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12 April 1990

ECONOMIC SEMINAR ON 17 APRIL

I attach an annotated agenda for the Prime Minister's seminar on
Tuesday together with some charts which she may find useful as

background.
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AGENDA FOR PRIME MINISTER'S SEMINAR
BACKGROUND
- Positi
Recent indicators show some weakening of business sector demand:-

————g

the CBI industrial trends survey of manufacturers
suggest a depressed order book, although the export

order book looks much more encouraging;

p—

=

the same survey confirms that investment expectations

—— g

are weak; manufacturing investment is expected to fall
A St T Y
in 1990;

S a—

commercial vehicle registrations in the three months to
February are considerably lower than a year earlier.
This has been a reasonably 5633 coincident indicator of
total business investment in the past;

emerging evidence from the monthly CBI survey is that
manufacturers are holding excessive stocks, perhaps

because demand is weaker than expected.

2. Surprisingly the indicators of personal sector demand are

= e -
rather more mixed:

retail sales growth rose sharply in February, following
higher December and Januar;—zzgures than we might have
expected given other indicators. 1In the three months to
February the growth of retail sales was a little

T
stronger than it had been through most of 1989;

—

and yet consumer confidence fell to a new record of low
R R T

levels in March probably reflecting the increase in

mortgage rates;
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car registrations were very sharply down in the three
months to February compared to a year earlier (although
in part this may reflect company sector expenditure);

although the housing market remains very weak with turn-
over still low, house prices seem to have stopped
falling;

indeed there are some signs of a strengthening of prices
o il
in the South-East and some growth of mortgage

commitments by building societies, despite the rise in
e

mortgage rates.

35 The monetary indicators continue to show a worrying

resilience

MO growth remains above its target range and has been

growing above 6 per cent in recent months. The recent

mortgage rate rise should mitigate this but the recent

growth of MO is not consistent with any significant slow
e ey

down in the underlying rate of inflation;

M4 growth continues at 16 to 19 per cent; and bank

m— ]
lending growth remains very buoyant at over 20 per cent;

the exchange rate is now 8% per cent lower than in March
last year and 5 per cent below its average level through
1986 to 1988.

4. The general tendency for demand and output growth to be
faster than expected continues. Non-oil output growth for 1989 as
a whole is estimated at 3% per cent - still above the probable
underlying growth rate. It slowed sharply through 1989 and by the
end of the year may have been growing at around 2% per cent.
However initial estimates to GDP have tended to be revised up

—y

subsequently.

5. Recent inflation figures have been extremely disappointing.
The month-by-month figures persistently turn out higher than
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indicated in our monthly profile. The RPI less mortgage interest
for instance has risen from 6.1 throughout November to February to
6.3 per cent in March. Part of the rise is due to unusually rapid
food price inflation and is an EC wide phenomenon. But it's
difficult to avoid the impression that general marketed retail
price inflation has picked up a little. The same message is
evident in the producer output price inflation figures which have
also edged up in a worrying way in recent months.

6. Developments in the labour market are also disappointing.
Recent pay settlements are running about 2 per cent higher than a
year ago. The slow down in growth means that productivity growth
will be particularly slow this year and the published figures in
unit labour costs are likely to look alarming.

e The visible trade balance has now clearly begun to improve.
Export growth is very strong during 1989 and manufacturers
regained much of the share of world trade which they lost as a
result of domestic capacity pressures in 1988. Imports have been
virtually flat over the past year as domestic demand growth has

slowed.

8. The improvement in the current account has been less marked
however because of a sharp deterioration in invisibles in the

RSy ———————,
second half of 1989. 1In part this reflects temporary factors -

unusually high contributions to the EC budget and high insurance
payments - but they also reflect a continuation of adverse trends
in the travel and transfers balance and high interest payments on
overseas investment in the UK.

9. The main features of the budget forecast are familiar:
Pr—— —

slow growth in 1990;

——==D

falling domestic demand in 1990 compensated in part by

———

strong growth of net exports;

a PSDR in 1990-91 of £7 billion, similar to that
recorded in 1989-90;
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an immediate prospect of a sharp worsening of inflation
mainly because of a number of special factors - the
March mortgage rate rise and the very high levels of
community charge set by local authorities - budget
revalorisation measures and surprisingly high food price
inflation.

there is not much prospect for improvement in the
underlying position in the months ahead; and on a
slightly longer time horizon much depends on whether

slack consumers demand growth squeezes retailers and

e e it S

producers margins. This is now necessary with unit
ik

labour cost rising sharply;

inflation is expected to fall much faster by mid 1991
—_— S——

(to around 5 per cent) as the big community charge

effect drops out along with the mortgage rate rise of
March 1990.

Issues for Policy
10. If the economy performs as set out in the forecast will it be

acceptable? Despite short run difficulties, by the second half of
1991 ~

output growth will be picking up;

inflation (actual and underlying) will be falling;

there will be scope for lower interest rates, including

mortgage rates.
11. But clearly there are risks both ways:
business and consumer spending may turn down sharply;

inflationary pressures may remain strong for longer.
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12. 1Is the risk of a sharper slow down more manageable?

although unemployment would rise, possibly sharply for a
time, underlying inflationary pressures would ease
faster;

the current account deficit would decline quickly;

and there would be scope for bigger and earlier
reductions of interest rates.

13. 1Is it a much bigger danger if the economy continues to be
stronger than expected?

underlying inflation could continue to creep up
throughout the year and make it more difficult to
achieve a satisfactory reduction by mid-1991;

—

there would be less scope for lower interest rates and

’———-ﬁg___————-ﬁ
less help from the mortgage interest-payments effect in

the RPI.

it could mean no improvement or even a deterioration in
the growth of MO and missing the target for the second

: s
year in a row;

it would be bad for the current account and probably the
exchange rate;

14. 1If the economy remains strong we could be faced with a
difficult choice:

whether to increase interest rates; this could help to
dampen demand but put up the inflation rate in the short
term. And increased political unpopularity could cause
the exchange rate to weaken rather than strengthen;
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whether to consider other measures; for example credit
controls. But it is difficult to see much long term

benefit without reintroducing foreign exchange controls;

introducing non interest-bearing reserve asset ratios

for the banks; we think this would be largely cosmetic
and could drive some business offshore. It would work
by raising interest rates for borrowers, but might act

L S —

as a disincentive to the expansion of credit and affect

the climate;
‘——_—\—

15. There is still a widespread perception that we are boxed in
and willing to exercise too much discretion. This would change
once we enter the ERM. 1In contemplating an early decision to join

we need to consider whether:
sterling is at an acceptable level;

there is a case for joining with wide margins initially;

—

joining the ERM immediately might help strengthen

. . I M | .
sterling for a given level of interest rates, and

therefore tighten monetary conditions without raising

interest rates;

we would be prepared to realign upwards if there was

persistent upward pressure on sterling;

we would be prepared to raise interest rates if we were
subject to downward pressure on sterling.

10 April 1990
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MONTHLY MONETARY ASSESSMENT: MARCH 1990 G

mg2. jb/Brooks,/91g

Summary Assessment

While signals from the real side of the economy are not unanimous,
their balance is that the economy probably continues to slowdown.
Recent figures however suggest a slight recovery in the personal
-sector, offset by continued slowdown in company spending. The
message of the monetary indicators remains less comforting, with
the resilience of MO's growth rate consistent with some recent
buoyancy in consumption. International prospects for interest

rates and inflation remain potential threats.

Rato e ind

MO's twelve month rate was 6.3 per cent in March, (February
6.4 per cent). MO is projected to fall within the 1-5 range by
the end of the year. (paras 34-36) ‘

M4's twelve month growth in February was 18.1 per cent. M4
lending increased more strongly than last month, by 1.4 per cent
(£7.3 billion); its 12 month rate rose to 20% per cent from
20% per cent. Company borrowing increased sharply. (paras 38,
45, 49)

Sterling's effective rate is 87.9, % per cent higher than at the

last Assessment and 8 per cent below its 1level in March 1989.

(para 32)

Internationally, interest rates have risen in Japan and are likely
to rise in Germany. No change is expected in the US. (para 5)
Retail sales rose sharply in February, by 2% per cent. But

consumer confidence dropped to record lows in March following the
mortgage rate rise. (para 1l1)

RPI inflation fell to 7.5 per cent in February but is expected to
be higher in March. Excluding mortgage interest payments
inflation was 6.2 per cent in February having previously stuck at
6.1 per cent for four months in a row. (para 19)

House prices have levelled out, although the 12 month change
continues to fall, with prices now at the same 1level as a year
ago. Housing market activity seems to have picked up slightly.
(paras 23-24).

ANNEX: PROFITABILITY IN MANUFACTURING
MG2 Division
6 April 1990
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Customs and Excise

Interest and dividends

Privatisation proceeds
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Departmental expenditure(l)
CGBR(0) excluding
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EXCHANGE RATES

Dollar : D-Mark Interest rate differentials Brent
sterling sterling spot
exchange exchang UK-USA UK-Germany price

($/bL)

VL0 UOOWRNNUIINEDG OOOND ON~NUNSNWOUrDaAND
SB0YVOVONPOY

29833 8392298829

LANDOUWNNOORIUUNRD

[ EEEEREEEEES NN

;UNUUN-IN-DNN#WWU
T TSRS P H

WOON UNOLrOND=VOURWS

8323

gy

LA
WWWWN
VOONSNNNODOORIN VUWNWS

VO® NOVNO=I IPNNWSN QOWOb O=~NNORONND-2W=0N
* + * +
‘IN&NU!

3 Tl
o ©°
LT
~ >

+* +

wow

il a'ea i eh s b ch e b
200N NPLDARNOBUEON NOOW®

- d e
1435888855884
CONOIRIXONWVIE ONONYY

* 4+
NNON
=a-X

1990 Jan
Feb

Nar
Apr 5

388 8335552555
5

&
]
saBN

FA2H 3IEYE

9532 233229229833 9228 B2N9SNRSSISRAIR
s

The oil adjusted ERI shows whether the joint effect of oil price and exchange rate changgs has been counter-inflationary
or otherwise, relative to the base period Jan 1983-Nov 1985, on the assumption that the inflationary effect of a & per cent
rise in oil prices is exactly offset by a 1 per cent rise in the exchange rate.

1985 = 100
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TABLE 13
NOMINAL AND REAL INTEREST RATES

Expected Real
Three Three Long Rate inflation 3-month Yield on index-linked Gilts**
month month (20 year over 12 interbank
interbank Eurodollar Gilts) months * rate 2011
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Unweighted average of forecasts by Phillips and Drew, National Institute, LBS, James Capel, Oxford Economic Forecasting
and Goldman Sachs; the expected rate of inflation for a given month is the change in the price Level between six months
earlier and six months ahead. This is assumed to approximate roughly to average inflation expectations over the three
months immediately ahead.

Average of yields calculated for each Friday of month and quarterly for last Friday in each month. Assumes inflation
averages 5 per cent per annum to redemption.

ALL figures except base rate are averages over the month/quarter; base rates are end month.
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CHART 14: STOCK INDICES

FT ACTUARIES ALL SHARE

DOW JONES

TOKYO SE TOPIX (je. all share)

Aug Sep Oct Nov Dec 1990 Jan

NOTE: RIGHT HAND SCALE SHOWS LEVEL OF STOCK INDEX
RELATIVE TO PRE 1987 CRASH LEVEL (100)




