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’TREASURY FORECAST : EFFECTS OF A FASTER RISE IN INTEREST RATES

The June forecast assumed a gradual rise in base rates, of % per
cent per quarter, to reach 10% per cent in-XB;II_I§§9. This note
sets out the implications for activity, inflation and MO growth of
a quicker rise than this.

—

2. Table 1 shows the interest rate assumptions for both the main
forecast and for a variant assuming a quicker rise in base rates.

This exercise assumes that the higher interest rates between now

and the beginning of next year go with the same exchange rate path
—_— s

as in the main forecast.

il iy

TABLE 1 : INTEREST RATES

June Forecast Variant

Base Mortgage Base Mortgage
rate rate rate rate

1988
July x 9% - 9% then 10
August 10% 10%
September 10% Z
October 10%
November 11
December 11

1989

January 11
February 11%
March 11%
April 11%
May 12
June 10% 12

3. It is worth bearing in mind that base rates at 10 per cent are
already 1 per cent higher than the level assumed £;-the forecast
for the whole of the third quarter. The short term prospects for
the mortgage rate and RPI inflation are therefore already less
favourable than in the June forecast, even before the effects of a

further rise in base rates, to 10% per cent, are considered.

(i) Activity effects
4. Because the difference between the two cases is in the timing
of the rise in base rates the overall economic effects are fairly




.modest. With the higher interest rates consumers' expenditure and

real GDP are approximately % per cent lower in 1988. The effects
on the current account and the PSDR come through after a short lag,
so that most of the effects are—I;- 1989, when both the current
account deficit and the PSDR are between €Z;:P' lower (on the

assumption that the exchange rate is fixed).
' i

(ii) Inflation effects

5. With the exchange rate path the same as in the main forecast
and little change in activity, the effect on the RPI of the faster
rise in short term interest rates therefore depends critically on
the behaviour of the mortgage rate. (The RPI less mortgage
interest payments is little changed in the variant.)

6. The current level of mortgage rates is not sustainable and
lenders have now begun to announce increases. With base rates at
10 per cent some large soc1et1e§’“ag}£§age rates are now below base
rates compared to a normal positive differential of 1> 1% points.
The reason for this is clear; changing rates is costly ‘and
societies have been waiting for further developments. But even
without another rise in base rates those societies which have not
already done so, are 1likely to announce changes in rates to
existing borrowers effective from August 1. With no further rise
in base rates from 10 per cent our judgement,’EEEEE/S;“IEEBEmal
contacts with the Bank and earlier with the Building Societies
Association, is that mortgage rates will probably rise by around
1} points. Should a further rise in base rates to 10% per cent
occur before 1 August, or be considered probable durlng August,
mortgage rates ;SEIE—Brobably move by two ﬁSIHEET This is the
assumption in the variant This compares with the June forecast,
which had mortgage rates reacting, with one month lags, to
half p6I;E—7rises in base rates occurring on the first day of each
quarter. (The final level of 12 per cent for mortgage rates in the
June forecast, reached in May 1989, is % point higher than that in
the forecast variant. This is because the establishment of the
full 1% point differential between base and mortgage rates embodied
in the June forecast is not thought likely in the 1light of the

latest information.)

7. Table 2 shows the monthly path for RPI inflation. With the
earlier rise in the mortgage rate in the variant, inflation reaches

——
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.Sjiper cent in the third quarter of 1988 (including the crucial
uprating month of September) and goes above 6 per cent in the first
quarter of 1989. But the boost to RPI inflation also drops out
moré quickly than in the June forecast. By the Autumn of 1989 the
monthly profile is lower in the variant than in the June forecast.

From the second quarter of 1990 the two inflation paths would be

identical.

TABLE 2 : RPI INFLATION

June
forecast Variant

1988
August
September
October
November
December

1989
January
February
March
April

May

June

July
August
September

SO WNHFOVOLUO
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(iii) Effects on MO

8. Table 3 shows monthly profiles for MO growth through 1988-89
on the basis of the June forecast and on the alternative basis of a
quicker rise in base rates. Note, however, that the Qggs outturn
for MO appears likely, on latest data, to be around 0.4 per cent

3
higher than assumed in the forecast. This provisional outturn has
been incorporated in table 3, and the 0.4 per cent uplift has been

————
projected forward throughout the whole of 1988-89.

—_—

9. Table 3 shows that the effect of a quicker rise in base rates
is to reduce annual MO growth by about % percentage point by ‘the
end of 1988-89, with the annual rate falling to 3% per cent in

March 1989 compared to 4% per cent under the June forecast.
—————————— —
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' "'T%BLE 3

MONTHLY MO FORECASTS

(percentage change on year earlier, seasonally adjusted data)

JUNE QUICKER RISE DIFFERENCE
FORECAST IN BASE RATES (col.1l-col.2)

1988

June*

July
August

September
October
November
December

1989
January
February
March

*provisional data
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-’?.ASURY ECONOMIC FORECASTING EXERCISE

The forecast covers the period to 1990 (1990-91 for public finances),
embracing two of the three years of the Public Expenditure Survey. For the
first time it assesses the implications of the reforms of Local Authority
finance, including the introduction of the Community Charge.

2. Table 1 summarises the forecast. The annex compares the main results
with the average of outside forecasts.

(1) 1988 should see growth of real GDP of 4 per cent and money GDP of
almost 10 per cent, as in 1987. Both real and money GDP growth
fall in 1989 and 1990.

Domestic demand growth rises from the 4 per cent recorded for
1987 to almost /ébper cent in 1988. It falls thereafter as the
investment boom eases and as assumed tighter monetary conditions
and lower cuts in personal taxation than in recent years restrain

consumers' expenditure.

Following the small recorded deficit for 1987, the current
account deficit widens to £9%b. (g‘per cent of GDP) in 1988 and
£10b. in 1989. There is a small fall in the deficit thereafter
- :

as domestic demand decelerates.

RPI inflation rises to 5 per cent in 1988Q4 and 6% per cent in
1989Q2. Much of this rise is the result of the assumed increases
in base and mortgage interest rates over the next year. RPI
inflation excluding mortgage interest payments remains at between
4% and 5 per cent from mid-1988 to mid-1989, before falling back.

(v) With activity very buoyant the PSDR (public sector debt
repayment) in 1988-89 rises to £7%b. (I% per cent of GDP). With

e the stylised assumption that the PSDR stays at this level in
Ca2o 24 Subsequent years there is scope for a reduction in the basic rate

— Wto 23 pence. LN A TN T e NN i e
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(1) MAIN RESULTS

The World economy
3. Growth of world trade and output picked up strongly in the second half

of 1987, and the signs are that this buoyancy continued in the first half

1




STATEMENT  JANUARY FSBR
1988 1988
THE WORLD ECONOMY

QP (MAJOR 7 EXCLUDING UK)

(per cent change on a year earlier)
1987

1988

1989

1990

DOMESTIC DEMAND (MAJOR 7

EXCLUDING UK)

(per cent change on a year earlier)
1987 ‘
1988

1989

1990

WORLD TRADE IN MANUFACTURES

(per cent change on a year earlier)
1987

1988

1989

1990

UK ACTIVITY AND DEMAND

GDP VOLUME (non-North Sea

in brackets)

(per cent change on a year earlier)
1987 -

1988

1989

1990

VOLUME OF DOMESTIC DEMAND

(per cent change on a year earlier)
1987

1988

1989

1990

UNEMPLOYMENT (UK S.A.
EXCLUDING SCHOOL LEAVERS




INFLATION AND MONEY GDP

MONEY GDP (MARKET PRICES)

(per cent change on a year earlier)
1987-88

1988-89

1989-90

1990-91

RPI (excluding mortgage

interest payments in brackets)
(per cent change on a year earlier)
1987 Q4

1988 Q4

1989 Q4

1990 Q4

GDP market price deflator

(per cent change on a year earlier)
1987-88

1988-89

1989-90

1990-91

PUBLIC FINANCES

PSER - £ billion
1987-88
1988-89
1989-90
1990-91

. PSBR - % OF GDP

1987-88
1988-89
1989-90
1990-91

ANNUAL FISCAL ADJUSTMENT - £ billion

1988-89
1989-90
1990-91




MONETARY CONDITIONS

. SHORT TERM INTEREST RATES

(per cent))
1987 Q4

1988 Q4
1989 Q4
1990 O4

14. MO

(per cent change on a year earlier)
1987-88
1988-89
1989-90
1990-91

STERLING INDEX (1975=100)
1987 Q4
1988 Q4
1989 Q4
1990 Q4

. £/DM EXCHANGE RATE
1987 4
1988 Q4
1989 Q4
1990 Q4

. RELATIVE UNIT LABOUR

COSTS (1980=100)
1987
1988
1989
1990

F TRADE AND CURRENT ACOOUNT

18.

19.

VOLUME OF NON-OIL EXPORTS OF

GOODS

(per cent change on a year earlier)
1987

1988

1989

1990

VOLUME OF NON-OIL IMPORTS OF

GOODS

(per cent change on a year earlier)
1987

1988

1989

1990

. CURRENT BALANCE

£ billion
1987
1988
1989
1990
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’ 1988. Output and demand have not accelerated as a result of any
1scretionary loosening of fiscal policy, though real interest rates have
fallen and there has been a large rise in international liquidity. While
commodity prices continue to rise sharply, consumer price inflation remains

low.

4. Even with some slowdown from now on, year on year growth in 1988 will be
high, with Major 7 GNP growing by 4 per cent and world trade in
manufactures by 10 per cent. Growth should slow in later years, but remain
in line with potential. Only a small rise in consumer price inflation is
likely. The current account imbalances of the US, Japan, and Germany fall
further, though they remain large. The real exchange rates of the major
currencies are assumed to remain unchanged. The main risk to this forecast
is that growth and inflation could be somewhat stronger in the near future
and fall off rather more thereafter.

UK activity

5. Large discrepancies within the national accounts and distortions to
trade data make interpretation of recent movements in output and demand
difficult. During the last two years the expenditure measure of GDP has
grown much more slowly than the output or income measures, and the residual
error has increased by 2 per cent of GDP. There are as well massive
diisfggincies - or ‘"balancing items" - w%&hig_,ghe sectoral‘;>fifizsial
qug&gsg, which for both the personal and the industrial sectors amount to
between 4 and 5 per cent of GDP. The introduction of the single
administrative document (SAD) probably distorted the data for visible trade

at the beginning of the year.

6. The tentative conclusions that can be drawn from the statistical fog are

as follows.

(1) Trade and production data suggest some moderation in output growth,
particularly in manufacturing, during the latter part of 1987 and
the beginning of 1988. CBI survey results are consistent with some,
though not much, slowdown in growth in manufacturing over this
period, but in general suggest more buoyant output than the official
statistics. It is more difficult to know what has been happening to
manufacturing output since the apparent moderation in growth at the
turn of the year. Growth could be picking up in the middle of 1988,
notwithstanding fears of capacity shortages and the sharp fall in net

i Fonabnd

exports. S e -

T ———
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Domestic demand growth was very strong between the first and se d
halves of 1987, and appears to have grown more strongly in the first
half of 1988 than envisaged at budget time. The available indicators
show that consumers' expenditure has continued to grow briskly and
investment growth has picked up.

7% Domestic demand is expected to grow by just under.érper cent in 1988.
This would be well up on the FSBR forecast for 1988 and recorded growth for
1987, and the highest rate since 1973. DTI and CBI surveys point to
investment growth of 10 per cent or more. Consumers' expenditure is
forecast to rise by 6 per cent, boosted by budget tax cuts and sustained
consumer confidence. There are no signs that the personal sector is yet
taking steps to raise the savings ratio from the 1low levels recently
recorded. Even with a significanfﬁggil forecast for net exports in 1988
the strength of domestic demand is such that GDP should grow by 4 per cent.
If net exports were to fall by even more than forecast in 1988 growth would

be below 4 per cent, even with the strong forecast for domestic demand.

8. Growth of domestic demand and output should moderate in 1989 and
1990, though it is not possible to be confident about the precise Ezming.
daﬁgahption growth eases, though the lagged effects of the 1988 tax cuts
and the assumed further cut in the basic rate to 23p in the 1989 budget
keep RPDI growth high by historical standards. Investment growth falls

after 1988, while net exports make little contribution to growth.

The balance of payments
9. The underlying current account deficit has almost certainly widened

over the last eighteen months. The deterioration of measured

competitiveness and high domestic demand growth together contributed to the
at

Because output in the

tradeable goods industries has continued to rise, albeit at a slower rate,
this moderation of export growth probably reflects some switch of sales to
the more profitable home market rather than serious capacity consg;aints.
Nevertheless booming domestic demand has led to a very strong rise in
import volumes. Strong domestic growfﬁ and less favourable competitiveness

have adversely affected the balance of trade in services.

10. The forecast discounts a good deal of the poor first quarter
performance. Nevertheless the underlying current account deficit widens
further from now on as domestic demand continues to grow rapidly and as the
lagged effects come through of the recent loss of measured
competitiveness - now close to its level before the oil price fall in 1986

3




SECRET T

.i the associated sterling depreciation. The current account deficit is
forecast to be £9%b. in 1988 and £10b. in 1989, after which it falls
slightly as domestic growth moderates. By 1989 imports are about _22 per
cent higher than exports so that exports have to grow by 1% per cent more
than imports just to keep the visible trade deficit constant. o ';€>

m—— —

Financial Conditions
) I8 At the moment sterling remains strong despite a widespread
recognition that current account prospects have deteriorated. Indeed

strong capital inflows have probably contributed to the deterioration in
the current account through the strong exchange rate and the resulting
deterioration in measured competitiveness over the last year. The forecast
assumes that some of sterling's present strength is temporary, and
eng%iggggvgxggll/ggﬁgggéggﬁpzAgig/igggﬂ and EQELEEﬂ by end 1990. This
produces an exchange rate index of just under 73.0 at the end 1990. The
effect of this fall in the exchange rate on the overall monetary stance is
more than offset by assumed rises in base rates to 10% per cent over the
next year. These contribute to slower growth in domestic demand and
prices, and cause MO growth to fall towards the lower half of the MTFS
ranges. The assumed pattern of interest rates and exchange rates allows the
current account deficit to be financed by a combination of reduced net
direct and portfolio outflows, and by substantial increases in overseas
sterling bank deposits.

Inflation and money GDP

12, RPI inflation excluding mortgage interest payments has edged above
the monthly profile consistent with the FSBR forecast. With the rise in
mortgage rates assumed over the next year total RPI inflation rises to
5 per cent in 1988Q4 and 6% per cent by 198902 (4 per cent for both periods
in the FSBR). Excluding mortgage interest rates RPI inflation is 4% per
cent in 1988Q4 and 4% per cent in 1989Q2.

135 With earnings growth a little higher than in 1987, unit labour costs
in manufacturing rise by 2-2% per cent in 1988 and 1989, and somewhat
faster thereafter, as productivity growth moderates. Profit margins are
expected to rise at about the same rate in 1988 as in 1987, to be virtually
flat in 1989, and to fall in 1990 as costs increase and activity slows

down.

14. Growth of the GDP deflator has been revised up to 5 per cent for
1987-88. The forecast is for growth of 5% per cent in 1988- and 5% per
cent in 1989-90, above the MTFS assumptions for both years. (The recent
rise in the exchange rate does not have the short run moderating effect on

4
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the GDP deflator as it does on RPI inflation.) High (and in 1988, risi
earnings growth, and the effect of the investment boom on prices of capital
goods (notably for construction) are important factors behind the higher
rises than in the 1988 MTFS. The revisions to output and inflation imply
much higher than expected money GDP growth - 10 per cent in 1988-89 and
8 per cent in 1989-90 (7% and 6% per cent respectively in the MTFS).

Public finances
1§, Stronger demand and activity together with the first monthly data

suggest that the PSDR in 1988-89 could be greater than forecast at budget
time. Central government revenues are well up, the forecast outturn for
the planning total excluding privatisation proceeds is in line with plans,
and there could be an extra £1b. privatisation receipts. With a PSDR of
£7%b. there would be a small public sector financial surplus (ie a negative
PSFD) for the first time since 1970-71. (The FSBR forecast a small deficit
for 1988-89.)

16 The higher forecast level of activity has important implications for
public finances in 1989-90. Profits appear still to be growing rapidly.
Corporation tax receipts in 1989-90 should therefore be a good deal higher
than previously forecast. With upward revisions to those revenues that
depend on current demand and activity the pre-fiscal adjustment tax burden
should continue to rise. But these effects may have worked through by
1990-91, leaving the pre-fiscal adjustment tax burden flat.

1A It is particularly difficult to assess the prospects for public
expenditure in 1989-90 and 1990-91. Recent forecasts of public expenditure
have, if anything, tended to be a little too high, while money GDP has been
underestimated, hence unexpecfgaiy large falls in the share of public
expenditure in GDP. On the other hand the pressures for additional public
expenditure over the next two years appear to be extremely powerful. Even
after allowance for the downward pressure on demand-led expenditure from
the strong projections for economic activity, the forecast projects
overruns on the current plans for 1989-90 and 1990-91 of £2% billion and
£5% billion respectively (planning total excluding privatisation proceeds).
These still leave the share of GGE (excluding privatisation proceeds) in
GDP falling over the forecast period from a lower 1988-89 base than in the

FSBR.

18. Even with a large planning total overrun the rise in the pre-fiscal
adjustment tax burden means that tax cuts are feasible in 1989-90.
Assuming that the PSDR in 1989-90 stays close to its forecast outturn for
1988-89 - 1% per cent of GDP - there is a fiscal adjustment of £2%b,

5
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ficient for 2p off the basic rate. The non-North Sea tax burden is
!!Eghly stable after this assumed cut. With the PSDR, by assumption, kept
at the same high 1level in 1990-91 there is no further cut in the basic
rate, but even so the tax burden does not rise.

19. The ex post fiscal stance - as measured by the general government
financial deficit, the only internationally comparable indicator - has
continued to tighten in the UK relative to the rest of the G7 and is now
probably tighter even than in Japan.

TABLE 2 : GENERAL GOVERNMENT FISCAL DEFICITS (per cent of GDP)
1986 1987 1988 1989 1990

UK* 2.6 1.0 0 -3 =%
G7 (less UK) 32 2.5 2% 2% 2

*Financial years.

(2) THE WORLD ECONOMY

20. The fall in stockmarkets in October has had little apparent effect on

world activity so far. In the major industrialised countries output grew
particularly strongly in the second half of 1987, with no loss of momentum
in the first quarter of 1988. Growth of business investment, exports, and
industrial production has been especially rapid. The upswing in investment
is expected to be shorter and less strong than previous upswings because
the preceding weakness of activity was only modest. Even so, the projected
year-on-year real GNP growth rate of 4 per cent in 1988 for the major seven
(excluding the UK) has been exceeded only once in the last ten years (in
1984).

TABLE 3 : G7 (EXCLUDING UK) GROWTH AND INFLATION

Percentage changes '1987 1988 1989
on a year earlier

Real GNP - ‘ 2.8 (2%)
Domestic demand . 2.7 (2%)
Industrial production 3 4.4

Consumer prices X 3 4.1 (3%)

Note: Figures in brackets are OECD published forecasts for G7
including UK.




\

L

SECRET

21. Non-oil commodity prices are rising very rapidly - spot pricgs,
measured in SDRs by the Economist Commodity Price Index, rose almost 50 r
cent in the last year. But they had previously fallen to histofEE;TI} low
levels in real terms, so their recovery is expected to give only a modest
boost to consumer price inflation. There is, however, the possibility that
activity will be stronger than forecast and higher pressure of demand could

mean faster inflation.

22. The recent strengthening of activity appears to have been world wide
and total world trade picked up sharply towards the end of 1987 and is
forecast to continue to grow strongly in 1988. World trade in manufactures
could grow by as much as 10 per cent in 1988 if imports by the SE Asian
NICs continue to expand strongly and other developing countries' imports

recover as expected.
TABLE 4 : THE VOLUME OF WORLD TRADE IN GOODS (IMPORTS)

Percentage changes (Share of 1987 1988 1989 1990
on a year earlier 1986
imports)

Total world trade (100)

of which:
Ma‘jor seven
OPEC
NICs
Other NODCs

Total world trade
in manufactures (8)

Figures in brackets are latest OECD forecasts.

(3) TRADE AND THE BALANCE OF PAYMENTS

23. The latest estimates of the current account show a deficit of
£2% billion in the first quarter of 1988, and a cumulative deficit of
nearly £3% billion in the first four months, compared with a deficit of
£1% billion in the whole of 1987. The deterioration in the visibles
balance during 1987 continued into early 1988, and the preliminary estimate
of invisibles in the first quarter shows a sharp fall in the surplus to
£1.2 billion compared with a quarterly average of £2.0 billion in 1987.

24. Underlying trends in export and import volumes have been particularly

hard to discern in recent months. Since December the recording of exports

has been affected by the change to new Customs procedures on 1 January.
7
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’o, the suspicion that there is residual seasonality in the published
igures for both exports and imports has been strengthened by the recorded
falls in trade volumes in the first quarter of 1988, an established pattern
over the last few years. Both factors have probably reduced recorded trade
volumes below their underlying levels in the first quarter. The net effect
on the current account is probably small, but the published first quarter
figures may slightly overstate the size of the deficit.

TABLE 5 : ADJUSTMENTS FOR RESIDUAL SEASONALITY AND FOR TIMING DISTORTIONS
(£b. 1980 prices)

Non-0il exports Non-o0il imports
Published Adjustments for Under- Published Adjust- Under-
Customs Season- lying ment for lying
88 ality season-
ality

+0.1 . +0,2
+0.05

©=0.15

-0.1

+0.2

25. Allowing for these distortions, it appears that the growth of export
volumes has slowed since the autumn, despite the very rapid growth of world

.
trade. This conclusion is supported by data for manufacturing output in

the first quarter, which show slower growth, especially in engineering
industries where the fall in exports has been largest. Responses to CBI
surveys - in particular to the question on export optimism - are also now
pointing to slower growth in exports.

Percentage balances, seasonally adjusted
1987 1988
Jan Apr July Oct Jan Apr

Optimism about
export prospects
over next 12 months 18 17 29 17 -8 -11

This suggests that the steady deterioration in cost competitiveness has
begun to have a significant effect on exports. The recent fall in imports
can probably be acgsﬁﬁzza_.for almost entirely by seasonality; the trend
still seems to be strongly upwards.
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CHART A : TRENDS IN NON-OIL EXPORT AND IMPORT VOLUMES
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26. Against a background of rapid UK domestic demand growth and the
worsening in competitiveness since last year, some further deterioration in
the underlying non-oil visible balance is forecast through the rest of
1988. The oil surplus is expected to fall as a result of a lower sterling
oil price and lower oil production. The forecast of the invisibles surplus
in 1988 heavily discounts the first quarter outturn, but still shows a fall
of around £1 billion compared with 1987. The current account deficit in
1988 is therefore forecast to be £9% billion.

27. In 1989 the current account deficit is forecast to widen further to
£10 billion, as domestic demand continues to grow faster in the UK than in
other countries. In later years a slowdown in UK domestic demand growth,
following the projected rises in interest rates, and increases in the
invisibles surplus are sufficient to bring about a small reduction in the
deficit. While this forecast has much larger current account deficits than
in earlier exercises, the increases are accounted for by higher domestic
demand and less favourable measured competitiveness. The underlying supply
performance is no worse than assumed in earlier exercises.
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.BLE 6 : UK CURRENT ACCOUNT (£ billion)

Visibles balances Total Invisibles Current
Manufactures 0il Other visibles balance

1986 -5.3 4.1 -7. -8.5 . 0.1
1987 -6.5 4.2 . -9.6 . -1.6

Recent quarterly data

1987 1 -0.7 4 -1. % 1.0
2 -1.6 : -2. - -0.2
3 -2.1 : . -3. 2 -0.9
4 -2.1 o -3. -1.4

1988 1 -2.9 . . -4, -2.8

Forecast

1988 -11.7 . . . . -9.3
1989 -13.2 . . . .

1990 -13.2 . . . -9.0

Non oil visible trade

28. The volume of manufactured exports rose by 8% per cent during 1987 as
the 1lagged benefits of improved competitiveness in 1986 helped UK
manufacturers gain an increased share of world trade. However, in the year
to the first quarter of 1988, when world trade was growing particularly
strongly, recorded manufactured exports were flat. The forecast has given
considerable weight to the possibility that the recent sluggishness of
exports partly reflects erratic data, and assumes a strong recovery in the
second quarter of 1988, in 1line with the latest monthly data.
Nevertheless, with competitiveness expected to be 7 per cent less
favourable in 1988 than in 1987 and world trade forecast to grow by less
than 5 per cent through 1988, manufactured export volume growth is expected
to slow to 4% per cent in 1988. ' This implies a substantial loss of world
trade share in 1988.

TABLE 7 : COMPETITIVENESS

Relative unit labour costs
Per cent change on
1980=100 a year earlier

85. 1.9
78. -7.6
76. -2.3
82. 7.1
80. -1.6
80. -0.9
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CHART B:SHARE OF UK EXPORTS IN TOTAL WORLD TRADE IN MANUFACTURES .
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29. The volume of imports of manufactures rose sharply during 1987,
reflecting strong growth of domestic demand, the loss of competitiveness
and, possibly, in recent months the effects of tightening capacity. As a
result the annual growth rate for imports of manufactures is expected to
rise from 10 per cent in 1987 to 12% per cent in 1988. However, through
1988, and in 1989 and 1990, import growth slows as domestic demand growth

eases.

TABLE 8 : DOMESTIC DEMAND AND TRADE VOLUMES
(per cent change on previous year)

Domestic demand Non-o0il trade Manufactures trade
volumes volumes volumes
G7 less UK Exports Imports Exports Imports
UK
1986 < W
1987 :
1988
1989
1990

30. The appreciation of sterling over the past year is likely to contribute
to an improvement in the terms of trade in 1988. Little further change in
the manufactures terms of trade is expected over the forecast period,
despite the steady projected depreciation of sterling. This is consistent
with the broad stability of the manufactures terms of trade since 1981.

31. The manufactures trade deficit is expected to widen to Ellg billion in
1988, compared with £8% billion at an annual rate in the secon half of

13
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7, as the rapid growth of import volumes relative to export volumes more
than offsets the expected improvement in the terms of trade. Although
import growth slows in the later years, and is lower than export growth in
1990, this is insufficient to reduce the manufactures deficit. By 1989 the
deficit is forecast to have widened to nearly 20 per cent of manufactured
exports, compared with 10 per cent in 1987 and 5 per cent in 1985.

P ——————— et

—

32. The deficit on trade in non-manufactures was little changed at
£7% billion in 1987, as falls in world prices of food and basic materials
offset the effect of strong growth in the volume of imports relative to
exports. The rapid rises in commodity prices forecast for 1988 and 1989
are likely to lead to a rise in the deficit over the next two years,
especially in 1989 when the projected degfggiation of sterling contributes

to the worsening in the non-manufactures terms of trade.
— e
0il trade

33. The oil trade surplus rose slightly in 1987 as a rise in the oil price
and a fall in UK demand for oil more than offset the decline in North Sea
output. The surplus is forecast to fall steeply in 1988, largely as a
result of a lower sterling oil price, though falling production and a
recovery in demand for oil also contribute. The surplus falls further in
1989 and 1990 reflecting a continuation of the trends in demand and
production.

TABLE 9 : NORTH SEA OIL

Average North Sea N Sea 0il trade N Sea*
oil price output balance taxes
$/barrel £ /barrel mm tonnes - £ billion -

1986 14.2 9.7 127 .

1987 17.9 10. 123
1988 16.5 9. 120
1989 17.0 9. 115
1990 17.7 9. 110

* Financial years.

Invisibles

34. Latest estimates show a very sharp deterioration in the invisibles
balance between the third quarter of 1987 and the first quarter of 1988.
This is largely accounted for by a decline in the services surplus,
reflecting a fall in the surplus on financial and other services, as net
insurance earnings have fallen back, and a rise in the travel deficit
reflecting high expenditure overseas by UK residents. Net IPD earnings in

12
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the first quarter of 1988 were close to their average level in 1987, 't
the transfers deficit was erratically large.

35. The low outturn for invisibles in the first quarter of 1988 means that,
even with a strong recovery forecast for the rest of the year, the
invisibles surplus for 1988 as a whole is likely to be around £1 billion

lower than in 1987.

TABLE 10 : INVISIBLES £ billion

Services 0il Non-o0il EC Other Total Estimated
IPD IPD transfers transfers invisibles net over-

seas assets
(end-year)

1986 . . -0.7 -1. . 113
1987 . . . -1.8 -1. . 92
1988 . . . -1.4 -2. . 92
1989 . . . -1.8 -2. . 94
1990 . o -1.8 -2. . 45

36. The services surplus is forecast to recover during the remainder of
1988, but only to around the average quarterly level in 1987. There seems

little prospect of any substantial further improvement Before 1990. High
. b A o I i R B ——— r o ! . 2

RPDI and favourable relative prices should 1lead to continued 'rises in

holiday expenditure abroad, and there may be associated increases in

expenditure on foreign airlines. The 1levelling out in net insurance

earnings points to slower growth in the financial surplus than in recent

years.

37. Net oil IPD earnings should continue to rise, as the fall in production
reduces payments abroad by North Sea oil companies. However, the surplus
on non-oil IPD seems likely to fall a little in 1988 largely as a result of
the appreciation of sterling, which reduces the sterling value of earnings.
In 1989 and 1990 the non-oil IPD surplus is expected to recover, in part
because the forecast depreciation of sterling helps offset the effect on
net overseas assets of the current account deficits. As a result net
overseas assets are forecast to remain close to their end 1987 level of
£90-95 billion throughout the forecast period. (In SDRs net overseas assets
fall.) Net transfers abroad are expected to remain at around £3% billion in
1988, but to rise slightly in 1989. This includes a forecast of EC
transfers which takes account of the Brussels agreement.
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' DOMESTIC DEMAND AND ACTIVITY

The State of the National Accounts

38. The forecast incorporates latest estimates for GDP in 1987 and first
estimates for 1988Q1, published on June 21. (These are the 1last to be
based on 1980 prices; the 1988 Blue Book and estimates for 1988Q2 will
incorporate volume estimates at 1985 prices.) The latest data confirm the
increasing disarray in the national accounts. The general incoherence of

e . T : 3 : .
récent statistics presents considerable difficulties in interpreting
economic developments, and increases the margins of error around the
forecast. Some of the more acute difficulties are discussed here.

39. The difference between the current price income (GDP(I)) and

expenditure (GDP(E)) measures of GDP is the residual error. Over the last

three years, nominal GDP(I) has grown considerably faster than nominal
o — 5

GDP(E), continuing a trend since the late 1970s. The residual error has

risen from around % per cent of GDP(E) in 1985 to around 2% per cent at the

start of 1988.

CHART C: RESIDUAL ERROR AS A PROPORTION OF GDP(E)

%

5 LATEST
ESTIMATE

(1965-1990)

40. There are analogous problems with real GDP estimates. The average
measure of GDP (GDP(A)) has been the principal indicator of overall
economic activity. The difference between GDP(A) and GDP(E) is the
compromise adjustment. However, the disparities between GDP(A) and the

\__7__’”/‘.“‘ g 1 4
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other measures of GDP have become particularly acute over the last tje
years. (See Table 11 and Chart D.) Recorded GDP(E) volume growth over the
year to 1987Q4, was aréaﬁa 2 per cent lower than the income and output
estimates. There is no sign that the discrepancies have begun to narrow.
First estimates for 1988Q1 show that the compromise adjustment has widened
further. There must be a strong presumption that real expenditure growth,
especially domestic demand, has been much stronger over the last two years
than official statistics reveal.

The residual error and compromise adjustment in the forecast

41. Previous forecasts have extrapolated the residual error as a constant
proportion of nominal GDP(E). This convention would imply a sharp slow
down in growth of income in 1988 relative to expenditure, a striking
reversal of behaviour over the last three years. Most of this relative
slow down in income would arise solely from the judgement on the residual
error, since the total of expenditure components is forecast to grow at
broadly the same rate in 1988 as in 1987. Among other things, slower
income growth would involve gross trading profits growing substantially
more slowly in 1988 than over the last three years, despite the fact that
profit margins continue to rise in the forecast, and demand and activity
remain buoyant. The forecast has, therefore, broken with previous
conventions and has extrapolated some increase in the residual error. (See
Chart C).

42. A similar problem arises with the compromise adjustment. The forecast
has usually assumed that all three measures of real GDP will grow broadly
in line with the expenditure measure over the future, ie that the
compromise adjustment would be a constant proportion of GDP(E). The
present forecast, however, has projected a rising compromise adjustment in
line with the trend over the 1980s, about %-% per cent per annum. This
partly discounts the particularly rapid widening between the measures over
the last three years. If anything, therefore, the forecast may understate

the growth in GDP(A).
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ek "le ¥iz GDP GROWTH per cent change on a year earlier

Average Compromise
measure of adjustment
GDP(I) GDP(E) GDP(A) (% of GDP(E))

1987Q4
1988Q1

Forecast

REAL GDP - OUTPUT, INCOME, EXPENDITURE AND AVERAGE, 1980=100

135 AVERAGE

130
OUTPUT

125

Sectoral financial data

43. The national accounts measures sectoral financial deficits and
surpluses (or net acquisitions of financial assets - NAFA) from income and
expenditure data. Separate and independent estimates of the deficits/
surpluses are derived in the financial accounts from analysis of financial
flows. Table 12 shows that the two methods produce very different

pictures. The national accounts show the personal sector moving into very

Sl iy e
3 16 o,




SECRET

large deficit in 1987, while the company sector has built up a 1
- surplus in recent years. The financial accounts suggest that the pers;!;
\ sector position has been a good deal stronger (with a significant surplus
in 1987, though lower than in previous years), and that the industrial and
commercial company sector was actually in deficit in recent years.

TABLE 12 NET ACQUISITIONS OF FINANCIAL ASSETS (NAFA)* (f£billion)

1985 1986 1987 1988 1989 1990

Persons National Accounts ] 07 -6.7 =11.9 . -14.7
Financial Accounts . 16.4 13.3 5.0 %3
Balancing Item -15.7 -20.0 -17.5 -20.0

10.9
- 1.1
12.0

10.4
- 8.0
18I

ICCs National Accounts 122
Financial Accounts

Balancing Item
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* Table not completely consistent : following publication of national
accounts estimates, CSO will not be providing fully reconciled sectoral

accounts until 27 June.

44. These separate estimates of personal sector NAFA have markedly
different implications for the personal'EEVIEEE—;;EEST“—-National accounts
data show that recorded growth in QEEESEEE_Eggzggyggéggipg has persistently
outstripped growth in recorded personal disposable income over the last
eight years. The savings ratio has fallen from an average of_ii‘?er cent
in 1980 (a post-war peak, after a steady upward trend since the 1940s) to
4%-5% per cent over the second half of 1221 and early 1988. The fall in
'2§§£§$vings ratio has been especially steep over the last two years, which
runs counter to long run historic experience. The savings ratio normally

rises when growth in RPDI is above trend.
——'—__——T S—
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The financial accounts estimates, however, cast some doubt on the
extent of the recorded fall in the savings ratiG. 1If they are more

corféEETﬁgﬁg;é are probably substantial unrecorded income flows (or, though
this is 1less likely, lower spending) for the personal sector, and the

savings ratio will have been rather higher than official estimates show.

46. The financial accounts suggest the opposite for the company sector,

namely that spending (on investment and stocks) has probably been higher

than the national accounts indicate. Company income could also be lower,
though given recent corporation tax receipts, this, too, is less likely.

47. It is impossible to say wgig? set of accounts are nearer the truth.
For some sectors, where the procedures for recording income and expenditure
are known to be poor (and the public sector is a good example), the
financial data almost certainly give a better idea of the outcome. The
opposite could well be the case with the personal sector. In the financial
accounts the personal sector is the residual sector, so that all errors and

omissions in the other sectors' financial accounts wash up here. Moreover
they contain a potentially serious anomaly in that they include the
transactions of some UK dealers in UK equities and gilts. On this latter
account, at least, the financial accounts probably overstate the personal
sector surplus.

48. For the forecast, it has been necessary to use the national accounts

——-—*_’
estimates. Nonetheless, the balancing items are projected to grow broadly
in 1line with recent trends. This effectively gives some weight to the
measures based on financial data.

Indicators of activity in the first half of 1988

49. Data for the first few months of 1988 present something of a conundrum.
Net exports have probably fallen, even after making considerable allowance
for distortions, and recorded manufacturing output flattened out between
198703 and 1988Q1. Provisional estimates for manufacturing output in April
show a marked pick-up, to the highest level since 1974. Some seasonal
adjustment problems may have depressed the earI?‘“humbers in 1988.
Certainly they are lower than recent CBI output indicators and general
optimism among manufacturers would suggest. On the other hand, the
sluggish output figures in 1988Q1 are consistent both with developments in

———T
exports and, much more tentatively, with evidence from manufacturing
= —_———

o —————.
employment.

50. Depressed manufacturing output contributed to a marked slow down in

18
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growth in GDP(O) in the first quarter. It rose by % per cent in 198
compared to 1 per cent in 1987Q4 and 1%-2 per cent in both 1987Q2 and ?
Within the total, construction output is estimated to have risen 5% per
cent between 1987Q4 and 1988Q1, after 3% per cent growth in each of the
previous two quarters. This strong growth in construction is consistent
with both evidence on housing starts and buoyant business investment in new
buildings and works. The growth in construction by itself accounts for the

growth in total GDP in 1988Q1.

TABLE 13 : LATEST INDICATORS OF ACTIVITY

Manufacturing Retail sales New car Private sector
output volumes registrations housing starts

(1980=100) (1980=100) (000's) (000's)

1980Q3 1322 13%57 532.5 48.1
Q4 11205 133.4 527.4 50.1

1988Q1 112.5 135. 527.8 56.3
April 114.8 136. 498.41 52.8%
May N/A 136. N/A N/A

* At a quarterly rate.

51. Domestic demand, on the other hand, continues to be fairly buoyant.
P — e ——
Consumer spending rose by around 1% per cent in 1988Q1, the same as in

1987Q4, though a touch slower than the average 2 per cent in 1987Q3 and Q4.
Retail sales volumes for April and May suggest the spending boom has
continued into the second quarter of this year. New car registrations . in
the three months to April wgfg_lgwer than at the turn of the year, but
still 10 per cent higher than a year ago. Investment has also picked up
shar—;l_f;:.’ It rose by 3 per cent in the first quarter, after 4% per cent

growth in 19870Q4.

52. The conjunction of buoyant domestic demand, depressed exports and
apparently slowing output growth present problems of interpretation, which
are obviously exacerbated by the difficulties with the national accounts.
If the output estimates and the depressed net export figures are broadly
correct, then the supply side performance of the economy may have been
worse than expected. This might imply that capacity constraints and
overheating were emerging. If, on the other hand, output estimates
understate actual growth (and, for manufacturing at least, CBI evidence
suggests that they may), then depressed export growth may indicate that,
while domestic demand growth is continuing apace, competitiveness pressures
(associated with sterling appreciation) are depressing net exports.
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The forecast puts more weight on the latter interpretation. There is
little evidence of widespread capacity constraints. Recent CBI surveys
point to very high capacity utilisation, but also report the view of
companies that capacity is adequate to meet expected demand in 1988. 1In
addition, with an investment boom already underway, capacity should not be
a significant problem. Nor is there evidence of any strong pick-up in
inflation, which has emerged on previous occasions of high capacity
utilisation.

54. There are rather more signs that competitiveness may be inhibiting
exports and output. In the manufacturing sector, the output of the
investment goods sectors fell sharply in 1988Q1, (partly as a result of
industrial disputes) despite strong investment. There was, however, some
recovery of output in April. Car production fell and imports rose in the
first few months of 1988, with both Ford and Vauxhall substituting imports
for domestic production for competitiveness reasons, decisions possibly

accelerated following earlier industrial disputes.

The Forecast

Personal Income and Expenditure

55. Consumer spending has grown faster than expected over the past three
years. The most likely explanation is that lower inflation expectations,
and increased wealth (especially increased housing wealth), have both
reduced the perceived need for saving relative to income and increased the
borrowing capacity of the personal sector. There has been increased demand
for (and supply of) credit, following financial deregulation and greater
competition among financial companies. With house prices expected to rise
substantially through 1988, and a big increase in RPDI following the 1988
Budget tax reductions, the forecast has faster growth of consumer spending
this year (6 per cent) than last (5 per cent). The recorded savings ratio
is expected to fall slightly. With smaller tax reductions assumed for the
1989 Budget, a slow down in the growth of house prices, higher interest
rates and slower growth in real earnings, consumer spending growth should
moderate markedly in 1989. The savings ratio should then begin to pick up,
though only slightly. AR

—_ —
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PERSONAL INCOME, EXPENDITURE AND SAVING

Real
personal Real Personal
disposable consumer' savings
income expenditure ratio

1985 2.4 3.8 9.4
1986
1987
1988
1989
1990

56. Persons' investment in dwellings is estimated to have increased
considerably faster than personal disposable incomes in 1986 and 1987.
Continued buoyancy in the housing market, now reflected in upward revisions
to investment estimates for late 1987 /early 1988, along with recent data on
housing start and completions, point to a further substantial increase (14%
per cent) in 1988. However, higher mortgage rates and slower increases in
RPDI are expected to lead to a slowdown in housing investment in 1989 and

beyond.

Company Income and Expenditure

57. Recorded business investment was sluggish in 1987, rising by only 4%
per cent, after a fall of 3 per cent in 1986. But there are now distinct
signs of a pick-up in investment around the end of 1987 and early-1988.
The forecast for 1988 and 1989 is based largely on the June DTI Intentions
Survey. This suggests a rapid increase in manufacturing investment in 1988
(about 16 per cent) with a further, but smaller, increase in 1989 (6% per
cent). The DTI Survey also points to fairly strong growth (about 11 per
cent) in investment by the construction, distribution and selected service
(including financial) industries in 1988, after a similar increase in 1987.
Growth in these sectors slows to 5 per cent in 1989.

TABLE 15: GROSS DOMESTIC FIXED CAPITAL FORMATION
(percentage changes on previous year)
1986 1987 1988 1989 1990

Business - 3.2 4.7 19,1 4.4 0.5

of which:
North Sea -35.1
Manufacturing - 5.4
Other business¥* - 2.2

=3

Private dwellings
General government
Total Investment

* Includes public corporations
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Though stockbuilding was very high in 1987H2, it increased only
slightly in 1987 as a whole. The forecast assumes that the 1long run
decline in stock-output and stock-sales ratios continues. This gives
stockbuilding of £1-1%b. (1980 prices) in both 1988 and 1989.

59. Non-North Sea industrial and commercial companies' profits net of stock
appreciation showed further strong growth (about 20 per cent) in 1987.
Since 1984 profits growth has averaged 26 per cent a year. With buoyant
domestic demand and output growth in 1988 allowing some further growth in
margins, 1988 should be another good year for profits with growth of 17-18
per cent. Profits may grow more slowly in 1989 and beyond as economic
activity slows down. Margins are expected to rise only slightly in 1989
and to fall back a little in 1990. Despite the rise in company sector
spending, ICCs net acquisition of financial assets remains in comfortable
surplus throughout the forecast. Net company income, which approximates the
Corporation Tax base, grows more slowly in 1988 and 1989 than in the
previous two years.

TABLE 16: THE FINANCIAL POSITION OF COMPANIES

(a) Profit shares and rates of return
Non-oil Rate of return
(excl privatised) on assets, non-
(per cent) Total Non-o0il companies oil ICCs*

1973-85 135 10.4 10.4 L%
average

1986 17.2 14. 13.

1987 18.8 16. 14.

1988 19 .2 17. 15.

1989 20.0 18.2 16.

1990 20.2 18.5 15.

(b) Growth of profits and net income
(per cent change on a year earlier)

Non-North Sea Industrial and Commercial

Companies*
Financial Companies
Gross Trading Profits** Net Income Net Income

1986 22.7(23.0) 27.0 24.6
1987 20.3(16.5) 30.4 18.8
1988 18.4(18.4) 17.3 17.4
1989 13.9(13.4) 10.3 11.1
1990 8.0( 3.7) 4.5 6.9

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

** Net of stock appreciation.
22




Sectoral surpluses and deficits

60. The forecast of sectoral surpluses and deficits, on a national accounts
and financial accounts basis, is shown in Table 12. Continued fast growth
in house prices in 1988 (over 20 per cent in 1988, slowing to around 10
per cent in 1989), sustained high levels of investment in dwellings and
only small increases in the saving ratio mean that the personal sector's
net acquisitions of financial assets, on a national accounts basis, will be
in even larger defict in 1988 than in 1987 and remain in deficit throughout
1989-90. This is unprecedented since the 1950s. The company sector is
expected to run persistent surpluses. The overseas sector reflects the
forecast pattern of persistent current account deficits.

Aggregate Demand and Output

61. Domestic demand growth is 1likely to be substantially higher in 1988
than 1987. But GDP growth is expected to remain at 4 per cent in 1988 (4%
per cent excluding o0il) due to weaker net exports of goods and services.
GDP growth is likely to fall to 3 per cent (3% per cent excluding o0il) in
1989, and slow further in 1990.

TABLE 17: EXPENDITURE AND OUTPUT
(percentage changes on previous year)

1986 1987 1988 1989

Domestic demand

Export of goods and services
Import of goods and services
Compromise adjustment

GDP(A)

Non-oil GDP
Manufacturing

(5) PRICES AND EARNINGS

Producer Prices

62. Producer prices (excluding food, drink, and tobacco industries) rose by
4.8 per cent in the year to 1988Q1 with continued strong growth in profit
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margins augmented by slowly rising unit labour costs. Producer price
ifflation is unlikely to ease significantly over the rest of this year.
Domestic demand remains strong, so that margins continue to rise through
1988, though a little more slowly than through 1987. In addition, import
costs are expected to increase as a result of strong growth in world
commodity prices, and nationalised industry charges are expected to
increase, after falling through 1987.

63. Producer price inflation is expected to be around 4% per cent by end-

1988. It may fall back to about 4 per cent by end-1989, mainly because of
éﬁ-ﬂassumed”glight squeeze on margins, as output and demand growth slows.
Other upward pressures on producer prices through 1989 are quite strong,
especially import prices and unit labour costs. (The latter are pushed up
by a slowdown in productivity growth, as output growth itself moderates.)
TABLE 18 : COSTS AND PRICES IN MANUFACTURING
(percentage changes on previous year)

Unit Costs of Estimated Domestic
labour materials total producer
costs and fuels costs output prices¥*

1986 Q4
1987 Q4
1988 Q4
1989 Q4
1990 Q4

* Excluding food, drink and tobacco.

Retail Prices

64. RPI inflation is expected to pick up to 5 per cent by end-1988, as a
/ . : s 3

result of higher  mortgage rates and nationalised industry prices. It

should rise further to around 6 per cent by mid-1989, with mortgage

interest rates again the main impetus, though local authority rent and rate

increases also contribute to the rise.

65. Thereafter, RPI inflation abates as mortgage interest rate increases

introduced through 1988 and early 1989 drop out of the calculation.
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TABLE 19 : COMPONENTS OF THE RETAIL PRICE INDEX

198604 198704 198804 198904 199004

Food prices
NI prices
Housing costs
Other prices

- petrol

- other items
Total RPI

RPI excluding
Mortgage
Interest payments

66. Table 20a sets out the detailed changes in nationalised industry prices
assumed for domestic consumers over the year to 1987Q4 and 1988Q4, and
table 20b gives real price increase over a run of financial years.

TABLE 20 NATIONALISED INDUSTRY PRICE INCREASES FOR CONSUMERS

(a) Nominal increases
Year to Year to Year to Year to

(per cent) 1987 Q4 1988 04 1989 04 1990 04
Post 3 6. 15 6
Rail

Electricity

Coal and coke

Bus

Water

(b) Real increases

(percent changes on previous financial year;
weighted average for consumers and industry)

Average
1983-84 to 1985-86 1986-7 1987-88 1988-89 1989-90 1990-91

.1 . - 1. - 2. - 3.4
.0 . 0
.0 . .
1

British Coal
Electricity
BSC

Post Office
Water

LRT

British Rail

NNENDNDNDW

.5
2
7
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67. Increased nationalised industry prices will, by themselves, raise RPI
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i‘.ation in 198804 by % per cent compared with inflation in 1987Q4. Other
influences underlying the RPI inflation outlook to 1988(4) are:

(1) Gas prices rose by 6 per cent in April after a 4% per cent fall in
1987. (The difference is worth about % per cent on total RPI

inflation).

An 8% per cent rise in average domestic local authority rate
poundage this year, compared with 7% per cent last year (the
difference is worth less than 0.1 per cent on inflation).

(iii) Mortgage interest payments add % per cent to inflation in 19880Q4.

68. All the above factors put upward pressure on inflation in the year to
1988Q4. They are only partially offset by a slow down in inflation in
other private sector prices, which are projected to rise by 3% per cent in
the year to 1988Q4, compared to 4% per cent in the year to 1988Q2. There
was a step increase in the rate in 1988Q2, mainly due to Budget measures.
Other private sector price inflation edges up to 4 per cent by end-1989,
largely because of rising import prices.

69. Table 21 below sets out the monthly RPI inflation path over the next
twelve months, together with the path from the FSBR. Mortgage interest
rate increases dominate the outlook. The profile assumes that the next
rise in interest rates occurs in August, and at the beginning of each
quarter up to 1989Q2. This pushes up the total from 4.7 to 5.1 per cent
(excluding mortgage interest payments, inflation is constant). As in the
FSBR, non-housing inflation is expected to rise to a plateau in the
summer. The factors pushing it up in the short term are sharp increases in
nationalised industry and gas prices, and a recovery in petrol prices.
Petrol price inflation has been negative this year, but this is unlikely to

last beyond June.
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TABLE 21 MONTHLY PATH OF RPI INFLATION (annual percentage changes) .

RPI excluding mortgage
All items RPI interest payments
FSBR June FSBR June

1988 Apr
May
Jun
July
Aug
Sep
Oct
Nov
Dec
Jan
Feb
Mar
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The GDP deflator

70. Recent revisions to the data have pushed up the market price GDP
deflator for 1987-88 to 5.1, compared with 3.3 per cent in 1986-87. The low
figure for 1986-87 was mainly accounted for by the collapse in oil prices
during 1986. Latest estimates suggest a rise of 5.1 per cent in the year

to 1988Q1. Given general domestic price and costs inflation prospects, it
now looks as if the FSBR projections for GDP price inflation in 1988-89 are
on the low side; the outturn could be over one point higher at about 5% per
cent (6 per cent non-oil) compared with 4% per cent in the FSBR (5 per cent
non-oil). It is 1likely to be about 5% per cent in 1989-90, before
moderating subsequently as demand slows down.

TABLE 22 : GDP DEFLATOR AT MARKET PRICES
(percentage change on previous year)

1986-87 1987-88 1988-89 1989-90

MTFS
Total
non-oil
June forecast
Total
non-oil
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E ings

71. Private sector settlements averaged 5% per cent in the 1986-87 round,
about % per cent lower than the previous round. In the manufacturing
sector settlements were, on average, % per cent lower than in the previous
round. But settlements were clearly on an upward trend through the year to
August 1987, and this upward trend seems to have continued. It seems most
unlikely that total private sector settlements will turn out at less than
6% per cent in the current round (their average at the end of the previous
round). That is the forecast for 1987-88. But a small fall is expected in
the 1988-89 pay round.

72. Overtime in manufacturing increased steadily through 1987. By January
1988 it was at record levels, contributing some 1 per cent to the 8% per
cent growth in private sector earnings over the year. Since then overtime
has come down as manufacturing output has slowed. But bonus payments and
other drift contributed to an increase of 8% per cent in manufacturing
earnings in the year to May 1988. Earnings growth should slow down towards
the end of 1988 as output growth itself moderates. For 1989, the continued
slow down in activity should lead to slower settlements and earnings

increase.

TABLE 23 : PRIVATE SECTOR SETTLEMENTS AND EARNINGS
(Contributions to changes between third quarters of successive years)
1986-87 1987-88 1988-89

Settlements 5% 6% 5%
Drift 2% 2 2

Overtime X 0 - X
Increase in average earnings 8 8% 7%

73. In the year to August 1987 local authority earnings grew rather more
slowly than the private sector. Over the year to August 1988 they are more
likely to grow a good deal faster. Teachers were paid 7% per cent, as the
second step of their 1987 settlement, from October and received another 1
per cent in April from restructuring. They received an increase of 4% per
cent in April. Local authority manuals settled on a 10% per cent increase.
Other local authority workers face varied prospects. Overall, local
authority earnings are likely to rise by 11% per cent in the 1987-88 pay
round (compared to about 8% per cent in the private sector), and 8 per cent
in the following round. They rise slightly faster than private sector
settlements thereafter.
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74. Central government earnings grew more slowly (7% per cent) than Qe
private sector in the 1986-87 pay round, though nurses and some otMe€r
health workers fared notably better. For central government earnings as a
whole, we forecast increases of 9% and 8 per cent for the 1987-88 and 1988-
89 pay rounds, a little above the average for the private sector.

TABLE 24 : PUBLIC AND PRIVATE SECTOR UNDERLYING AVERAGE EARNINGS
(percentage changes over years to August)

Central Local Private

Pay rounds Government authorities sector
1§§3-§7 7% 7% 8

1987-88 9% 11% 8%
1988-89 8 8 7%

CHART E: RATIO OF LOCAL AUTHORITY AND CENTRAL GOVERNMENT EARNINGS TO
PRIVATE SECTOR EARNINGS (FOUR QUARTERS MOVING AVERAGE)

1976-1986=100 (4 quarter m.a.)

Index figures
110

108

106 iy Central Government

Local Authority

) (AT [N SR TS ST DS (SR A el e S N e [T e

78 79 80 81 82 83 84 8 86 87 88 89 90 91
1977Q1-1991Q1

Labour Costs

o Manufacturers' unit labour costs are likely to rise more quickly
over the next two years than in to 1987. Earnings growth picks up in
the next year, and productivity growth falls back to more normal rates
as output growth moderates

29




SECRET

‘ABLE 25 : LABOUR COST INCREASES IN MANUFACTURING
(percentage increases on previous year)

UK Major 7 (less UK)

(6) EMPLOYMENT, UNEMPLOYMENT AND PRODUCTIVITY

76. Employment rose sharply throughout 1987; in the fourth quarter it was
500,000 higher than a year earlier. Seasonally adjusted adult unemployment
has continued to fall in the first five months of 1988, though at a slower
rate than in the second half of 1987. It has fallen by nearly 800,000
since the peak in July 1986. Recent developments mainly reflect strong

growth in output.

TABLE 26 : CHANGES IN UK ADULT UNEMPLOYMENT
(seasonally adjusted, 000s, Q2 to Q2)

Effects of employment
and training measures,
restart and Underlying
Unemployment availability testing unemployment

1984-1985 166 6 i
1985-1986 85 63 + 148
1986-1987 242 - 80
1987-1988 560 84 - 476
1988-1989 158 53 - 105

Ll Employment should continue to rise through 1988 and 1989, though
more slowly than over the past year, because of the slow down in growth
of output. Adult unemployment could fall to 2.32m in 1988Q4 and to
2.24m in 1989Q4. The labour supply is expected to grow by 300,000 over
the three years to 1990Q4, but the working population remains broadly
unchanged.

78. Manufacturing productivity rose 6.0 per cent in the year to
1988Q1. Productivity in the private non-manufacturing sector rose by 3

30
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per cent in the year to 1987Q4. Some of the increase in productivig
was undoubtedly due to the cyclical strength of output and increas
overtime working. But there also seems to have been an increase in

trend productivity growth and we expect this to be sustained. Actual
productivity, on the other hand, slows down between 1988 and 1990 with

the deceleration in activity.

TABLE 27 : LABOUR PRODUCTIVITY GROWTH
(per cent per annum)

Forecast
1964-73 1973-79 1979-87 1987-90

Manufacturing 3% 4 4%
Private non-manufacturing 3 1% 2%
Non-North Sea 2% 2 2%
Whole Economy 2% 1% 2 2%

79. Table 28 shows the implications of trend productivity growth and
labour supply projections for productive potential.

TABLE 28 : PRODUCTIVE POTENTIAL GROWTH
(per cent per annum)

Trend Whole
non-North Sea Non-North Sea Contribu- economy
productivity Labour productive tion to productive

growth Supply potential North Sea potential

1973-79 % X 1% % 1%
1979-87 2 X 2% % 2%
1987-90 2% A 3 - % 2%

(7) FINANCIAL CONDITIONS

80. The forecast assumes that part of the recent strength of sterling is
the result of temporary pressure. With a large current account deficit
emerging and money GDP growing more quickly than in the 1988 MTFS, the
forecast has a gradual fall in the nominal exchange rate and a rise in
base rates to 10% per cent by mid-1989. The assumed falls in the nominal
exchange rate involve a small fall in the real exchange rate from its

current level.
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TABLE 29: EXCHANGE RATES
(End year rates)

US dollar Sterling S/E DM/£
index index

022 3:72
.44 3371
.43 2.87
R 2.99
«79 3.14

4D 4
719
68.
74.
76.

1984 141.
1985 128.
1986 110.
1987 97%
June 94.

76.
74.
72.

1.89 3.05
1.81 2.90
1.81 2.80

1988 92.
1989 31.
1990 89.

W= oo
LW UONO -

81. The increases in domestic interest rates should widen differentials
with US and average world interest rates, despite some rise in interest
rates worldwide. Mortgage rates are forecast to move broadly in line with
base rates, rising to 12 per cent by 1989 quarter 2. Long rates have been
roughly stable since the budget, notwithstanding moves in base rates.
Providing long run inflationary expectations do not change dramatically,
long rates should not react much to future base rate rises. The rise in
base rates is thus not accompanied by any rise in long rates and a downward
sloping yield curve emerges. The level of gross gilt issues will give
gilts a scarcity value that should offset any upward pressure on yields.

TABLE 30 : INTEREST RATES

End year levels 20 year Mortgage
3 month rates gilt rate
Euro-dollar average sterling rate
LIBOR

1987 9.
June 21 i 9.

1988 . . 9.
1989 . 10.
1990 . . 10.

82. MO growth is currently over a point above its target range. Recent and
assﬁ;;a“;;rther increases in interest rates are estimated to bring MO
growth within its range during the Autumn. Without these it is probable
that growth would remain above 5 per cent for the rest of the year.
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TABLE 31 : MONETARY AGGREGATES AND CREDIT .
(per cent change on a year earlier)

Money GDP MO M4 £ Lending House
by Banks prices
Building
Forecast (MTFS) Forecast (MTFS) Societies

1987-88
May

1988-89
1989-90
1990-91

83. House prices are expected to rise by around 20 per cent in 1988,
while mortgage demand remains strong. Some of the higher mortgage
borrowing will be for the purposes of ‘'equity withdrawal'. Despite
rises in interest rates, there seems little prospect of significant
falls in the rate of growth of consumer credit while growth of personal
disposable income remains high. Household indebtedness may thus grow by
as much as 20 per cent in 1988. In later years the forecast of modest
growth in personal disposable income and considerably slower growth in
house prices is likely to temper personal sector borrowing. The burden
of debt service should at some stage reinforce the desire to increase

borrowing less rapidly. The forecast does not envisage a major problem
with debt service. If house prices were to decelerate more than
forecast (after previous house price booms there have been periods of
falling prices) and interest rates remained high persons could adopt a
more cautious approach to additional borrowing than forecast.

84. Lending to companies may also increase as debt finance replaces
equity finance in the wake of the stock market —&rash. But with

industrial and commercial companies enjoying large reserves of
liquidity, built up from pre-cash equity issues, this is unlikely to
prove a cause for concern. Outside corporate finance the crash has had
surprisingly 1little effect. Individuals have switched new investment
away from equity 1linked products - notably unit trusts - to 1liquid
assets, but there is little evidence of significant selling and, as the
Treasury/Stock Exchange survey showed, the number of share owners has
hardly altered. Wealth effects on spending do not seem to have
materialised, probably because the crash only wiped out gains made over
the first half of 1987.
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'!F. The forecast assumes that there is a full fund of the PSBR outside

anks and building societies. National savings raise around £1b. over
each of the next two years. With some defensive intervention this
leaves large net repayments of gilts, particularly in 1989 and 1990,
which will necessitate some buying in. The resultant shortage of gilts
will be a contributory factor behind the inverted yield curve discussed
above, and institutions will probably turn to overseas government bonds
and domestic corporate bonds to maintain desired portfolio shares.

TABLE 32 : PSBR AND FUNDING
(£ billion)

Gilt Nat Reserves Other Other Over- Gross
sales Savs over- debt fund+ i gilt
to seas to sales
nbnbsps* financest nbnbsps to
all
sectors

11.7
1406
13.4
0.1
1.5
-2.6

1985-86 5.
1986-87 3.
1987-88 -3.
1988-89 -7.
1989-90 -7.
1990-91 -7.

23
-9.
-806

CoNC S G |
oo woON

* non-bank non-building society private sector
t includes foreign currency finance
+ overfund on M4 definition

86. The financing of the current account deficit occurs through several
gEggQg;sLﬁ EEESFt and portfolio investment inflows are expected to increase
markedly and direct investment outflows to fall back from previous high
Igtgis. Against this, the overseas sector does not continue to buy large
'quantities of gilts. After a large repatriation of overseas portfolio
assets in 1987, outward portfolio investment is expected to resume as
institutions purchase, inter alia, foreign government bonds. The resulting
shortfall in financing of the current account is met by a marked increase
in overseas deposits with UK banks. Clearly, for the exchange rate path
assumed for the forecast, an inflow on this scale would probably require
reasonably high differential between domestic and overseas interest rates.
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TABLE 33 : NET EXTERNAL CAPITAL FLOWS
(£ billion)
Direct Other Banks' Banks' General Official Balancing Current
invest private foreign sterling Gov't reserves item balance
-ment non currency liabi-
bank lities

-7. -8.0 . . 3.
-10. 14.0 . . 6.
-5. -0.9 . . -0.
-6. 1.8 . . -1.
-5. 2.4 . . -1.

(8) PUBLIC FINANCES

87. Table 34 compares the forecast with the FSBR internal January
forecast.

TABLE 34 : PUBLIC SECTOR EXPENDITURE, REVENUE, AND BORROWING
( &-billr¥on)
1988-89 1989-90 1990-91
January June January June June
Fore- Fore- Fore- Fore- Fore-
cast FSBR cast cast FSBR cast FSBR cast

General

Government
Expenditure 183% 183 181 194% 193 194% 201% 205%

General
Government
receipts 185%*

Assumed cuts
in personal
taxes

(cumulative)

GGBR

Public
corporations'
overseas

and market
borrowing -% -

PSBR -3% -3 -7% -3% -3% =-7%
(per cent of (-%) (-%) (=1%) (-%) (0) (-1%))
GDP)

* adjusted to post-1988 budget tax rates




(' 1988-89

88. The PSDR in 1988-89 is forecast to be £7% billion, compared with
€3 billion in the FSBR. The more buoyant forecast for economic activity
increases tax receipts and reduces some items of expenditure. On the
assumption that BSC is privatised this year, privatisation proceeds are
likely to be closer to £6 billion than the £5 billion assumed in the FSBR.
Table 35 summarises the revisions.

TABLE 35 : MAIN CHANGES SINCE THE FSBR IN THE PSBR FORECAST FOR 1988-89

£ billion
Higher General Government Receipts
higher North Sea revenues from a higher North Sea oil
price;

higher ACT reflecting higher dividend payments;

higher stamp duty reflecting higher house prices and
stock market turnover;

higher VAT and specific duties mainly reflecting
higher consumer spending;

higher interest receipts (largely reflecting removal of
presentational adjustments in Budget forecast);

higher ECGD trading deficit on the assumption of no
refinancing of loans;

TOTAL

Lower General Government Expenditure
lower departmental spending

higher privatisation proceeds
lower debt interest payments

changes to other adjustments
TOTAL
TOTAL CHANGE IN PSBR FORECAST

(b) Public Expenditure

89. With the planning total (excluding privatisation proceeds) in 1988-89
forecast to be close, in cash terms, to that in the 1988 PEWP, the higher
forecast inflation squeezes expenditure E;—;;;E~EE;E§~T§53’table 36). But
higher forecast real growth of expenditure in 1989-90 and 1990-91 produces
a forecast level of spending in 1990-91 in real terms that is above the
plans.

36
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TABLE 36 : PLANNING TOTAL EXCLUDING PRIVATISATION PROCEEDS .

1987-88 1988-89 1989-90 1990-91

£ billion current prices
1988 FSBR 151.0 161.8 172 6l 181.1

Forecast 1510 161.5 174.6 186.9

Real growth %
1988 FSBR 2% 2% 1%
Forecast 1 2% 2%

90. Table 37 compares the forecast of the planning total in cash terms with
the PEWP. Local authority current spending accounts for the largest claims
on the reserve. Taking defence and health together, about three-quarters
of the overspend in cash terms on existing plans is attributable to pay.
Forecast overspending on other central government programmes is consistent
with some future increase in provision for investment in roads, prisons

etc.
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FORECAST ADDITIONS TO EXPENDITURE PLANS

1988-89

£ billion

1989-90

1990-91

PEWP
1988

Allocated to programmes

1. Social Security

(including HB)
Defence
Health

Net EC

Other CG

LA current
(excluding HB)

LA capital

Nationalised
industries

Other PCs

46.
19.
21.

0.
29.

0.
0.

Forecast
Claims
on

Reserve

Survey
Baseline
49.5
20.0
22.9
1.5
31.1

35.2
3.9

Forecast
Claims
on

Reserve

Forecast
Claims
Survey on
Baseline Reserve
S2.
20%
24.
A Iz

32.

. Total programmel58.

. Privatisation
proceeds

-5.0

Expenditure met from

existing reserve

(i) allocated to

programme
baseline

0.0

(ii) unallocated 3.5

13. Underspend (=)

Required Addition

to Reserve (+)

0.0

-102

0.0

PLANNING TOTAL

156.8

155.6*

167.1

*Forecast of the planning total outcome

91. General government gross debt interest payments are forecast to be only
a little lower in 1988-89 than in 1987-88 because the need to finance the
rise in the foreign exchange reserves has continued to push up the gross
After 1988-89, with large net repayments
and a partial unwinding of the rise in the
sharply, particularly

stock of debt outstanding.
debt by general government

reserves assumed, gross interest payments

1990-91.

fall

of
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92. The ratio of GGE (excluding privatisation proceeds) to money GD‘s
forecast to be about one percentage point below that in the FSBR in
1988-89. It is forecast to fall further in 1989-90 and 1990-91 and to
remain below the FSBR path.
TABLE 38 : RATIO OF GGE EXCLUDING PRIVATISATION PROCEEDS
TO MONEY GDP (per cent)

1985-86 1986-87 1987-88 1988-89 1989-90 1990-91
1988 FSBR 44% 43% 41% 41% 40% 40
June forecast 44% 44 41% 40 39% 39%

93. Table 39 compares the forecast of GGE excluding privatisation proceeds
with earlier internal forecasts, successive PEWPs and the 1988 FSBR. The
forecast for 1988-89 is a little lower in both cash and real terms than in
the last internal exercise in January. The forecast for 1989-90 is broadly
unchanged in cash terms but lower in real terms.

TABLE 39 : PAST AND CURRENT FORECASTS OF GGE
EXCLUDING PRIVATISATION PROCEEDS (£ billion)

1987-88 1988-89 1989-90 1990-91
Forecast Current Real Current Real Current Real Current Real
Prices Terms* Prices Terms* Prices Terms¥* Prices Terms*¥*

PEWP 1986 174 168 179 168 - -
June 1986 177 170 186 171

PEWP 1987 179 172 185 172 193 174
June 1987 170 170 190 171 203 174
PEWP 1988 178 170 188 173 198 176
Jan 1988 177 169 188 171 200 173
FSBR 1988 174 169 188 171 198 174
June 1988 177 169 187 168 200

* 1986-87 prices

(c) Receipts

94. The forecast of total taxes and national insurance contributions (NICs)
in 1988-89 is some £2 billion higher than in the FSBR. Even so because the
level of money GDP is also higher the total and non-oil tax burdens are
expected to fall in 1988-89, compared with no change in the FSBR. Before
taking account of fiscal adjustments the non-oil burden is forecast to rise
by about % percentage point in 1989-90 and to be broadly flat in 1990-91.
The rise in 1989-90 is more than accounted for by a rise of over 20 per
cent in non-North Sea corporation tax which in turn reflects forecast

continued strong profit growth into 1988.

95. Table 40 shows that the assumed tax cuts are sufficient to hold the

non-oil tax burden roughly flat.
39




SECRET

CA

. TABLE 40 : NON-OIL TAXES AND NICs AS A PERCENTAGE OF NON-OIL GDP

1986-87 1987-88 1988-89 1989-90 1590-91
MTFS
(a) pre-fiscal
adjustment 37.5 37.17 377 3757

(b) post-fiscal
adjustment 3755 3753 37.7

Summer Forecast
(a) pre-fiscal

adjustment 3745 37.8 3743 37.9 3729
(b) post-fiscal

adjustment 3725 37:8 3753 37.4 3755

CHART F : THE SHARE OF NON-NORTH SEA TAXES AND NICs IN NON-NORTH SEA GDP

40+ -40
%
39+ L3e

384

374

==~ Before fiscal odjustment
After fiscal adjustment

963 1965 1967 1969 1971 1973 173 W77 1973 mMe1 183
_ FINANCIAL YEARS

(d) Local authority finances and the LABR

96. The assessment of LA finances is particularly hazardous on this
occasion because of the uncertainties associated with the introduction of
the local government finance reforms, in 1989 in Scotland and 1990 in
England and Wales. The forecast is crucially dependent on assumptions on:

the growth of LA current expenditure;

the proportion of expenditure financed by central government
grant.




SECRET

97. Local authorities' budgets for 1988-89 indicate that overspending
(compared with PEWP provision) on current expenditure will be lower an
previously forecast - current expenditure might rise by 1 per cent in real
terms compared with 3% per cent in 1987-88. Upward pressure on spending is
likely to re-emerge from next year on as a result of the costs of
implementing the community charge (CC) and the introduction of other
initiatives such as the national curriculum. Real increases in current
spending of around 4 per cent a year are forecast for 1989-90 and 1990-91.

98. The outturn central government grant percentage is assumed to fall
slightly in 1989-90. 1In 1990-91, the first year of the CC in England and
Wales, a one per cent rise in the outturn grant percentage is assumed
(after continuous falls in the 1980s). This is equivalent to holding the
percentage constant at its level in 1989-90 before deduction of grant
penalties for overspending which will cease to exist in the new regime.

99. Against this background total income from domestic rates and the CC may
fall a little in real terms in 1990-91 (see table 41).

TABLE 41 : LOCAL AUTHORITY CURRENT EXPENDITURE AND INCOME

$ increases in real terms
1987-88 1988-89 1989-90 1990-91

Total current expenditure 3% | 4 4%

Income from:
Central government grant 4 -2% 3 6%

Business rates 2% 3% 7 4

Domestic rates and CC 2% 3% 5% -1

100. The LABR is forecast to be in the £1%-2 billion range throughout
the forecast period. (It was £1% billion in 1987-88.)
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ANNEX : COMPARISON WITH OUTSIDE FORECASTS

JUNE
FORECAST

ACTIVITY

1. GDP_VOLUME
(per cent change on year earlier)

1988
1989

2. UNEMPLOYMENT
(UK, sa, excluding school leavers
in millions)

1988Q4
1989Q4
INFLATION

34 RPI
(per cent change on year earlier)

198804
1989Q4

PUBLIC FINANCES
4. PSBR

T% billion)

1988-89
1989-90

MONETARY CONDITIONS

5. SHORT TERM INTEREST RATES
(per cent)

198804
198904

STERLING INDEX
(1975=100)

1988Q4
1989Q4

CURRENT ACCOUNT

7. CURRENT BALANCE
(€ billion)

1988
1989

AVERAGE OF
OUTSIDE FORECASTS
(JUNE)
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* Projections by Social Security trustees based on
current law and intermediate demographic and
economic assumptions (variant 11B ). Both revenue

and surplus include interest earned on the trust
funds.

or opportunity?

The burgeoning surplus of the
U.S. Social Security system has
come to the fore this year as the
latest temptation to procrasti-
nate on decisive measures to cut
the federal budget deficit. Under
current law, the system surplus
should rise from a projected $37
billion in the current fiscal year
to almost $500 billion by 2015 —
over 2% of GNP at that time (see
Chart 1). More immediately, the
projected $25 billion increase in
the surplus between FY1987 and
the new fiscal year beginning
this October more than accounts
for the $15 billion narrowing ex-
pected over the period in the
federal budget deficit (unified
basis). Further, the increase in
the Social Security surplus alone
should provide more than one-
third of the $150 billion budget
deficit reduction targeted by
FY1993 under the Gramm-Rud-
man-Hollings (GRH) legislation.*

_Beyond FY1993 — assuming

GRH compliance — there should

*The GRH targets are based on the “uni-
fied”” budget — that is, they include the
“off-budget” expenditures and receipts of
the Social Security system, as well as “on-
budget” items such as defense, income
taxes, and Medicare.

'U.S. Social Security surpluses: pitfall

be a large and growing budget
surplus (see Table 1). That al-
luring prospect, so different
from today’s dreary deficit reali-
ty, already is inspiring some
members of Congress to rush
forward new spending schemes.
The Social Security outlook is
not the only source of compla-
cency on the budget issue. April’s
drop in the U.S. trade deficit, to
below $10 billion CIF, plus the
upgrading of mainstream _fore-
casts for U.S. real GNP growth
this year, to above 3.5%, sug-
gest that the external imbalance
is on its way to correction with
no sacrifice_of growth. To date,
growth and trade adjustment
also have been consistent with a
fairly stable underlying inflation
Tate since the economy’s re-
sources have not been unduly
pressured. Now, however, the
combination of strong external
- At el L)

and domestic demand has
brought the economy close to
full employment and full capacity
utilization in a number of sectors.
From here on, substantial further
trade correction, which will have
to be mainly export-driven, re-
quires domestic demand re-

R
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