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SUMMER NIF FINANCIAL FORECAST

Introduction and Assumptions

The Summer National Income Forecast is to be circulated to senior

officials by late today, and to Ministers by early next week. This
note describes and comments on the financial forecast and gives some
very brief details on the real side of the forecast. Although the

real economy figures are final there may be some small changes to the
financial variables within the next few days. A more detailed analysis
of the real economy outlook will be prepared by the Economic

Forecasting Group in due course.

Short-term interest rates are set in the forecast to ensure that the
average growth rates of the main monetary aggregates are within the
MTFS ranges of 8-12% for the current year, 7-11% for 1983-84 and 6-10%
for 1984-85. 1In fact, a weighted average of the main monetary
aggregates has also been used as an arithmetical basis for the MTFS
objective with a 10% weight for MO, a 40% weight for M1, and 25%
weights for £€M3 and PSL2. The other main guidance which has been
observed in the forecast is that exchange rate changes are limited to
a maximum of 5% in any one year, and that overfunding on any

substantial scale is to be avoided.

Financial climate

Briefly the forecast of the real economy shows a recovery in activity

over the next few years broadly similar but slightly weaker to that in
the budget forecast. The expansionary influences within 1982 are
still seen as the turnround in stocks and an upturn in fixed investment

The average level of wage settlements for the current round is put at
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7%, the same as in the last forecast, and the RPI falls to 7 3/4% by

the first quarter of 1983.

The current account balance deteriorates

steadily throughout 1982 and 1983 from the record surplus of last year

and the effective exchange rate declines gently throughout the forecast

period.

overleaf:

Private sector - average earnings

(% change Q3 on same quarter in
previous year)

Retail prices
(% change: Q4 on same quarter
in previous year)

Effective exchange rate
(December 1975=100 Average Q4 rates

Labour cost competitiveness
(increase=worse competitiveness
1975=100 Q4 figures)

Current balance (£ billion)

GDP volume
(% change on previous year)

GDP nominal
(% change on previous year)

Unemployment
(millions, excl school leavers)

Interest rates

World interest rates are now slightly lower through most of the
forecast period than in the MTFS - largely because of lower than
In addition to this, the
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expected US rates over the last few months.

The main features of the real economy forecast are set out
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forecasters have been influenced by the authorities' desire to reduce

rates quickly. With these two factors in mind, domestic interest rates

have been set somewhat lower than in the post budget forecast.

Even

so, the growth of the monetary aggregates is slightly less fast in the

present year than previously forecast largely reflecting the experience

of recent months.

In the later years, the narrow aggregates show

some acceleration because of the interest rate fall but the growth in

the wider aggregates continues to moderate.

The assumed interest
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rate path is set out below - with comparable post budget forecast
figures in brackets.

3 month 3 month 20 year TFE
interbank eurodollar gilt yields deflator
1982 Q1 14.4 (14.3) 15.0 (15.0) 14.6 (14.9) 9.3 (10,.3)
Q2 13.4 (13.6) 15.0 (16.2) 13.7 (14.4) 8.2 ( 9.8)
Q3 2.0 (13.5) 16.0 {17.40} 13,1 41458 ) Tob { B.3)
Q4 12.0 (13.5) 1507637 251 12.9 ({13.9) 6.6 ( 7.1)
1983 Q1 12:0 £13.5) 16.0 (17.0) 12.7 (13.8) Ted (73]
1983/84 10.9 (11.9) 13.6 (14.7) 11.8 {1283 Bl ek

Monetary aggregates

The HMT model equation for sterling M3 remains an unsatisfactory base

for forecasting purposes and, as on other recent occasions, wider
evidence has been used for the latest exercise. This includes a gilts
equation and a new sterling M3 equation which incorporates the change
in bank lending as an explanatory variable. The determinants of the

demand for £M3 are set out below (post budget figures in brackets):

$ changes Real TFE Gross Short £M3
TFE deflator wealth rates growth

1982/83 2:3 1ot 13.4 1250 0.1
(1.6) (7acl) (14.9) { 13+:53 (11.7)

1983/84 o 8 i 10.9 8.7

(3.0) (7 «d) 1 1el) (1.3} (- 8:9)

The growth of PSL2 is expected to be slower than that of sterling M3

at 9.7% in the current financial year, and 8.6% in 1983-84. Building
society shares and deposits are expected to be somewhat higher than in
the FSBR, largely because recent falls in discretionary savings (vis a
vis the overall ratio) do not appear to have led to any slowing in

the growth of shares and deposits. The fairly buoyant growth of the
first few months is thus forecast to continue - although at a more
modest rate after the summer, when some decline in rates is expected
and when national savings sales are expected to be strong. Some 50%
of the increase in shares and deposits is forecast to be in accounts
such as term shares, classified outside PSL2 although this figure

declines towards the end of the forecast period.

The new M1 equation used for the forecast relates to activity prices

and interest rates and no longer gives an explicit role to financial
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wealth. However, in view of the very slow growth of M1 in recent

months, and because of the increasing proportion of interest bearing
deposits within it, the average responsiveness of the aggregate to
interest rates has been shaded down for the forecast period. On this
basis, the forecast puts M1 growth in the current year at 9.9% at the
centre of the target range. In each of the following two years, the
growth is put at just over 12% as the effect of falling interest rates

offsets the lower inflation impact.

Private sector cash holdings are forecast to rise by only 5.6% this year,

rather less than in the post-budget forecast. In part, this reflects

the very slow growth of the monetary base in the recent past, as well
as the IBRO survey results which suggest a sizeable shift in the means
of payment of wages in the last few years. The forecasts for the
various aggregates and the comparable FSBR figures (in brackets) are

given below:

% change % change % change % change

in MO in M1 in £M3 in PSL2
1981/82 +4.2 (3.9) Fhe ) 29 o0 +314,0 (15:.5) » #1111, ¢392
1982/83 +5.7 (8.6) +. 9.9 (10.8) #10.1 (11.6) .+ 9.7 0 92
1983/84 +6.2 (9.9) +312.4 (13:49 B T A 92) B eI R

Counterparts to monetary growth and the sectoral position

The usual counterparts to monetary growth are set out in the table

below and show the extent to which the banking system finances the

various sectors:

£ billion 1981/82 1982/83 1983/84
H1 H2 Year
PSBR + . 846 + 4.0 + 5.2 + 9.2 + 8.4
Gilts - 6.8 - 2.9 2.0 il O - 4.9
National Savings it P = 0.2 = kel ~ 4.8 =~ Yl
Other debt + 0.0 - - 0.4 = s =05
Sterling lending to:
companies o e A0 1. i B% LAY P Sl + 4.3
persons sl B +. 32 * .3 + 6+3 g gt I ¢
other + 0.4 + 0.4 P B + 'l 5 + 0.4
Externals - Dl = 1.6 -~ Vi - 2.5 i X
Net non deposit
and residual s PP - 0.4 = S - Vi gt
Sterling M3 + 9.9 ¥ 5.3 3 3B +-8.9 + Bl

$ change +14.1 +10:1 +:851
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The public sector borrowing requirement is now put at £8.8 billion
for the current financial year, or about 3.2% of GDP - slightly less
than in the post-budget forecast. In the following year, 1983/84,
the PSBR is expected to fall back to £8.4 billion, or 2.8% of GDP.
The figures assume asset sales of some £0.7 billion in each year.
For the current year, the PSBR is held down in addition by the final

part of the recovery of taxes following the civil service strike in
1981-82: this accounts for about £1.5 billion.

Debt sales to the non-banks amount to £8.9 billion in 1982/83 and
£7.0 billion in 1983/84. The national savings figures of £2.8

billion and £1.6 billion are by assumption, while the forecast of
gilts is equation based. Of the total gilt sales to the non banks of
£5.7 billion for the current year, some 75% are forecast to be
purchased by life assurance and pension funds and other financial

institutions, and the remainder by the personal sector.

Personal sector financial transactions have proved difficult to

assess in the recent past, and, in the face of a squeeze on real
incomes, persons have turned more to bank borrowing than historic
experience would suggest. This would, however, be more consistent
with US practice in recent years, where consumption appears to be

maintained by bank borrowing in times of recession.

The background to personal sector financial transactions in the
forecast remains much the same as in the post-budget exercise. RPDI
falls slightly in 1982/83 and rises by a small amount in 1983/84.
The savings ratio falls from 13.3 in 1981/82 to 12.2 in the current
year and to 11.1 in 1983/84 - and the net acquisition of financial

assets continues to decline, if more modestly than last year.

The rapid growth in bank lending to persons has, in large part,

been associated with a change in the behaviour of the banking system;
this is expected to continue, but at a less rapid rate. Lending

for consumption is projected to show some slowdown as the current wage
round and high nominal and real interest rates begin to have an
effect. The broad profile of lending for house purchase in the post-
budget NIF is little changed as the banks consolidate their market

share. Lending to unincorporated businesses is expected to reflect
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the behaviour of all companies - discussed in more detail below. The

forecast of bank borrowing by persons is set out below:

€ bn
Bank lending for Bank lending for Unincorporated Total
house purchase consumption businesses
1981/2 +3.0 +2.0 +2.4 ¥
1982/3 +3.0 +47.5% +1.6 +15.0% +1.6 +14.0% +6.3 +23.0%
1983/4 +2.7 +28.4% +1.6 +13.0% +1.4 +11.3% +5.7 +16.9%

Transactions between the company sector and the banking system have

also proved difficult to interpret in the recent past. In the
post-budget forecast, the view was taken that bank borrowing would
fall back from the very high levels - which could not be adequately
explained - but, in the event, there has been little deceleration, at

least until the last month or so. The high net borrowing requirement
e ———

of recent quarters is only a partial explanation as companies have
continued to maintain or improve their liquidity. The suggestion
that the build up of company liquidity results from arbitrage is not
seen as consistent with the available evidence, but the relative
cheapness of bill finance and additional liquidity may have encouraged
the holding of liquid assets.

Bank borrowing by companies is thus forecast to be slightly higher than
in the post-budget forecast, although we still expect a deceleration in
the remainder of the current financial year. This is based on the view
that the company sector financial position is expected to improve

and that a more normal borrowing relationship commensurate with needs

is re-established. Even so, the forecast is for rather higher
borrowing than past relationships would dictate and allows for

some further improvement in gross liquidity as a proportion of turnover.

The way in which the company sector is financed is described below:
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€ billion 1981/82 1982/83 1983/84
ICCs' financial deficit 0.1 1ok 0.8
Investment in securities v W 2.9 2.8
Accruals etc -1.0 0.3 -1.1
Direct overseas investment 1.0 0.9 0.6
Other (including unidentified) - D2 -0.3
Net borrowing requirement 7] 5.5 " %)
Bank borrowing (including bills) 6.8 De 7 4.3
Other borrowing (including foreign

currency bank borrowing) 3] 0.7 0.2
Capital issues 1.8 2.1 2.3
Miscellaneous inward investments 1.0 0.3 0.0
Bank deposits (-) -3.1 - -3.1
Other liquid assets (-) -2.5 -1.1 -1.0
Total v 5e 5 <
Gross liquidity as a % of TFE 9.1 9.4 9.5
Net liquidity as a % of TFE 1.6 ot I -7 1

External factors are expected to continue to have a contractionary

effect on the wide monetary aggregates (at -£2.7 billion in 1982/83 and
£-1.7 billion in 1983/84), resulting from the declining current account
surplus in the current year and continued strong capital outflows. The
outflows reflect the adverse interest rate differentials as well as
continued post exchange control adjustments by UK residents in general

and LAPFs in particular.

Overfunding and money market assistance

The forecast indicates full funding in the current year followed by

underfunding in the following year of about £1 1/2 billion. These
figures, taken together with the forecast of the note circulation and

the change in reserves, suggest that money market assistance could

increase modestly - perhaps by about £1/2 billion over the present
financial year. In 1983/84, the forecast is for some fallback in the
amount of assistance outstanding. The improved forecast for both
years largely reflects the sizeable shift in the financing of local

authorities from banks to the central government which has been assumed.
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Overfunding

(1) (2) (3) (4) (5)

PSBR Gilts Nat Savings Other debt Overfunding(-)
1981/82 8.9 8.7 -4.3 -0.1 -2 el
1982/83 8.8 =5e? -2.8 -0.4 -
1983 /84 8.4 -4.9 -1.6 -0.5 1.4
Assessment

There are several conclusions to be drawn from the record of financial
forecasting in recent vyears. Firstly, the relationship between money
and nominal incomes has tended to turn out quite differently from the
forecasters' expectations. At least part of the shift appears to be
associated with the banks own (as well as their customers') behaviour,
following the ending of controls on the banks balance sheet in 1980 and
the ending of exchange control in 1979. The erosion of longstanding
practices and the number of forms of financial innovation in the years

since then suggest that it would be unwise to place undue reliance on

the forecasts of monetary aggregates. Not only have the wide aggregates
been affected - as has been noted on a number of occasions in the last
two years or so - but the narrow aggregates are also susceptible to such
changes. Thus, the IBRO data on means of payment suggest rather low
growth for the growth of notes in circulation, but the payment of

interest on current accounts could lead to a more rapid growth in MI1.

Associated with the above subject of financial innovation are the

uncertainties on bank lending. These are twofold. The rapid

encroachment of the banks in the traditional market of the building
societies and the consequent ending of mortgage rationing raise
questions about the housing market beyond the scope of the NIF. But
the continuation of market penetration is likely to put further
pressure on the wide aggregates as well as adding more uncertainty to
the forecast. Lending to companies has also increased far more
rapidly than past experience would dictate and, without any greater
understanding of why this has happened, we could not put forward our
present forecasts without the usual strong caveats on them being

subject to wide margins of error.

Finally, the interest rate uncertainties should also be mentioned.

The proposed declining path of interest rates is subject to both

domestic and external constraints, which may become increasingly
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evident. The path of US interest rates and general exchange rate

vulnerability are well discussed aspects of external constraints which
may put a brake on the decline in UK domestic short rates. Domestically
the continued high demand for credit and the ramifications for both

the general economy via, say, house prices, as well as the implied

upward pressure on the monetary aggregates, may also constitute a

further constraint on the authorities' freedom of manoeuvre within
the remainder of this financial year.

Economics Division
25 June 1982
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