in the G7 countriea so
far .n 1589 has remained strong. In the US, Canada &and the UK, there are
significant signs that activity 1is slowing. Elsewhere there are some
indications that by the beglnning of this year growth had slowed compared
with the wvery fast rates experienced at the start of last year. But data for
industrial production and, where available, provisional first guarter
national accounts, suggest that little further deceleration has taken place:
growth in Japan and Germany seems particularly buoyant.

TABLE 2.1: G7 GROWTH AND INFLATION
1988 1989 1950

Real GHP 4.2 3.2 2.8
Domestic Demand = 2.8

4.4
Industrial Production 6.0 4.3 2.8
< P |

4.5 3.9

Consumer Pricas

3J0. The prospects for output growth, coupled with higher than expected
inflation so far this year suggest that the peak in neminal interest rates
may not yet have been reached. The forecast assumes that there will be
further rises in inteérest rates in the second half of this year in
Continental Europe and Japan, taking nominal short rates to the highest
levels since 1985. However real interest rates in the G7 peerk at a level
only a little higher than the average of 1984 to 1%88B. Once it is apparent
that inflation is no longer rising nominal interest rates outside tha US are
slowly reduced through 1990 and 1591. This easing back is similar to the

pattern already observed in the US.

Chart 2.1 G7 GNP and Conspmer Prices
Percentape changs on 4 year easler | Fu:_nrr-;:c;a;[__

G7 Conswmer prices I-’

(]
(]
i
I

§ passgai lewiyigs logonpanljppiepiliapiasidapdagapdaiibipdlidiginilogaiiailarianinlojiddiridiiels
1.7 1968 1970 1972 1974 L 1378 LGEd 1982 104 1586 1388 1930
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31. The recent streéngth of the dollar is assumed to be only partly reversed!
by the end of 1989 it is still above its end 1388 level. Thersafter c:uni.'lt
real exchange rates are assumed.

32, The forecast for G7 GNP for 1989 is of growth of 3% per cent, following
4% per cent in 1988. Growth in the US slows to about 2% per cent: but in
Japan and Germany it continues at or above 3 per cent. In 1930 and 1931, as
the effects of the assumed monetary tightening outside the US come through,
G7 GNP growth is forecast to fall below 3 per cent for the first time since
1986. G7 consumers expenditure is expected to grow steadily at about 24 per
cent with little change in the savinge ratio. Growth of business investment
slows down to about 4 per cent from the exceptionally fast rate of 1988.

33. In 19%8% the growth of world trade in manufactures continues to be guite

rapid, 8% per cent up on a year following 10% per cent in 1988. 1In 1930 and
1991 the pace slows to 6% and 5% per cent respectively. If growth is as

forecast, 1986 to 1991 would represent the strongest and most sustained
pericd of growth since the 1960=.

TABLE 2.2 : WORLD TRADE
(Per cent change on previous year)
average 1988 1989
1980-88

Total World Trade . 9.6
.8 10:5
| 10

i
World Trade in manufactures 5
G7 Imports 3
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Chart 2.2 OECD Industrial Production and World Trade in Manufactures

:I‘m.-;.-_rutug-.t chafnpe of @ year sarlier

o

Totnl World Trade m Manufacures

OECD Industria]l Production

[ | pab il ipianadligpanial inioigg pebasipiniliiapidilbidgiiliiiiagislis Liil peliiasid

Tl 196E 1879 1572 1974 1574 1718 980 1984 1524 1484 1988 190

34. Nen-o0il commodity pricese have fallen back e£lightly since the
baginning of the year, repeating less sharply the pattern of last summer.
The forecast is for real commodity prices to remain at current levels
through the forecast at a level close to the average for 1988.

5. 0il prices have remained firm, with an average world price soc far
this wyear of 5§17pb, about §2% pb below tha April peak. The forecast

asgumes somea weakening in 1989H2 and again at the beginning of 19%30.

36. Consumer price inflation in G7 countriee has risen since the

beginning of the year by more than was earlier expected. Specisal

factors - expenditufre taxes in Japan and Germany, higher oil Erices, and

the effect of the strong dollar on import prices in Japan and

Europe - have all contributed. Consumer price inflation is currently

running at about 4% per cent in G7 countries. The forecast is for this
L2
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to reach a peak of between 44 and 4% per cent in the second half of q
year with a gradual fall to about 3% per cent by the middle of 1330, and
little change thereafter. The US inflation rate, currently above the G7

average, 45 expected to fall to about the average by the end of 1331,

reflecting relatively weak growth.




(3) }HTEREET RATES, THE EXCHANGE RATE, AND COMPETITIVEKESS

37 . The forecast has the sterling index remaining at{;&) Short-term
interest rates sStay at 14 per cent until mid-15%90, then gradually fall. The
projected path for interest rates implies a sustained wvery high interest
differential against overseas short rates in comparison with the rest of the
1980s. It
could be that the perceived tightness of the monetary stance and the very
favourable yield on sterling assets results in periedic strong upward
pressure on sterling. Alternatively, the forecast of persistent large
current account deficits together with growth of money GDP and inflation

above the MTFS profiles may give rise to further sterling weakness.

—SASEE - e R T

= -— e — v N

Chart 3.1 Sterling Exchange Rate Index and UK-Waorld Interest Rate Dilferential*

Forecast
UK-World Interest Rate Dafferential {left hand scale)

Sterling ERI {righs hand scale)

P aE S PR B i Al DRI T ER R TR, (0 T I T el |

1980 1984 | 586 1968

* UK 3 month irerbenk rate less weighted average of G7 (excluding UK} & momeh interest raies

a8. The path for the exchange rate, together with forecasts of unit
labour cests at home and abroad, imply that the B per cent loss in
competitiveness between 1987 and 1988 is not regained over the forecast
pericd. Labour cost competitiveness is forecast to fall by a further G54 per
cent through 1389, but to recover slightly, so that by the end of 1990 it is
elightly above its average level of 19%88.




Table 3.1 : EXCHANGE RATES AND COMPETITIVENESS

Base Sterling Index 5/ Dm/E Labour cost

rates (1985=100) competitiven
(1985=100)

3.7B 100.0
i e 91.0
2.94 B9.4
3.13 96.6

. . .01 94.5
96 . . 3.14 97.7
- 4 F 3.16 95.8
96.7 ; .19 98.7

97 .1 . 27
90.6 . .05

893.6 .18
20.0 . .05
0.0 ' .04

.03
.02
01
.00

.99
- 98
7
.97

90.0
0.0
90.0
90.0

90.0

0.0

.5 0.0
12.5 0.0

P ekt P e b i e
o O O ER & & O
ChER LA LR e B L

UK unit labour costs relative to those of trading partners.
A fall implies an improvement in competitiveness.

: Chart 3.2 Relative Unit Labour Costs in Manufacturing

| 140

-

R W VT S| ST TR | | St P T i WL e R T A T " Py LK [
19380 198] 1952 483 1984 1985 1986 1987 19E8 1984 LSO 194

% 4 I The differential between UK short rates and eurodollar rates averaged
about 3% points from 1985 to the end of 1988, while against world rates the
15
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average differential over the same period was about 3% points.
Dif ntials are currently 4% and 5% points, respectively, which is arocund

their highest levels throughout the 1980s. They are forecast to remain
fairly clese to these levels as the gradual weasing of UE rates is
saccompanied by an easing of rates abroad. These interest differentials
ghould be sufficient to attract the inflows to finance the current account
deficits expected over the next two vyears, without regquiring a lower
exchange rate. The forecast assumes no further intervention.

40. Table 3.2 summarises the financing of the current account deficit.
The consistently large balancing item and known statistical discrepancies in
the capital account increase uncertainty, but it is clear that substantial
net capital inflows, especially into UK banks, will be reguired owver the
next two years.

TABLE 3.2 : FINANCING THE CURRENT ACCOUNT DEFICIT (£ bn.)

1988 1389 1990
Current Account =14 .9 =16.3 =13.6
Balancing Item g 35 13.0

Required Identified Capital Inflows i 2.8
of which:
Het direct investment
Net non-bank non-govt portfolio
Het Banks £
FC
Het general government®*

includes roeservas

41. The forecast envisages net outflows on direct investment, at a slightly
lower level than in 1988. Such net outflows - due in part to the retention
of earnings by UK subsidiaries abroad - have been a feature of the UK economy
for some years. Both inward and outward cross-border investment £flows are
expected to remain high in anticipation of more open EC markets in 1992, but
the UK is not expeacted to benefit sspecially in terms of nat inflows from the
gradual removal of capital restrictions across the EC.

42. Thera are also large net outflows on non-bank portfolio investment,
which in part reflects institutional requirements toc place investment funds
against the background of a contracting gilts market. Institutional
investment abroad has already begun to recover sharply following their
substantial disinvestment overseas after the stock market crash in October
1987. Overseas disposals of gilts will reduce the Iinward portfolic figure
slightly.
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(4) .TRADE: AND THE BALANCE OF PAYMENTS

Summary

e Tha foracast is for a currant account deficit of E£l16% bn in 1589,
£1% bn higher than last year's deficit and £1% bn. higher than the FSBR
forecast for this year. Given a cumulative deficit for the first four months
of the year of £6% bn., this implies an average monthly deficit for the rest

of the year of E1% bn.
TABLE 4.1: CURRENT BALANCE (£ bn)

Visibhle trade Total Invisibles
Manufactures oil Other visibles

=T .5 4.2 -6.8 =10.2
14 .4 . =B.5 -20.6

-2. ; -2.0 -4.0
_-31 _21-':} "4-5
-3. ; =2.2 =5.7
rd; B —E.E "E-3
1989 QL1 -4, . -1.9 -5.9

Forecast

1383 - =&la?
1990 : ‘ -21.8

1351 - -20.9

44, Bince reaching a peak in the fourth guarter of 198BE;, the deficit is
estimated to have fallen somewhat in the first guarter, and this trend is
expected to continue through the year. While the improvement through 1989
is not sufficient to prevent a deterioration in the current balance for the
year as a whole, a steady reduction in the deficit is forecast in subseguent

Vears.
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Chart 4.1 Current Balance
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£5. The €1% bn. deterioration in the current account forecast for 1983 is
made up of a deterioration in the visibles deficit of just over £1 bn. and a
deterioration in the invisibles surplus of slightly over £% bn. The worse
cutcome for visibles occcurs despite favourable movements in domestic demand
growth and competitiveness {although world trade growth is forecast to slow
down a little), and reflects two factors.

ja) Mainly as a result of the recent spate of accidents in the North Sea,
the oil balance is forecast to deteriorate by £% bn.

The difference between the levels of non-oil imports and exports in
1988 implies that exports would need tc grow by around 3% percentage
points faster than imports just to keep the non-oil deficit constant.
The forecast differential of only a little under 3 percentage points
in 1989 implies a deterioration of nearly £% bn. in the non-oil trade

balance.

Non-oil visible trade

4h. After failing tc keep pace with world trade in 1988, the wvolume of
exports of manufactures is forecast to regain some of the losses In 19849.
Despite a significant deterioration in competitiveness last year (whose
lagged effects on export growth this year are expected to outweigh the
effect of the more recent gains in competitiveness), the volume of exports
of manufactures is forecast to grow by 9 per cent this year. More than half
of this growth has already cccurred in the first four months of the year;
18
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over _this periocd exports of manufactures were 5% per cent higher, on
ave + than in 198H.

Table 4.2: EXPORTS OF MANUFACTURES AND MAIN DETERMINANTS
{per cent changa on previous
YEar)

World trade Relative anit Volume of exports
labour costgw of manufactures

1986 < -8.9 33
1987 -1. Wad
3

g
1988 . 8.2 4.

1989 L -0.9
1990 . =1.6
1991 ; 0.8

* fall implies improves competitiveanass
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£7. In subsegquent years, exports of manufactures are forecast to grow
hrcaw in line with world trade.

Chart 4.3 The UK's Share of World Trade in Manufaciures -
1 — —— - ,

Per cent Forecast

L - ot S e i ]

1970 1972 1974 1974 1978 14980 14852

48. The wolume of imports of manufactures is forecast to grow by Jjust
over 11 per cent in 1969, This implies that there will be little further
growth on average this year beyond that which has already taken place in the
first four months. This forecast flattening of imports of manufactures over
the rest of the year is attributable to

(i) the slowdown in the demand (which is rather more marked for the

manufacturing-intensive components of TFE than for TFE itself),

and [ii) the associated reduction in capacity utilisation whose effects
only start to feed into import volumes in the second quarter.

The pattern of deficits in 1989 will probably be affected by the threatened
dock strike. Imports and exports may have been boosted by similar
percentages in the second quarter in anticipation of a strike and may be
correspondingly reduced in the third guarter whether a strike occurs or not.
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TABLE 4.3: IMPORTS OF MANUFACTURES AND MAIN DETERMIMNANTS
(per cent change on previous year) ',

Total final Relative unit Capacity Volume of imports
expenditure labour costsw* ntilisation** of manufactures

1986 .t 5. 48 5.8
1987 ; i 54 §.7
1988 : g 68 17.1

1989 =0. 62 1
1990 i i 1. 54
1991 x . =1.3 21

* rise implies improved competitiveness
*# parcentage of firms (level) reporting operation at full capacity

lFlgures in brackets show the demand for manufactures

49. A sharp slowdown in the growth of imports of manufactures is forecast
in 1990 as the main effects of slower demand growth and lower capacity
utilisation are felt. Also, the fall in competitiveness in 1988, whose
effects on trade tend to be felt with a lag, will no longer be exerting any
significant adverse effect by 1330.

50. The effects of changes in capacity utilisation have again played an
important part in the forecast. Changes in capacity utilisation in 1983 and
1980 reduce imports of manufactures by around 2 per cent (nearly £2 bn.) in
gach yvear. A small allowance for capacity effects, worth about £% bn. in
both 1989 and 1990, is built intec the forecast for exports.

51. Some support for the link between capacity utilisation and trade
volumes is provided by commodity-level data which shows some correlaticon
between Iimproved +trade performance and the extent to which capacity
congtraints have sased.

TABLE 4.4 : CAPACITY* AND TRADE BALANCE (Ebn) BY COMMODITY GROUP

Consumer goods Capital goods Intermediate goods

Trade Capacity Trade Capacity Trade Capacity
balance balance balance

1988 Q4 -4 .3 74 =0.3 65 -2.9 ba
1989 Q1 =3.7 69 -0.4 70 -2.9 68
1989 Q2** -3.8 58 0.6 &6 -3.2 64
* CEI measures of percentage of firms operating at full capacity

=% April figure at guarterly rate

- b i The consumer goods industries have reported the mest proncunced

reduction in capacity shortages this year, and this has been accompanied by
22
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a gignificant improvement in the trade balance. But in the capital goods

industries - where capacity constraints have, if anything, worsened in
IEE.- the trade balance has deteriorated. Chart 4.4
relationship at the aggregate level.

summarises the

Chart 4.4 Capacity utilisation and non-nil visible balance
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535 The recent upward movement in the terms of trade in manufactures has
continued in the first guarter of 1989 with & 1 per cent rise on the
previocous gquarter. However +the fall in the exchange rate is expected to
halt this upward movement. MNevertheless the termgz of trade are still
forecast to be higher in 1989 than in 1988, The forecast assumes no change
in the terms of trade from the fourth guarter of 1585.

TAELE 4.5: TERMS OF TRADE IN MANUFACTURES

{per cent change on year earlier)

Price of Imports Price of Exports Tarms of trade
(AVI) {AVI)
3.4 5
=0.8 2.3
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54 . While the forecast for trade in manufactures contributes £1% bn. to
the deterioration 4in the current balance in 1989, the balance on -
manufactures is forecast to improve by El1 bn. The relatively slow grg!Eh
of imports of non-manufactures is not surprising since these goods tend to
have a lower income-elasticity than manufactured goods. But the strength
of exports of non-manufactures forecast for 1989 is rather surprising.
Around two=thirds of the forecast 12 per cent growth in 1989 has already
occurred in the first guarter and represents a combination of higher than
normal exports of grain to the USSR as a result of poor harvests last
year, and increased exports of eggs and dairy produce to the EC. With
theae factors likely te prove temporary, neon-manufactured exports are
axpected to grow substantially more slowly over the rest of the forecast.

North Sea oil

TABELE 4.6 : NORTH SEA OIL FORECAST

Avaraga North Output Estimated Growth in 0il Trade HRorth Sea
Sea price {oil+ HGLs) accidents UE demand balance Revenue

¢p.b Ep.b (m.tonnes) loss (m.t) (% p.a) (£bn) { €bn)
18.0 10.9 123.2 - -3.4 4.2
15.1 B.4 114.4 6.0 2.3

17.6 10.7 99.9
16.4 10.0 104.0
1 B i 10.4 106.0

-4 The underlying path of a gentle decline in North Sea production since
its peak in 1985 has been severely disrupted by a series of accidents. Most
of the implications of the accidents were incorporated in the FS5BR forecast,
but the subseguent Cormorant Alpha incident and revisions to expected
rastart dates in other fields have reduced the 1989 cutput forecast by a
further 4 million tonnes {mt) to 100mt. The latest estimate is that output
has been reduced by 7mt in 1988 and 13.7mt in 1389 on account of accidents -
roughly 6 per cent and 12 per cent of potential.
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56. Over the forecast production recovers as fields come back on stream,
but is lower than in the FESBR. Postponement of new field starts and
downward revisions to some existing fields are partly responsible, but the
main factor i a b5 per cent allowance for further accidents in the oclder
fields which has been incorporated in thie forecast. Set against this, the
Pipaer reservoir is now expected to produce more than it otherwise would have
done in years beyond 19%3. Annual production is still expected to fall
within the announced (Brown Book) ranges.

5T 0il prices turned out somewhat higher in Q1 than was assumed in the
FSBR and the forecast has been revised upwards in the light of market
developments. The premium which Brent o0il attracts over higher sulphur
Middle Eastern crudes has recently been as high as $£2.50 with the sghortage
of supply, but is not expected to fall back further than $2 by the end of
1989 and through 1990 because of thea shift in demand towards unleaded petrol
which is more easily manufactured from light crudes. Prices have fallen
recently following the OPEC agreement to increase supply.

58. The oil trade balance is now believed to be more adversely affected by

the accidents than was anticipated in the FSBR. The effects are still

concentrated in the first half of 1989 - net exports in 19280H1 are now

likely to be only one third of the 198BH1 value, Overall, the loss to

visible trade in 1989 due to North Sea accidents could be as much as €1 bn.

at current and forecast prices and exchange rates. The oil trade surplus is
25
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forecast to be around £1% bn. in 1989 and then to rise gradually to Just
under £2 bn. in 1991. .

59, On invisibles, however, the contribution of oil improves as North Sea
production declines, with as a result lower profits due abroad, and UK
companies invest relatively mora abroad. Net credits from oil interest
profit and dividends should reach £2 bn. in 1990, exceeding the surplus freom

olil trade.

Invisibles

TABLE 4.7 : SUMMARY OF INVISIBLES BALANCES

Services IPD Trangfers Total
Invisiblas

1987 . 5. =3.5 Tad
19848 i 2 -3.6

1983 . . -4.0 L W
19%0 . : -4.7 B.2
1981 . =4 .8 10.6

60. The invisibles balance for 198B is currently estimated at £5.6 bn., a
sharp fall over the 1987 level. Data revisions are common in this area.
Interest profit and dividends (IPD) dimproved marginally, but have
esgentially been flat for 3 years, and net outflows of tranasfers were
unaltered in 1988. Earnings from +trade in services fell back to their

lowest level for five years.

Services

51, Two principal factors 1lie behind this fall in the surplus on

services:

The deficits on travel and on ecivil aviation have increased sharply
ag UK residents have been travelling and spending more outside
Western Europe (particularly N America), reflecting favourable
movements in the exchange rate during 1988 and strong growth in
consumer demand. Foreign tourists spent 3 per cent less in the UK in
the year to 1988, whereas UK residents spent 12 per cent more abroad

over the same period.

Earnings from exports of financial services grew dramatically in the
early 19803, but have now levelled off at a surplus of around ES bn.
26
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is is mainly attributable to a turnaround in Lloyds net premiums

>flecting the decline in the dollar, @ downturn in the insurance
cycle after mid 1987, and & vcatch-up of claims with the Righer
premiumg introduced to protect against high awards in the US courts.

£2. Data on services for the first quarter of 1989 are encouraging on the
exports eide, but do not yet show a reverseal of the trend in imports. The

forecast for import wvolumes has been revised up from the FSER.
Hewvertheless import wvolume growth is forecast to fall in 1989 and 1990 as
domestic demand slackens. Travel debits in particular are expected to fall
from recent high levels in response to the tightening of monetary policy.
Export volume growth is a little higher than in the FS5BER reflecting &trong
growth in world demand. In addition export prices are expected to rise
faster than import prices in 1989, hence the services surplus ie forecast
to recover 1in 1989 and improve further in 1990 and 1%9591.

TABLE 4.8 : TRADE TN SERVICES

Volumes Values (£ bn.)
Exports Imports Exports Imports Balance
(Percentagqe change
over previous year)

-2. B.6
2.9
0.4

1.7

63. The IPD balance improved slightly in 1988, with the largest
increase coming from the o0il esector whare declining production and
accidents reduced payments abroad by North Sea companies. Portfolio
earnings declined despite a gradual recovery in the share of portfolios
allocated to overseas equities and bonds after the repatriation of
agsets following the October 1987 crash.
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TABLE 4.9 : SUMMARY OF IFD BALANCES
%

Banks' lending Direct Investment Portfolio Other Total Change
Foreign Sterling Non-o0il 0il in net
currency assets

& 0.9 ; 0.2 5.4 =11.0
£.8

0.9 -1.2 16.1

=3.2 . . 1 g R 35.3
_'119 " -1 .ﬂ " E-g 1lrﬂ
-6.0 : 4.3 : 8.5 15.8

64. The IPD surplus falls in 1989, but recovers in 1950 and 19%1. The
UE's nat identified stock of net overseas assets should rise
considerably in 1989 cn account of the strength of the dollar, but this
iz not forecast to be sufficient to offset an increase in interest
payments abroad on banks' sterling lending. This interest element of
IPD is adversely affected by higher levels of UK interest rates, because
the stocks of liabilities are so much higher than of assets in respect
of banks' sterling lending. HNet IPD credits improve beyond 1983 as the
spreads between rates of return on debits and credits narrow back to

long run levels.

E5. The invisibles surplus as & whole is expected to rise over the
forecast - net debits on transfers increase, but the surpluses on
services and IPD increase by more. The improvement in the balance after
1989 is not especially dramatic in relation to GDP - the invisibles
surplus was 1.8 per cent of money GDP in 1987, and is forecast te fall
te 1.1 per cent in 1989 and recover to 1.8 per cent by 1991.

The UK's net overseas assets

66 . The continuation of large current account deficits might initially
ba expected to result in a reduction in the net overseas asset stock.
But revaluations, caused by sterling's decline and the relatively slower
growth of UK eguity prices, raise the sterling value of the UK's net
asset position. In addition the net capital inflew required to finance
tha deficit equals the current account deficit less the balancing item.
Since large balancing items on the overseas sector are aexpacted to
continue, the identified stock of net external assets is not reduced
very much by the large deficits. The combined effect of the
revaluations and the assumpticn about the balancing items results in a

projected increase in the net identified overseas asset stock to nearly
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£180 bn. by the end of 19%1. However this overstates the true level of

thcﬁl('s net assete. Chart 4.6 shows the level of net overseas assets

various assumptions about the proportion of the balancing item

that represents unidentified capital inflows,

uei

Chart 4.6: STOCK OF NET OVERSEAS ASSETS, 1975-92
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(5) PERSONAL SECTOR

%c'ent doevelopments

67 . Consumer spending has slowed sharply since the summer of last
year. Retail sales have decelerated since July, though they have
recently been subject to erratic monthly movements (Chart 5.1).
For example there was a strong pick up in May, following a sharp
fall in April. The pick up in May was briefly foreshadowed by a
recovery in the EC/Gallup Survey of consumer confidence, which till
then had been on eteep downward trend from June of last year (Chart
5.2 The EC Consumer Confidence indicator fell back in June,
following the increase in interest rates in late May. The attitude
to major purchases from the same survey has been flat since late
1988 following a steep fall from mid-year (Chart 5.3). The CBI/FT
survey also reported a recovery in retail sales in May. Despite
the recovery in May, retail sales growth in the latest three months
{March-May) on tha same period a year earlier was 3.8 per cent, the
loweet annual growth since early 1986. John Lewis sales figures
for the first two weeks of June suggest slower growth than in May.

Chart 5.1 Retail sales
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Chari 5.2 Consumer confidence and fotal consumer spending
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Chart 5.4 New car reghstrations by persons and companies
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Chart 5.5 Personal seclor car registrations and consumers expendifure on cars
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£8. Mew car registrations continue to grow guite strongly But
most of the sharp pick-up in growth since early 1987 is accoun

for by company car registrations. The number of personal sector
new car registractions has been rising slowly (Chart 35.4).
Personal sector real spending on vehicles [(including motor cycles,
caravans etc), on the other hand, has risen at an annual rate of
10-15 per cent over the past eighteen wmonths {Chart 5.3). The
disparity between reglstrations and real expenditure is probably
explained by the inclueion of car purchases by the self-employed in
personal sector spending, while they are likely to be recorded as
company registrations in the registrations data. The disparity may
algo reflact second-hand car purchases in the consumer spending
data and, perhaps, a move to bigger or higher guality cars. But
even growth in consumer spending on cars has come down since the

middle of 1988.

69. Consumer credit growth continues significantly below the
average in the first eight months of last year. Though building
society mortgage lending and commitments picked up in April, the
levels remain lower than in the first half of 198B. In any case,
the recovery seems to be mainly accounted for by Increased market
share by building societies in the first gquarter (expected to
continue into 1989%02) at tha expense of banks, By itself,
therefore, it does not point to renewed pressure in the housing
market or to a gignificant increase in equity withdrawal to finance

consumption.

Income and expenditure: the outlook

70. The forecast projects a sharp deceleration in real perscnal
disposable income in 1989 and 1990, mainly because of much slower
growth of employment relative to 1988 (caused by the slow-down in
output growth), and increasing net interest payments. RPDI is
forecast to risa by only 2 per cent in 1989 and 1990; it rises
2% per cent in 1991. It is boosted by a small assumed tax cuts in

1990 and 1991.

T1. The slowdown in real disposable income and house price
inflation projected for 198%, along with an alresady high level of
debt servicing and recent low levels of confidence, all point to a
deceleration in consumer spending in 1988. It is likely to rise
by 2 per cent in the year to 1989Q4, after growth of 5% per cent in
the wyear to 198B04. Consumer spending is likely to rewain
sluggish, rising by 2 to 2% per cent through both 1990 and 13931.
i3
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pending on durables is expected to fall slightly during 1383. The
éving ratio is projected to fall further through 1989 and to
recover slowly in 1990 and 19891.

Table 5.1: CONSUMER SPENDING, RPOI AND THE SAVING RATIO
({percent changes on a year earlier)

Consumer spending RPDI Saving Ratio (%)
Durables Hon—durables

19E4
19839
1590
1991

198804 : B.1 , L
198904 .0 -0.6 2. -0.2
193004 . 5.7 ! 2.4

12. The forecast slow-down in consumers® expenditure relative to
income 18 similar to the last lull in personal spending between 138303
and 1984Q04. The main difference is that it endures longer. However,
it comes after the most sustained burst of strong consumer spending for
the last twenty-five years (averaging almost €& per cent a year between
1985 and 1988). Soma retrenchment may, therefore, be expected,
especially given a tightening personal sector financial position over
the forecast period.

73. Nonetheless, there is still a major uncertainty. Persons may
continue to borrow to finance rising consumption and interest payments.
Their total wealth: income ratios, while falling over the forecast
period, still remain at historically fairly high levels. B5o there may
be considerable scope for further borrowing. In that event, consumer
gpending growth may be faster than predicted in 1989 at least and
perhaps into 1990. But that would be storing up trouble for later
years, when retrenchment would have to be correspondingly more severe.

The housing market

74. The housing market has eased substantially in recent months in
regponse to high interest rates. House prices are decelerating,

mortgage activity is sluggish, and new housing starts and complations

have both fallen from their levels in early 1988. House price inflation

is expected to abate to 10 per cent by the end of 1389. House prices
34
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are forecast to be flat from 1990Q1 till the middle of 1591. A sharp
fall in houge price inflation is consistent with behaviour i the
aftermath of past housing booms (Chart 5.6). What is unusual in the
current forecast is a sustained period of stable house prices from the
beginning of 15%90. But real Iinterest rates aAre maintained at an
unpracedentedly high level for an unprecedentedly long time, at least
in post war experience. It ie possible that average UK new house
prices may actually fall for a while against such a background.

75. Total houging investment (new housing and improvements) is
expected to fall by 10 per cent in 1989 (investment in new houses
actually falls 25 per cent, while Iinvestment in Iimprovements rises
hardly at all) and to fall further in 1990. It starts to recover

thereafter (Chart 5.6).

Chart 5.6 Total dwellings investment and new house prices
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76. In thege circumstances, turnover in the housing market is
expected to decline substantially, with a fall in the annual rate of
growth of mortgage borrowing from current levels cf over 20 per cent to
around 14 per cent by end-19%0. The scope for mortgage eguity
withdrawal declines markedly. This is another factor likely to depress
consumers ' expenditure.
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TARLE 5.2: HOUSING FINANCE
(Percent changes on a year earlier unless othervise stated)
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(1) As a percent of outstanding stock of mortgage borrowing.
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Porsonal scoctor finamcial poeition

T Charts 5.7=5.11 summarize the personal s=sector's financial
position. The personal sector went into financial deficit in 1987 and
is forecast to remain in deficit over the next three years. The last
time the personal sector ran a sustained (or even & single year)
deficit was in the late 19408 and early 1950s, in the post-war
recovery. Most measures of the personal secter's wealth-income ratios
roee sgharply through the 1980a. The forecast reveals a mixed picture.

8. The slight rise in the savings ratio and the fall in dwellings
investment lead to a small reduction in the personal sector's financial
deficit during 1990 (Chart 5.7).

> Chart 5.7 Personal sector savings and fMnancial surplus/deficit
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TS, The net financial wealth: income ratio (including life ass nce
and pension funds (LAPFs)) falls steadily over the forecast periodyr but
remains historically high (Chart 5.8). Excluding LAPFs, however, the
forecast projects a continued deterioration in the net financial
wealth: income ratio to historically low levels. Arguably it is the
latter which features most prominently in individuals®' assessment of
thelr financial position. A more sanguine picture esmerges from total
wealth: income ratios which include housing wealth (Chart 5.9). on
this measure, the parsonal sector's position deteriorates over the next
two years, but remains very strong by historic standards if LAPFs are
included. Excluding LAPFs, the position is still comparatively
comfortable.

B0O. Income gearing (the ratio of gross debt interest payments to
personal income} reached record levels in 19B8 and early 1989, and is
expected to go on rising steeply (Chart 5.10). Total gross interest
paymente could account for about 13 to 15 per cent of disposable income
throughout the forecast period. Any given level of gross interest
payments now has a greater impact on net income because income tax
rates have been reduced substantially and the proportion of mortgage
payments that qualify for tax relief has bean steadily declining.

81. Finally, the UK household sector's gross debt: income ratio,

which until recently was at similar levels to other G7 countries, is
projected to rise well above average levels elsewhere - even the US

{Chart 5.11).

B2. In summary, total wealth (including housing and LAPFs)] of the
personal sector remains fairly healthy. This could be exploited to
gocure further borrowing to sustain faster spending growth than
forecast for 1989 and into 1990, though perhaps at the expense of a
sharper slow-down thereafter. Another possibility is that individuals
will maintain their consumption by running down their gross wealth
holdings. Most other financial indicaters, however, suggest that the
personal gector needs to concentrate on moderating its spending.
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Chart 5.8 Ratio of personal sector net financial wealth to income
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3 Chart 5.10 Personal Sector Income Gearing
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(6) COMPANY SECTOR

H’Eﬂt developments

4. Business investment data are in a mess, with BSO and CS0
publishing inconsistent estimates in two separate press notices in
June. The data wused in this report for 1988 and 198901 are based
mainly on C50's analysis of supply of investment qgoods, ie domestic
production plus net importe. The forecast has an ad hoe sectoral
allocation of the C80 aggregate figures. Nonetheless, there saems
little doubt that investment by the manufacturing and non-manufacturing
industries rose very strongly in 1988, perhaps by 16 and 20 per cent
respectively. This followe 6 per cent growth by manufacturing
industries in 1987, and 27 per cent by non-manufacturing.

84. Total company stockbuilding is estimated to have bean Elk
billion (at 1885 prices) in 19B804. Further stockbuilding of Ek
billion is estimated for 1989301.

B5. Non-North Sea industrial and commercial company profits (net of
8tock appreciation) rose by over 20 per cent in 19BB; after average
increases of 23 per cent in the preceding threa years, Despite the
etrength of investment last year, ICCe net real rate of return probably
rose slightly from its high 1987 level. (Chart 6.1). ICCeE went into
financial deficit in 1988 as a result of rapid investment growth and
higher stockbuilding (Chart 6.6).

H Chart 6,1 Companies® real rates of refurn

All industrial end commescial companies

,

»
Excluding Norh Sea ™.
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Company expenditure and income: the forecast .

B6. The June DTI Investment Intentions Survey publishad on 12 June
revealed a yet more buoyant outlook for 198% than the already bullish
December 1988 Survey. In fact, the raw Iintentions data suggested a
still more (even unbelievably) buoyant outlook than the final published
figures. BSO statisticians discounted the raw data on the basis of past
biasea 4in the Intentions Surveys. BS0 did not publish intentions for
1990, but further growth 1is indicated by the sorvey both for
manufacturing (9 per cent) and distribution, construction and financial
gservice industries (8 per cent). (The raw survey data indicated a
fall in both sectors in 1990. But over the recent past, the record
shows that investment intentions at this time of year have been too

passimistlc.)

BY. Responses to expected investment authorisation guestions in the
CBI Industrial Trends Survey, on the other hand, reveal some
slackening of intentions since mid-1988, though the balances are still
at historically high levels. The CBI data suggest a fairly buoyant
outlook for manufacturing investment in 1989 as a whole, but with a
neticeable slackening in the second half of 1989 and early 1930. The
CBI's own assessment of the Trends Enguiry (reported in their April
Economic Situation Report) is that manufacturing investment is likely
to grow by 8 per cent in 1389, considerably slower than the DTI
Intentions Survey.

BA. A key issue for the forecast was whether the wvery bullish DTI
survey data could be taken at face wvalue. For 1989, the forecast
projects a slow down in profits growth, a standstill in the growth of
profit margins, and a continued worsening of the financial deficit
(Chart 6.6). (The balancing item in the company sector is consistent
with an even worse financial balance in 1987 and 1988 than suggested by
income and expenditure data.) Moreover, the DTI and CBI Surveys were
both condocted before the increase in interest rates in late May.
other things being egual, these factors might point to a more sluggish

outlook than the surveys suggest.

89. On the other hand, the survey data undoubtedly indicate
something about business confidence and expectations. Industrial and
commercial companies' {ICCs) financial deficits may not be as
constraining a factor for investment as in previcus perlods. Frofits
growth (net of stock appreciation) remains strong (averaging between
10 and 15 per cent over 1989-91). And the net real rate of return,
though declining slowly after 1589, dis still high by historic
il
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aindards, agpecially relative to past cyclical slowdowns. HMoreavar,

t financial deficit of thea ICCs' sector has a counterpart in a

healthy financial surplus for the financial company sector. There

should, therefore, be plenty of scope for financing investment plans if
financial companieg believe that high rates of return will persist: it
may even be possible to cut the cost of investment by more leasing than
iz aggumed in the forecast.

90.. On balance, the outlook given by DTI Intentions for 1989 has
been shaded down slightly, giving some weight to the forecast of
activity, to company sector financial prospects, and toc the CBI survey.
Even so, manufacturing investment is forecast to rise by 124 per cent
in 1989 and non-manufacturing by 10% per cent. For 1990 and 1981,
however, the forecasts give much greater weight to the prospect of
weaker output and the sustained financial deficit. A fall is projected
in manufacturing investment through 1990 and inm 1991, consistent with
past strong cycles in investment (Chart 6.2). Non-manufacturing
investment continues to grow, but only slowly (Chart 6.3).

TABLE 6.1: GROSS DOMESTIC FIXED CAPITAL FORMATION
(percentage changes on previous year)

1987 1988 1989 1990 1951
Business* 104 15% 11 4% -1
of which:
Horth Sea =225 -3 A9 24 =-1%
Manufacturing ok 16 2 -B
Hon-manufacturing 22 20 6y 5
Private dwellings B 10 -10 -3 B
General government -k 1 19 3% 1%
Total Investment B 123 6% 3 1
* Includes public corporations




Chari 6.2 Manufacturing Investment
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91, The increased stockbuilding in late 1988 and early 1989 is likely to
havee been largely involuntary. The April CBI Economic Situation report
mad hat point explicitly, and pointed to destocking in the immediate
period ahaad. With weaker financial prospects and the rising cost of

holding stocks (associated with high interest rates) the forecast is for
some destocking through 1989%9H2 and 1990. The total stock: GDP ratio

continues its long run downward trend throughout the forecast period,
(Chart 6.4).

Chart #.4 Total stock-GDP ratio and the cost of stockhol ding
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Company sector financial position

92. MNon-North Sea ICCs profits (net of stock appreciation) are expected
to rise by 15 per cent in 1989 and by 11 per cent in 13990. This is slower
than the average 23 per cent growth over 1985-88 and reflects the
deceleration in domestic demand and an associated gradual halt in margins
growth. Het real rates of return are projected to decline in 1990 and
bayond from the high levels of 1988 and 1983, but will still be high by
the standards of the 1970s and early 19B0s. Nonetheless, non-North 5ea
ICCs saving falls in real terms in 1989 (Chart 6.5). Along with the
gtrong projected growth in investment this implies a further financial
deficit in this year (Chart 6.6). Despite much slower investment growth
in 1990 and some destocking, the deficit stays much about the same next
year. The high level of borrowing associated with company spending
reduces net liquidity to historically low lavels (Chart 6.7).

Table 6.2: COMPANIES' INCOME AND RATES OF RETURN
{a) Profit shares and rates of return

Hon-oil Rate of return
(excl-privatised) on assets, non-
(per cent) Total Non-oil companies olil ICCg**+

1986 14.5 12.3 . B.9
1987 16.3 14.0 A 18,
1588 16.8 15.3 10.
19B9 17.4 16.0 - 11.
1930 17.9 16.6 . i+
1991 168.4 17.1 . 10.2

(by Growth of profits and net income
(percent changes on a year earlier)

NHon-North Sea Industrial and Commercial Financial
Companies® _ = Companies
Gross Trading Profits++ Net Income Net Income

15.2 {15:3) 18.1 28.0
18.8 (14.5) 29.7 12.5
20.6 (20.5) 18.2 33.1
14.19 (13.8) 0.2 42.0
11.5 (6.2} 5.9 19.6
10.5 (652 9.7 16.5

Figqures in brackets show growth of profits adjusted to exclude the
effect of newly privatised companies being included in the sector.

*+ Net of stock appreciation.

t++ gxcluding companies to be privatised and British Steel.
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Chart 6.7 1CCs" liquidity ratios
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93 This outlook raises: the guestion; rehearsed in the winter
forecast report, of whether companies will adjust more strenucusly to
this financial prospect than has been allowed for in the forecast. It
would certainly be unusval for the company sector to run deficits over
a run of years. In periods of more extreme recession than are forecast
here, companies have always responded wvery quickly to avoid larger or
persistent deficits. On the other hand business confidence and
expaectations may now be much more robust following the strong
performance of the economy over the last seven years and supply side
improvements. With continued high real rates of return in prospect,
they may be more willing to run deficits te finance continued real
spanding growth than in earlier periods. But it is inevitably a risk
on the threshold of a turning point in the economy that the company
sector may react more than projected here.
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' {7) DOMESTIC DEMAND AND ACTIVITY
04. Domestic demand is expected to grow by 31 per cent between 1988 and
1989. It slows very sharply through the year; between 198804 and 158904
it grows by only X per cent. Slov growth of persconal consumption and
investment, but especially destocking by companies, account for this
sluggish prospect. Domestic demand growth picks up through 1990, though
only to about 2 per cent, well below estimated productive potential. GODF
is expected to rise 2% per cent in 1989 and 2% per cent in 1990.

Table 7.1 DOMESTIC DEMAND FORECAST: SUMMARY

1988 1989 1990 1991 |19B804 198904195004199004

Consumers® expenditure 6.4 3.5 : ' 3.6

Public authorities
consumption g.5 Oel B 5 0:1

Fixed investment 1.2 b5 3.
Stockbuilding®* 0.3 =0:5 =0 . :
Total domestic demand 6.5 3.0 8 B
Exports of goods and

services =1.
Imports of goods and

gervices
GDPF compromiSe measuro
Hon-oil GDP
Manufacturing output

* Change in stockbuilding as a percentage of GDF in the previous year.
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PRICES AND EARNINGS

(8)
L

Raecaent inflation trends

95. Inflation indicators have picked up sharply over the past year. The
all items RPI inflation rate has risen from 4% per cent in mid-1988 to
just over B% per cent by May 1989. Most of this rise is accounted for by
increased mortgage interest rates since last summer. But underlying RPI
inflation (excluding MIPs) alsc picked up over the same period, from
around 5 par cent to 6 per cent. Increases since March have been
exacerbated by rises in petrol prices, the result of an increase in world
oil prices and attempts by major UK producers' to rebuild profit margins.

96. Producer output price inflation (excluding food, drink and tobacco)
rose slowly through 1988 ending up at 5 per cent in the year to the fourth
guarter. It rose to 5.4 per cent by the end of the first quarter of 1985,
but fell back wery slightly to 5.2 per cent in May. Continued strong
growth of profit margins associated with buoyant domestic demand has
largely accounted for the rise over the past year.

TABLE 8.1: INFLATION INDICATORS
{(per cent change on year earlier)

Manufacturers|
cutput prices* All items Leoss MIPS

RPI

1987 Q3
04

1988 Jan
Feb
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April
May
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Sapt
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Producer Prices

7. Producer price inflation is expected to moderate slowly to 5 per cent
by the end of 198%. This is despite the fact that firms will be facing
increased cost pressure. BSustained growth in pay together with some fall
off in producrtivity growth will result in faster rising unit labour coSLS,
and import costs will rise given the recent depreciation of sterling,
which is assumed to be sustained over the next three years. But profit
margins fall from recent very high levels and this keeps price inflation
stable over 1989 despite cost pressures. Cost inflation abates thereafter
and, with profit margins staying broadly flat, producer price inflation
falls through 1590 and 1931.

TABLE 8.2 : COSTS AND PRICES IN MANUFACTURING
{ percentage changes on previous year)
OUnit Costs of Estimated Domestic
labour materials total producer
costs and fuels costs output prices®

L —

1987 04
1998 Q4
19893 Q4
1990 Q4
1991 Q4

* Excluding food, drink and tobacco.

Retall prices

98. Retalil price inflation, boosted by a succession of mortgage Iinterest
rate increases in the second half of last year, is likely to peak below
B% per cent in the next couple of months. But the underlying rate
{ie excluding MIPs) 1is still high at around B¢ per cent. This partly
reflects large nationalised industries' price increases in 1989%-30, and a
significant 4increase in local authority domestic rates (and the community
charge in Scotland) of 10 per cent. Over the forecast period RPI
inflation moderates from July as recent petrol price cuts take effect, and
more significantly from August as last year's mortgage interest rate
increases begin to drop out of the inflation rate calculation. The
forecast is for some sgueeze on retailers margins in the face of sluggish
consumor spending.

99. Retail price inflation should fall to under 7 per cent by end-1989 and
to a little under & per cent by end-19%30. Underlying retail price
inflation (excluding MIPs) should moderate to S5k per cent by end-1989 and
§ par cent by end-199%0 (Table 8.3).
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TABLE 8.3: COMPONENTS OF THE RETAIL FRICE INDEX
. 198604 198704 1988Q4 198904 159004 153104

Mainly retailed items
Food prices

NI prices

Housing costs

Petrol

Total RPI

RPI excluding
Mortgage
Interest payments

100, Table 8.4 sets out monthly RPI inflation until mid-19%90, together
with the path consistent with the FSBR forecast. Annex A has further
details on the forecast for RPI inflation. The s8light pick up in
inflation from April 1990 reflects the conventional assumpbtion on
indexation of excise duties.

TABLE B.4: MONTHLY PATH OF RPI INFLATION
(percent changes on a4 yvear earlier)

RPI excluding mortgage

All items RPL interest payments
FSER Summer FSER Summer

1989 Jan
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Mar
April
May
June
July
August
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Tha GDP deflator .

101. The market price GDP deflator rose 7.3 per cent in 1988-83,
compared with 3.2 per cent in 1986-87 and 5.2 per cent in 1587-88. (The
low figure for 19B6-87 was mainly accounted for by the collapsa in oil
prices during 1986.) Although dinflation in many of the individual
component deflators increases from 1988-89 to 1985-90 (for example the
consumere’' oxpenditure deflator rises from 5.4 toc 6.1 per cent, and the
investment deflator rises from 4.6 to 7.7 per cent), the overall GDP
deflator falls slightly to 7.1 per cent. This reflects the effect of the
changing composition of expenditure within GDP (particularly the
de-stocking which occurs +through the year). A fixed weighted GDP
daflator, on the other hand, would show a figure of 7 per cent in 1383-30
compared to &% in 1988-83.

102. The sharp fall in GDP deflator inflation in 1990-91 is largely a
statistical illusion. It reflects the natlonal accounts treatment of the
abolition of domestic rates and the introduction of the community charge.
The effect of this change is to take about 2 per cent of the growth of the
GDP deflator (and money GDP) at market prices in 1990-351. Table 8.5 shows
the figqures on a standard basis, and adjusted for the community charge

affact.

TAERLE B8.5: GDP DEFLATOR AT MAREKET PRICES
[percentage change on previcus year)
1987-88  1988-89 1989-90 1990-91 1991-92

FSEBR
Total : o . ; 1.9

non-oil
June foracast

Total F; 7:3 T.l{?.E}l 3.3{5.2) 4.6
non=-o0il : : 6.7(6.8) 3.4(5.3) 4.6

lfigures in brackets are adjusted to remove the 'Community Charge
effect’

103. Table 8.6 sete out the separate components of the GDF deflator and
their contribution to overall movements. The investment deflator rises
particularly eharply in 1989-90 both because construction prices continue
to rise faster than other prices in the face of sustained high demand and
because of the extension of VAT to new construction.
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TABLE 8.6: COMPONENTS OF GDP DEFLATOR

(a) Component deflators [Fercentage increases on pravious year)

Central
government
current
expandi ture
Consumers ' Investment on goods &
expenditure & Stocks services Export Imports Total

1387-88 - : B

1988-89 ; 7.4 : A "
1989-90 6.1t 8.8 . a7 .3)
1990-91 (5.3) : 7.4 : . .3(5.2)
1991-92 : : 6.8

lflgurEE in brackets are adjusted to remove the 'Community Charge effect’

{b) Contribution of components to total percentage increase in
deflator

1587-88
1%988-89
1989-30
1990-591
1531-92

Settlements and Earnings

104. Private gector settlements have picked up noticeably since
August 1988, though they are still less than might be expected given the
buoyant labour market and high company profits. They averaged 7% per cent
in May, about a point and a half higher than a year ago. The average
settlament fiqure for the period August 1988 to May 1989 is 7% per cent.
According to the CBI data bank the main factor underlying growth in
manufacturing settlements is the cost of living. For the service sector
it is both the cost of living and the need to recruit and retaimn labour.
Compared to the 1987-88 pay round it ie generally true that downward
pressures on settlements have weakened, though inability to Increase
prices is emerging as a possible constraint. But, against the background
of continued high company profits, this is unlikely to inhibit settlements
over the rest of this round.

105. Private sector underlying earnings growth has alsoc picked up

significantly in recent months. 1In April it stood at 9% per cent for the

private sector and 9 per cent for manufacturing. However, drift in both
53
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the manufacturing and private sector as a whola seems to have %ked
around mid-1988 and has since been trending downwards.

106. Given labour market pressures and likely RPI inflation over the
next few months, private sector settlements over the rest of the current
pay round are expected to average closer to 8 per cent. This implies
about 7% per cent for the round as a whole. The 8 per cent rate at the
celogse of the current round will probably set the tone for the opening
months of the next pay round. But with the economy slowing down over the
year; a likely squeeze on margins; moderation of inflation and an end to
falling unemployment downward pressures in settlements can be expected to

increase.

107. For the 1989-90 round as & whole settlements may average Tk per
cant again. With overtime alsc falling, earnings drift is likely to
continue edging down and private sector underlying earnings growth is

likely to moderate to 9 per cent.

TABLE B.7: PRIVATE SECTOR SETTLEMENTS AND EARNINGS
(Contributions to changes on a year earlier)

198703 1988Q3 198903 199003 199103

Settlements 5% & bk
Drift 2% 2% 1k
Increase in average earnings B8 8% Tk

108. With growing pressures for higher pay in both central and local
government the forecast 1s for earnings in these sectors to grow by
one per cent more than the private sector average in the next two pay
rounds . This produces only a modest rise in the ratioc of general
government to private sector earnings from the current very low level.
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.L'hklrt 8.1 Ratio of general government (o private sector earnings
J -
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18387-88 7.8 it B.2
1588-89 1.1
1989-90 B.7
1990-91 g.8
1591-92 B.7

Labour costs

109. Manufacturing unit labour cost growth picked up to over 2 per cent in
1968. With continued pressure on earnings and an expectation that the
slow-down in cutput growth will reduce productivity gains, unit labour
costs are forecast to rise faster in 1989%. A similar pattern occurs in
the economy as a whole, where labour costs are increasing at a higher rate
because of lower measured productivity improvements.

&5
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TABLE B.9: LABOUR COSTS
(Percentage increases on previous year)

Manufacturing
3.9
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(9) LABOUR MAREET

lld‘.%he large upward revisions to employment statistics published just

before the Budget lowered estimates of productivity growth in the year to
March 1388, by about 2 per cent and 1.5 per cent in the manufacturing and
non-manufacturing sector respectively. MNonethelese, recent productivity
growth in the non-oil economy has remained strong, particularly in the
manufacturing sector. Productivity growth is likely to slow down sharply
in 1989 &as output growth itself moderates. However, emplocyers are
axpected to maintain pressure for better productivity performance. Thay
are assumed to shed labour in manufacturing and curtail recruitment in
the non-manufacturing sectors more quickly, relative to output, than in
previcus slowdownz in the 1960= and 1970s.

111. Againet this background and with output growth moderating, total
employment is expected to rise at & much slower rate from now on than
aver the past two years, The outlook for employees in employment is
weaker, but is partly offset by continued growth in self-employment.
Manufacturing amployment is projected to decline over the next
three years, after rising since 198702. Unemployment continues to fall
(but at a much slower rate than recently) till end 1989, but starts
rising slowly thereafter. The rise would have been faster but for
expected slow labour supply growth, reflecting demographic effects, in
1988-1992.

Chart 9.1 Labour Productivity

Percentage change om a year earlier Forecas:

Mamufactunng

%ﬁ
% MNon-manufactanng
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. {10) FINARCIAL CONDITIONS

¥Yield curve and funding

112. Over the past year short term interest rates have nearly doubled,
yet long rates have hardly changed. The currant, strongly inverted,
¥Yield curve is expected to remain a feature of the whole forecast period.
The relatively high levels of inflation and money GDP growth during the
forecast period reguire short term interest rates to be malntained well
above the inflation rate. Over the pericd 198901-199101 real short
rates as defined in Table 10.1 are projected to be around 7% per cent on
average. The only previcus period of comparable high real short rates
was from 198501 to 198701 when they averaged 6% per cent. On the other
hand, real shart rates were high - averaging just over &% per
cent - during the period of very strong growth and rising iInflation in
1987 and 1988.

TABLE 10.1 : UE SHORT AND LONG INTEREST RATES
{per cent)

3 month Yield Real short
interbank gap
(1) (2)-(1)

1586 1.0 z =1.1
1987 9.7 " -0.2
1988 1.3 2 =0.9

1589 13.7 : <#,
{June 21) (14.0) : (-4.1)
1990 13.8 3 23
1991 12.8 : =3,

* 3 month interbank rate deflated RPI inflation excluding
mortgage interest payments.
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Chart 10,1 Real & Nominal Short Term Interesi Rales
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113, The large reverse yleld gap partly reflects the shortage of long
gilts, which is forecast to become more pronounced over the next two
years. This follows from the current funding rule combined with large
predicted PSDRs. The private sector is to a large extent filling this
gap left by gilts. Total net issues of fixed rate sterling debt by
ICCs and OFIs together amounted to over €7 bn. in 1988, with almost a
further £5 bn. in 1989 so far. Both figures exceed the walue of
equities issued by ICCs over the same period. Other financial
institutions (OFIa) are forecast to continua filling the gap in their
portfolios resulting from the declining stock of gilts by increasing
their holdings of ICCs' debt and overseas assets.

114. A new feature of this forecast is the growth in personal
pensions. This will result in increased inflows to LAPFs and, in
theory, should marginally raise eguity prices as a result of the
transfer from unfunded to funded pension schemes.

PSBR and funding

115. Table 10.2 shows the financing of the PSBR. National Savings
are expected to make a negative contribution of E% bn. per year to
funding as sales fall short of redemptions.
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10.2 : PSBR AND FUNDING
(€ bn)

1988-89 1989-90 1980-91 1991-92

PSER =14.4 =12.1
Change in Reserves 1.6 -1.2
Redemptions(a) 8. o8
Total to be
financed ~4.
(= columns 1+2+3)
National savings
Other debt sales
to nbnbsps(b)
Other external
Overfunding
Debt salea to
bBba{c)
10.Buying in of gilts
(= columns 4-5-6-T+8+93)
1]1.Reduction in outstanding
stock of gilts
(= columns 3+10) ils3

(a) redemptions of market-held gilts;
(k) non-bank non-building society private sector
(c) banks and building societies

116. The £2.Z bn. forecast underfund in 1989%9-90 is required to ocifset
the £2.5 bn. overfund in 1988-89; and the cumulated underfund oif
£0.3 bn. in the period up to the end of 1387-HE. Another large PSDR
in 1989-90 suggests that the stock of outstanding gilte may fall by
around £17 bn., compared to £12 bn. in 1988-89. This increase partly
reflects changes in the assumed level of intervention, which has added
over £l bn. to the required level of buying in so far this year,

having reduced buying in by about £1% bn. last year. It is assumed

that neat intervention will be zern from now on.
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117. The outstanding stock of money market assistance had fallen to
£3 bn. by the end of May and it Is forecast to continue shrinking over
the rest of this year, partly reflecting rising levels of bank
deposits by local authorities and public corporations and further
cales of gilts by the banks and building societies. These factors are
expected to increase banks' liquidity in 1989-30 by around £1 bn. and
E1% bn. respectively. Banks' ligquidity also rises as local
authorities are expected to repay market debt to the banks, financed
by about €3 bn. extra borrowing from the PWLB this financial year.
Overall money market influences are forecast to add to banks’
ligquidity by around £8 bn. this year. One way of maintaining control
over short-term interest rates in these circumstances is to expand the
issue of Treasury bills. It 4is assumed that this policy will be
followed and hence the outstanding stock of Treasury bills is forecast
to rise by about £5% bn. during 1989-90 and by a further £3% bn. next
year, Tha stock of assistance is assumed to be run down to a little
under £2 bn. at the end of this financial year.
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Monetary aggregatos and credit

10

118. MO growth has slowed rapidly since tha end of 1988 and is
forecast teo return within its target range before the end of this
year, and to remain at around 3% per cent over the rest of 1989. The
erratically low figure for MO in the first quarter of 1989 may result
in MO growth rising temporarily to around 4 per cent at the end of the
financial year, but it is then expected to fall immediately to well
under the upper band of the 1990-91 target, currently set at 4 per
cent. For the current financial year as a whole, MO growth is forecast
to be arcund 4% per cent, compared to 7 per cent last year. The
slowdown to date seems to have reflected mostly the lower growth of
consumers " expenditure, but the hike iIin interest ratee since last
summar has increased the opportunity cost of holding cash, and this
should further slow MO growth +through the current financial year.
Next year, MO growth is forecast to fall further, to arcund 3 per
cent, as growth of consumers®' expenditure continues to be weak. The
lower target band next year of 0-4 per cent means that MO growth is
still expected to be in the top half of its range.

Chart 11.2 : Ml Growth
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119. The growth of liquidity and credit is likewise expected to fall

back over the forecast peried. The former largely reflects a growing

squeeze on the financial position of the personal sector, while the
61
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slower growth of cradit is the result of the high level of real
lending rates to persons and ICCs and the much slower turnover i he
housing market. M4 growth is forecast to fall from 18 per cent at the
end of 1988-83 to 15 per cent at the end of this financial year while
the growth of bank and building society lending to the private sector
falls from 24 per cent to 18% per cent over the same period.

Sectoral balances

120. The stagnation of the housing market, together with high real
rates of interest on borrowed funds; results in sleower growth of
personal sector borrowing and lower levels of mortgage equity
withdrawal. But the personal sector gross debt-income ratio continues
to rise strongly as individuals run down their net financial wealth to

maintain desired consumption levels. While the level of real short
rates encourages a switch into liquid assets by net savers, the net
debtors within the personal sector may resort to running down Lhelr
holdings of liguidity to finance consumption, so that overall the
personal sector's net liquidity ratic continues to decline over the

forecast period.

121. ICCe are forecast to move further into financial deficit in
1989, as investment is expected to remain strong, which gives rise to
another large net borrowing requirement this year. Despite their
financial deficit, companies are expected to continue building up
their gross liguidity. This combination of increased holdings of
asgets and liabilities in part reflects the observed narrowing of
spreads between borrowing and deposit rates during the 1980s.
However, companies' net liquidity is forecast to decline with their
persistent financial deficits. The reverse yield gap makes debt
finance relatively attractive to companies compared to bank borrowing,
and the growth of bank lending to ICCs is forecast te slow down
sharply compared to the very high levels of 198B. Eguity issues are
expected to recover compared to last year, but not to reach pre-crash

levels.
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122, The outturn for 1988-89 was a PSDR of £14.4 bn., 3 per cent of GDP.
The forecast is for a PSDR of E12 bn. in 1989-90 over £l% bn. below the
FSBR forecast.

TABLE 11.1 : THE PSDR
{ €bn)

1388-89 13835-90 1390-91 15991-32
PSCR 14% 12 94 6

Privatisation proceads 5
Other asset sales B &

PSDR less all
asset sales

(b} Components of the PSDR

CGDR(O)* 9(10) L IWE S 5k
LADR* 1{0) Big(1lk) 1
PCDR 2K X =k

Figures in brackets exclude the effect of grants to local aunthorities

for the capitalisation of housing loans.

Chart 11.1 Public sector borrowing requirement
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123. The s8tock of net public sector debt has fallen from 50 per cent of
money GDP at the end of 1978-79% to an estimated 31 per cent of money G at
end 1988-B9. It is forecast to fall further over the forecast period.

Chart 11.2: MNet Puhlic Sector debt

per=cend of GOP
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124. Tabla 11.2 summarises the forecast for receipts, expenditure, and the
fiscal adjustment. General Government expenditure in 13989-90 is similar to
the FSBR, The planning total is £1 bn. lower due to higher privatisation
proceeds, lower social security expenditure and an assumption that the
Electricity Council will not pay tax in 1985-890 (there is an offsetting
reduction in receipts), but debt interest and other adjustments are higher.
Receipts are alse down, despite faster growth of money GDP, because the
take-up of personal pensicons has been larger than expected, increasing the
lavel of national insurance rebates and incentive payments. Net national
insurance contributions are forecast in 1989-90 teo be El% bn. lower in cash

terms than in the Budget forecast.




SECRET

TABLE 11.2: PUBLIC SECTOR EXPENDITURE, REVENUE, AND BORROWING
& (£ bn)

1989=90 i 1990=-91 __1991-92
June June June
FSBR Fore- F5BER Fore-= FSBER Fore-
cast cast cast

Ganaral
Government
Expenditure 216 226k

General
Government
receipts 224k 235

Assumed cuts
in taxzes
[cumulative)

GGDR

PCs" ovarseas
and market debt
repayment

PSDR

(per cent of
GDP)

PSDR excluding
priv. proceads
({per cent)

125. Table 11.3 summarises the main changes since the FSBR to the forecast
for 1585-90.
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TABLE 11.3: MAIN CHANGES TO THE PSDR FORECAST FOR 1989-90 STNCE THE FSER

E bn

Lower General Government Receipts

higher income tax from higher wages and salaries;

lowar NICs from hi%har incentive payments and rebates;
partly offset by effect of higher wages and salaries

higher ACT from faster dividend growth

lowar mainstream corporation tax from revised view
of electricity industry's tax liability

lower road fuel duty reflecting a higher share of
unleaded petrol

lower stamp duty from more depressed housing and
equity markets

lowar other receipts, including removal of presentational
adjustments

TOTAL RECEIPTS

Little change in General CGovernment Expenditure overall

- lower programme spending, from lower soclal security and
lower electricity EFR, partly offset by higher local
authority expenditure;

higher privatisation proceeds
higher interest payments largely from removal of FSER
presentational adjustments

changes to other adjustments, mainly because a lowsr EFR
increases PCs' debt repayment to market

TOTAL GGE

Higher public corporations’' market debt repayment largely
from non-payment of tax by electricity

TOTAL CHANGE IN PSDR FORECAST

Public Expenditure

126. The forecast for GGE in 198%-90 is the same as the FSBR. But the
forecasts for 1990-91 and 1991-92 are well above PEWF/FSBR levels. This
partly reflects higher inflation and partly the pressure for some catch up
in real spending. In real terms however the forecast level for GGE is
scmewhat lower than earlier internal forecasts.
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TABLE 11.4: PAST AND CURRENT FORECASTS OF GGE
EXCLUDING PRIVATISATION PROCEEDS (E bn.)

Forecast

FEWFE
Jung
FPEWP
June
FPEWP
Jan

FSER
Juns
Oct

Jan

FEWE
June

1988-89

1986
1986
1987
1987
1388
1%88
1988
1988
1988
1989
1989
1989

179
186
185
190
188
188
188
187
187
186
187
187

Current BHeal

Prices Terms®

174
177
178
181
180
180
180
177
175
174
176
172

____1989-30 == 1900
Current Real Current Real
Tarms=*

181
183
183
182
182
179
176
175
178
172

1990-91

Prices

207
210
211
211
210
215

1991-92

Termsw

184
182
178
178
182
176

Current HReal
Prices Termsaw

221
232

* 1987-88 prices, adjusted to remove the effect on the measured GDP

deflator of the intreduction of the community charge ie.

figures

here adopt same approach as FSBR, treating CC as if it were rates.

127. Public expenditure has fallen in real terms over recent Yyears. GCGE
excluding privatisation proceeds is forecast to be 3% per cent lower in
real terms in 1989-90 than in 19B6-B7.
1990-91 and 1991-92 by an average 24 per cent (excluding debt
interest the forecast increase is over 3% per cent a year). This is more

than in the PEWP but frcm a much lower starting point.

It ig forecast to rTisa in real

terms in

Chart 11.3 General government expenditure excluding privatisation proceeds

et £ billiun 1987-88 poces
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12B. The projected fall dn 1989-50 in the ratio of GGE excluding
privatisation proceeds is larger than in the FSBR because money GD is
higher. The figures for measured money GDP will be reduced by about imr
cent in 1990-91 by the introduction of the community charge. Other things
being egual this would increase the GGE ratio by 3 percentage point.
Adjusting for this distortion the ratio is forecast to show no further
falls in 1990-91 and 1991-92.

Chart 11.4 General government expenditure excluding privatisation proceeds
Per-cent of GLP
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129. The forecast calculates both the old and new planning totals from
individual components of expenditure. The forecast for 1989-80 is that the
old planning total outturn will be £1 bn. below the level in the 1983 PEWP,
partly due to an extra £ bn. privatisation proceeds but alse due to a
projected further shortfall on sccial security. The forecasts for 1330-31
and 1991-92 however are for levels considerably In excess of +the PEWP.
Much of the excess is on central government's own expenditure and
nationalised industries. MNot surprisingly therefore a similar pattarn is

forecast for the new planning total.
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TAELE 11.5: FORECASTS OF THE PLANNING TOTAL

I.. E bn.

1989-90 1990=-91 1991-92
0ld Planning Total

1989 PEWP 167.1 179. 191.6
Forecast Qutturn 166.0 1E4. 202.5
Forecast less PEWP el B 5 + 10.19

New Planning Total

Survey Baselinet " 187 .6
Foracast Outturn i 195.2
Forecast less baseline + 3. + 7.6

* including notional Reserves set at £7 bn. and €11 bn. in 199%0-%1 and
;?91—92 regpectively in order toc keep consistency with published GGE
igures

130. The upward pressure on central government's own expenditure arises
particularly on pay and investment. The forecast has central government
earnings rising 1 per cent a year more than the private sector average from
1990-91. Central government investment is forecast to rise in the three
years to 1991-92 by an average of 26 per cent a year in cash terms and
11 per cent a Yyear in volume terms. Such rates of increase are high by
past standards. Ewven so the level of investment forecast for 1990-91 and
1991-592 4is well below departments' aspirations. The forecast takes the
view that departments will in practice have great difficulty in increasing
the wvolume of investment as rapidly as wished. The capital projects could
well be undertaken, but the work will take longer than departmental bids
envisage. Nevertheless price increases for such projects could well be
abave the overall inflation rate. Any slippage on volume is likely to be
greater than on ecash expenditure.

131. The forecast of social security expenditure assumes that "underlying
growth" of expenditure in 1989-50 will be less than assumed in the FPEWF,
following the wvery low growth in 1988-89. This, together with lower

unemployment than assumed by PEWP, produces an underspend of €% bn. in
1589-90. Thereafter wunderlying growth is similar to that assumed in the
PEWP. But with higher upratings in 1990-91 and 1991-92, and some poclicy
increases, cash expenditure is above the PEWP.

132. ©On the assumption that local anthorities' expenditure is close to
their budgets in 1989-%0, their current expenditure is expected to have
risen in the three years to 1989-90 by an average 1% per cent a year in
real terms. Authorities in England and Wales are likely to take the
opportunity of the introduction of the community charge in 1990-%1 to raise

70
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their spending by a relatively large amount. The extent to which they do
this could be limited by a tough grant settlement. The forecast ﬂs.‘mas
that grants within AEF/AEG rise by 6% per cent in cash terms, 1% per cent
in real terms. Expenditure is forecast to rise by 3 per cent in real
terms. Taking inte account the projected buoyancy of the NNDR and an
assumption of little change in LAs' balances, a 17 per cent rise in the
community charge (over average domestic rates per head in 198%-90) is

forecast. Tha average level for the community charge in 1950-31 is £313.

133. 1989-890 ecould be the peak year for local authority capital receipts.
The new capital control regime due to start in 1390-%1 reduces tha
incentive to sell assets and the depressed state of the housing market
could reduce personal sector demand to buy council houses. The foracast
assumes therefore that the level of capital receipts falls in cash terms
from a peak in 1989-90, but still remains above the level in the 1989 PEWP.

134. The outlook for the Local Authority Borrowing Requirement (LABR) 1is
dominated by capital grants from central government for the capitalisation
of housing debt. These amount to £1 bn. in 138%-90 and an assumed £7 bn,
in 1990-91. The effect of these grants, which do not score in the new
planning total, is to reduce the LABR and increase tha CGBR({0), with no net
affect on the PSDR. (See Table 11.1.] The size of these grants is such
that net debt repayments, ie. LADRs, are forecast. But even if these
grants are excluded, LAs are forecast to be close to balance in 1989-90 and
to make small net repayments in 1990-91 and 1581-92.

135. Much of the pressure for extra public investment in future arises 1in
the nationalised industry sector. The forecast assumes that investment by
those industries remaining in the public sector throughout the forecast
period rises in 1990-91 and 1951-32 by an average l4 per cent a yeaxr in
cash terms, 10 per cent a year in volume terms. These are higher levels of
investment than in existing plans, but well below departmental aspirations.
The investment will inevitably lead to higher external finance. Public
corporations as a whole are substantial net repayers of debt at present.
The prospective rise in investment and the privatisation of the electricity
industry which has a mnegative EFR are likely to mean a return to net
borrowing by public corporations. The forecast also allows for substantial
increases in investment = 20 per cent a year in volume terms - by the water

industry after privatisation.

136. The forecast level of general government interest payments is a
little higher - less than E£4% bn. - than in the F5BR, but follows a simlilar

falling protile,
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TABLE 11.6: FORECAST ADDITIONS TO EXPERDITURE PLANS*

£ bn. I"

= 1990-51 1991-92
Survey Forecast Survey Forecast
Base- Claims Basa- Claims
line on line on
Reserve Reserve

Allocated to programmes
Social Security 49. 0.7 53.0 231

CG pay 11, 2. 33.1 37

Other CG 29. : 30.8
current

Het EC : . 1.6
CG investment : . 5.3

Other CGC own . - 15.4
expenditura

Grants to LAE ’ - 25.%8
HNDR 1 : 11.8
LA credit approvals . . 3.5

Public
corporations . . 2.0

Total programmes

Privatisation
procaeds

Expenditure met from
notional Reserve

(1) allocated to

giugrammﬂ
seline

{ii) unallocated

14. Underspend (-}
Required Addition
to Reserve (+)

15. LA self-financed
expenditure, debt
interaest etc.

16. GGE 205.

* 0On a new planning total basis
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[c) REﬁ:EiEtE
li Latest data suggests that the non-oil tax burden may have fallen by k&

¢ ¥ per cent in 1988-B9, a little more than estimated in the FEBR. A
similar fall is forecast for 1989-350 compared with no change in the FSBR.
This downward revision is mainly due teo faster money GDP growth, but alsc
reflects the assumption that the Electricity Council will not pay tax in
1989-90. The non-oil tax burden is forecast to fall slightly in 1990-91
before fiscal adjustment mainly because of the lagged effects of the 1988
and 1989 Budgets (independent taxaticon and WICs reform respectively).

TABLE 11.7 : MON-OIL TAXES AND NICs AS A PERCENTAGE OF MON-0OIL GDP*

1986-87 1987-88 19BB-89 1989-90 199D0-91 1991-92
F5BR
[(a) pre-fiscal
adjustment 36.9 36.7

(b) post-fliscal
adjustment ; : : 36.7 36.1

June Forecast
(a) pre-fiscal
adjustment 36.5

(b) post-fiscal
adjustment 37.7 37.4 a7.0 i6.6 36.3 36.2

* adjusted to remove effect of community charge - see footnote to table
11.4

Chart 11.6 Non-North Sea taxes and NICs as a percentage of Non-North Sea GDP
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The main features of the cutlook for taxes arei=

the sharp deceleration in the growth of corporation tax in
1990-91, a feature of both the Budget and internal winter
forecasts:

the slow growth of national insurance contributions in both
1989-90 and 1990-91; while this was a feature of the Budget
forecast, it is now more pronounced.

139, Corporation tax receipte in total are forecast to rise over 20 per
cent in 1989-90, the same as the average increase in tha four previous
YEears. But they are forecast to rise only 5% per cent in 19%0-51 and
2% per cent in 1991-92, The main reasons for this are much slower growth
of ICC profits, both absolutely and relative to the growth of investment,
and the build-up of writing down allowances as a result of the 1984
raeforms. The effect is that the average rate of tax paid by ICCs is
forecast to fall sharply, probably to levels not experienced since the
introduction of the reforms. Financial companies' profits however, helped
by high interest rates, are forecast to rise sharply, pushing wup their
average tax rate. But financial companies' tax bill is small relative to

ICCe. For the company sector as a whole therefore the average tax rate is

projected to fall.

TABLE 11.8 : EFFECTIVE CORPORATION TAX RATE
1588-89 1989-90 1990-91 1991-92

Industrial & commercial

companies 16 lak 12% 104
Financial companies 12 15 1B% 1B%
All companies 15 16 14% 14

140. The forecast for mnational insurance contributions in 1985-30, which
takes account of the reforms to employees' <contributions that were
announced in the 1989 Budget, has been revised up to reflect the faster
growth in the wage and salary bill. However this has been completely
overshadowed by the effects of the much higher than expected take-up of
personal pensions. At Budget time, only % million personal pensions were
projected for 1988-89, but in practice by 17 May, the closing date for such
pensions to be back-dated to 1987-86, some 3% million applications had been
received. The resulting cost in cash terms in 1989-50 is estimated to be

75
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more than £2 bn. in excess of the Budget foracast. In later years, tha
re.val of this year's incentives means that growth in the number of new

personal pensions is likely to be slower.




SECRET

i ANNEX A: THE COMPOSITION OF RPI INFLATION

This annex examines recorded and forecast RPI inflation in more
detail than in the main report. Main features to note are:

Mortgage interest payments (MIPs) underlay much of the
pick up in all-items RPI inflation over the past vyear,
and contribute esignificantly (though at a declining rate)
to the inflation prospect in 198% and 1990. Even with a
stable mortgage rate this component rises faster than
the all-items RPI because of the very strong growth in
average mortgage debt over the past three years.

Apart from MIPs, housing costs generally have risen much
faster than the RPI itself. Rates have risen
significantly over the past four years, including the
increases from April 1989. There is a particularly large
forecast increase in 1990 due both to the high initial
level of the community charge in April 1590 and to the
*index household effect" of the community charge. The
"index household effect"” arises because index households
(ile those whose expenditure is covered by the RPI)
excluda pensioners and the wealthiest 5 per cent (who
normally pay much higher domestic rates than index
households) . Index households will thus have to pay a
greater proportion of the community charge than the
proportion they paid of domestic rates. It is worth 3k
per cent on the rates/community charge component of the
FPI and up to 0.2 per cent on the all-items RPI.

Nationalised industry prices rose slowly in 1986 and
1887, falling guite markedly in real terms. They picked
up sharply in 1988, and are assumed to rise faster than
general RPI inflation over the forecast perliod; very big
increases in water charges contribute most to this
cutlook. Increases in water charges will be effective
from 1 April each year and the Increase will be
determined by the annual RPI Iinflation rate in the
previous November plus 6 per cent. This will accentuate
the real rise in water charges (ie relative to the RPI)

SECRET
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when general RPI inflation is coming down, as it j_s._n
the forecast. For example, the rise in water charges in
the year to 199004 is forecast to be 12.7 per cent, while
the all-items inflation rate is only § per cent. This
differential reflects the fact that the 12.7 per cent for
water charges is 6 per cent plus the annual inflation
rate in November 19B9 (inflation in 198304 is projected
at 6.7 per cent). (After privatisation water charges
will, with a short lag, no longer be part of the
nationalised industry component, though they will atill
be part of the all-items RPI index.)

"Retailed® price inflation (broadly goods and services
traded across the counter) also picked up through 1387
and 1988, though much 1less than housing costs or, in
1988, nationalised industries' prices. Petrol prices
have been volatile, while there has been a slowly rising
trend in food price inflation. Othaer retailed price
inflation has also picked up (though fairly slowly),
reflecting strongly rising personal consumption.
"Ratailed” price inflation comes down fairly quickly
during 1990 (petrol prices are likely to fall in the July
1989 retail price figures), with the projected slow-down
in personal demand growth.

Housing costs abate only slowly next year, with strong
increases in the community charge largely offsetting
lower growth in MIPs. And nationalised industry prices
continue to rise in real terms, especially water charges.
It is mainly the influence of “"retailed" prices that
accounts for the decline in the all-items RPI inflation
rate during 1%590.

The one point rise in underlying RPI inflation (ie
excluding MIPs) between end-1587 and end-1988 was mainly
due to nationalised industry prices, local authority
rents and rates and other housing costs (insurance, DIY
materials etc). The increase through 1989%, however, 18
largely accounted for by "retailed” prices. The fall in
underlying inflation through 1590 is primarily due to the
deceleration in retailed prices.
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Memorandum item - Qutput prices

Producer output prices also give a good indication of
"core” or underlying inflation They picked up in 1987
ag oil prices recovered from their low levels in 1986.

Cutput price inflation hovered at 4% per cent between
198704 and 198803 (faster than RPI inflation); and picked
up to 5 per cent at the end of the year and to 5.4 per
cent in the first quarter of 1389, Sustained growth in

profit marginas contributed notably to these developments.

But producer output price inflation has slipped back
slightly to 5.2 per cent in May. It is likely to go on
falling slowly to 4.9 per cent by end-198% (with a small
fall in margins) and to edge down by % per cent a year
thereafter.




EVOLUTION AND FROSPECTS FOR RPI INFLATION
(percent changes on year earlier)

Weight#*|198604 198704 198804 198904 199004 199104

RETAIL PRICES
HOUSING %
MIPs £.0 : 6.4 25.4
Rent % : b ; 9.5

Rates /[Community 4.2 : . ; 9.6

Charge
Other 3.4 7.8

Totall 16.8 : 14.7

NATIONALISED INDUSTRIES
Electricity .5
Water T
Other PR
Total? 6

MEMO ITEM:
Gas

"RETAILED" PRICES
Food

Fetrol

Othar

Total

TOTAL RPI
INFLATION

TOTAL RFPI

INFLATION
excl MIPs

OUTPUT PRICES

Producer output prices
(excluding food,
drink, and tobacco)

excluding water
excluding gas froem 1%87Q1, buses from 138901
includes 3.5 per cent for 'index household effect', worth about (.13 per

on the all-items RPI.

Weights at Jan 1988
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ANNHEX B: HNATIONAL AND SECTORAL ACCOUNTS

The inconsistencies in the national and sectoral accounte in
recent guarters remain large, though they are smaller than at the time
of the Winter forecast, when adjusted accouonte were used. Substantial

upward revisions to expenditure data, particularly investment, just
befora the Budget largely eliminated the differences between the GDP
measures in 1986 and 1987, and reduced them in 1988. NMevertheless,
growth of the expenditure measure in 198BB remained well below the other

two measures, and there was no improvement in the discrepancies in the
sectoral accounts.

-5 The CS0 press notice for GDP in the first gquarter of 198%
{published June 20) included only small revisicns to the expenditure
and income measures Iin 1988, while growth of the output measure was
revised up by % par cent to 4% per cent. CDP(E) is still esstimated to
have grown by under 2% per cent, more than 1% pointe less than the
other two measures (Table B.1).

Table B.1l: Measures of GDP at constant factor cost

1985 = 100
Cs0 HMT
(Unweighted) compromise
Expenditure Incomo avarage

1987 107.5 107.5
1988 110.3 : 111.5

1988 Q1 109.7 : 111,
Q2 111.0 : 111.
Q3 108.2 ! pitn & i
Q4 1113 5 112

1989 Q1 1107 = 1132,

Growth rates
{percent changes
on a year earlier)

1987
1988
158901




5. The cutput measure of GDP probably gives the best measure of
racent movements amd of changes over short periods. This fﬂrecast.es
a compromise measure of GDP which is the unweighted average of the
three measures while they are reasonably consistent - to the end of
1987 - and moves 1in line with GDP({0) thereafter. This wa3 the

procedure used in the F5BR.

i, Between the fourth quarter of 1988 and the first guarter of 13835
tha output measure rose slightly. However; the expenditure measure
fell % per cent while the income measure rose by 1% per cent. As a
result the compromise adjustment - the difference between compromise
GDP and the expenditure measure of GDP - widened from 2 per cent of GDP
in 1988 to 3 per cent in the first quarter of 1989 (Chart B.1l).

Chart Bl Compromise adjustment

The difference between the cappmmise and expenditure medsumes of real GIP
i cent of GLOP, seascaally adjasted)

Siandard deviadion

Standerd devialion

ol AP TR RPN | i MO PETE i " A I Pl N ST UL B

1676 1997 1978 19T 1930 1981 I9E2  1%83 I9B4 )35 1Rd6 19SS 1988 193301

5 Similarly the resideual error - the difference between the

current price income and expenditure measures - rose from 1% per cent
of GDP in 1988 to 2% per cent in the first quarter. These are very
large discrepancies, though 1less than the 4 per cent of GDP at the
time of the publication of the 198803 GDP figures last December.
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. Chart B2 Residual error as a proportion of GDP at Bacior cost

Standan] deviation
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6. At one stage it looked as if the latest estimates of the
measures of GDP would be closer than they have turned cut. Had we
known in time that the discrepancies would be as large as have been
published, we would have adjusted the data, as we did in the Winter
forecast, by allocating the compromise adjustment and the residual
arror to components of income and expenditure. The main changes would
have been upward adjustments to the expenditure components. Tha CS0
have already made very substantial upward revisicons to investment since
we last adjusted the accounts. If we had adjusted the data for this
forecast we would, therefore, probably bhave allocated less of the
remaining discrepancy to investment and more to other components -
stockbuilding, net trade and consumption.

7. On the basise of the compromise measura, growth in 19B8 is
estimated at 4% per cent but slows to 24 per cent in the year to
19890Q01. Accidents in the North Sea have depressed whole economy output
recently = non-o0il GDP is estimated to have grown by 4 per cent in the
year to 198931, and at an annual rate of 3 per cent since the third
guarter of 19388.

8. Complete sectoral accounts data for 198901 are net  yet
available; nor have the latest revisions to expenditure, income or
financial accounts data for 1988 yet been carriad through to the




Chart B3 Sector balancing items

Personal sector X Indostrial and commercial companies
Per cern of GDP Per cent of GOP
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.:::tt::rai financial surpluses/deficits or balancing items. However, on
the basis of the sectoral data consistent with the national accounts
published at Budget time, there is no sign of any improvement in the
coherence ©f the dccounts (Chart B.3). The personal sector and
overseas balancing ditems remained very large in 1988 - 6% and 3% per
cent of GDP respectively - and the ICCs balancing item rose sharply.
The latter suggests that, despite substantial upward adjustments to
investment made by the C50 (largely on the basis of their supply
estimate), company sector expenditure (including stockbuilding) may
still be under-recorded. The overseas balancing item is consistent

with some under-recording of net current account credits and more

substantial under-recording of net inward capital flows to the UK.
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