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Economic commentary

Introduction

Throughout this year there has beengrowing evidence of an expansion of
economic activity, butitremainsrathersubdued. After some deterioration
earlier in the year, financial conditions have improved since the measures
of 8th June. The rate of inflation has changed little in recent months.

The main ingredients of the recovery over the last year have been
evident for some time and are indicated in the chart. After two quarters of
contraction, consumer spending has risen fastsince the middle of last year
and in the second quarter it was 5% higher in real terms than a year earlier.
Anunusually rapid increase in real personal disposable income—the
result of earnings rising more than twice as fastas prices, augmented by
tax cuts—has been responsible (see page 334). For a time this sharp
expansion of demand was notreflected in much increase in output,
because of muchreducedstockbuilding and an interruption in the growth
of exports.

Butoutput rose by nearly 1% in the first quarter of 1978, accompanied
by substantial stockbuilding and a surge in imports which put the current
account back intodeficit. Stockbuilding was also heavy in the second
quarter, despite slightly slower growth in output,indicating the
possibility of some overstocking. But the remaining components of
demand are all on an upward trend, suggesting a continued rise in final
salesduring therestof the year.

As the June Bulletin suggested (page 164), imports of industrial
materials fell back in the second quarter from the unexpectedly high level
of the first, butnot by much. With imports of finished manufactures
continuing to rise by more than 5% a quarter, the current accountdeficit of
the first quarter was not quite offset by a £200 million surplus in the
second. A modest surplus remains in prospect for the second half of the
year, but with exports growing onlyslowly in the face of slow growth in
UK export markets (see page 342), this will require that the proportion of
demand met from domestic production does not fall any further. The
recentappreciation in the effective exchange rate (now 3% above the level
of mid-1977) has resulted in some gain in the price competitiveness of
imports, but effective export competitiveness is still relatively favourable
(see page 343).

These developments underline the importance of what happens to
wages. During stage three, earnings appear to have risen by nearly 15%,
restoring gross pay, in real terms, to the level of two years earlier. This has
impeded the improvement in corporate profitability, which is still low (see
page 338). Thisin turnlimits the scope for further improvementin the rate
of inflation in coming months, despite the recent favourable trend in raw
materials prices. Retail prices rose in the year to June by only 7% —the
smallest increase for more than five years. The corresponding figure for
July was slightly higher and the rate seems likely to edge up alittle during
the rest of the year, butacceptance of the Government’s pay guidelines
(see page 335) would permit a reduction next year.

Recent financial developments have been broadly in line with the
objectivesset for this financial year. There were substantial sales of
government stocks after the fiscal and monetary measures announced on
8th June, with the result that in the first three months of the current ‘target’
year, growth in sterling M, was at the lower end of the 8% —12% target
range. Domestic credit expansion and the public sector borrowing
requirement in this period were also consistent with the limits agreed with
the International Monetary Fund.

Real incomes rise

The growth in consumption, which is now well established and is the
foundation of the current expansion of the economy, is the result of the
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Main components of changes in
real personal disposable

income [a)

All the major components of income
have risen since the second quarter of last
year, while real tax and national
insurance payments were little changed.

£ millions at 1970 consumer prices
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[b) Increase (—)/decrease (+). Higher tax and
national insurance contributions reduce personal
disposable income.

[c) Self-employment income and rent, dividends and
net interest.

{d] Bank estimate.

Changes in components of
consumption

Spending on durables, although
accounting on average for only 10% of
total consumption, contributed two
fifths of the increase in the

year ending June 1978.
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unusually rapid rise in real personaldisposable incomes over the past year.
In the second quarter of this year, real disposable incomes were 73%
higher than a year earlier. Real tax payments fell, but much more
important so far has been the rise in pre-tax incomes: [1 ] all the major
components of income rose in real terms (see chart).

The prospect for the rest of this year is for continued growth in real
incomes, atmuch the samerate. Although price inflation may pick up
slightly in the second half, bringing a slower growth inreal earnings, the
announced 1978 Budget measures, by further reducing the tax burden and
increasing child benefits, will provide a considerable boost to real
disposable incomes, particularly in the third and fourth quarters when
mostof the changes become effective and rebates are paid.

Thesurge in consumption [2]

Aftera rise of 2% in the first quarter, the volume of consumers’
expenditure rose by less than % in the second, but the evidence suggests
that the underlying growth is strong. [3]

Over the year to mid-1978, consumer spending rose by 53% in real
terms compared with a fall of 2% in the previous year. Spending on
durablegoodsrose by 24%, while other consumption rose by less than
4%. Although spending ondurables is much the more volatile component
of consumption, it only accounts for about 10% of the total, so that
changesin the volume of other consumption are justas important in
determining changes in the total volume o f consumption (see chart).
Much of the growth in spending on durables was accounted for by greater
spending on motor vehicles, which rose by more than 40%. The major part
of this increase came in the first quarter of this year after real personal
disposable income had risen sharply—largely as a result of the payment of
tax rebates towards the end of 1977.

Fluctuation in the savings ratio

The erratic pattern of tax payments in recent quarters [4] has led to
considerable fluctuations in real disposable incomes. With consumers’
expenditure following a rather smoother path, the savings ratio has
fluctuated from quarter to quarter. [t rose sharply in the fourth quarter of
1977 to over 16%, fell to 14% in the first quarter of this year but probably
rose sharply again in the second quarter. Tax rebates payable in the third
and fourth quarters will tend to keep the ratio up, because of the usual

lag between an increase in incomes and its effect on consumption. The
continuing rise in realincomes should, however, increasingly be reflected
in consumer confidence.

Earnings accelerate

Although the 10% guideline was intended as the ceiling for the increase in
average earnings during stage three rather than asan entitlement for
everyone, few settlements have been below this figure; and the actual
increase in earnings was much greater than in the previous stage of pay
policy. In the eleven months from July 1977, the older index of average
earnings[5] rose by over 163% and the new index [6] by 143% (with

about §% and 15% respectively of these figures explained by back

[1]  Personal disposableincome inthe second quarter was £4 billionhigher than ayearearlier. Tax cuts during 1977 were
probably worth about £7 billion a quarter; nearly half of this could be regarded as compensation for inflation during
the previous year, so that real tax cuts accounted for a relatively small proportion of the rise in real personal
disposable incomes. However, the absence of indexation of specific indirect taxes contributed to some of the rise in
real personal disposable incomes by restraining the rise in retail prices.

[2] This section is in seasonally-adjusted terms.

[3] The smallrise in the second quarter contrasts strangely with the 4% increase inretail sales overthe same period.
The main reason for thediscrepancy is that spending on food. drink and tobacco, the major component of consumer
spending, is estimated 1o have fallen by 1% in the second quarter. while food retail sales rose by around 13%.
Moreover, whileretailsales of durable goods rose by 3% in the second quarter, total durables consumption fell by
1% because of reduced spending on vehicles.

[4) Resulting from the timing of the implementation of various tax changes.

[S] Seasonally adjusted.

[6] Not seasonally adjusted. The difference between the old and the new index figures for average earnings may well
persist even when the indices for July 1978 are available. This is because the old index concentrates heavily on
production industries; where there is more scope for productivity agreements to lift earnings than elsewhere,
whereas the new index gives much more weight to the non-trading public sector, where pay policy can be enforced
more rigidly.
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Average and basic hours, UK
manufacturing

The basic working week has stayed at
around forty hours for more than a decade
but average hours have continued to fall.
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The underlying rate of increase in
wholesale prices has picked up this year.
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pay received in June). To some extent, the increase in excess of 10%
reflects self-financing productivity schemes, allowable under the stage
three guideline. But the growth of productivity since July 1977 has been
less than this ‘excess’ rise in earnings: in both manufacturing and
elsewhere in the economy, output per head has grown in this period by
only about 13%.

The rapid increase in nominal earnings, together with the moderate rise
in prices, has resulted in gross real earnings over the year to June rising by
73% (new index), enough to recoup allbut 1% of the previous year’s fall.

The earnings outlook

Recentdevelopments might reasonably be expected tofavour the
substantial reduction in the rate of increase in earnings required if the rate
of inflation is to be brought down further (see the June Bulletin, page 170).
Inflation is now much lower than at the outset of stage three, and real
post-tax incomes have grown very strongly in the past year. Both these
factors are recognised in the Government’s guidelines for earnings during
the current round. [1] The guidelines provide foran average increase of
5%, although larger rises would be allowable, for partof a group, for
example to adjust differentials, provided that the increase for the group
concerned as a whole was within the overall limit. The guidelines also
provide for increases of more than 5% for the lowest-paid. [2] As in stage
three, payments under productivity schemes will be permitted, provided
that they meet specific conditions designed to ensure that they do not
result in any increase in unit costs.

Reduction in the working week

A similar proviso applies to cuts in normal hours of work, implying that
the cost of such reductions should be fully offset either by increases in
earningsofless than 5% orby increased output per man-hour. The length
of the basic working week for workers in manufacturing (fixed by
collective agreement etc.) has remained almost unchanged at forty hours
during the last decade (see chart). Nevertheless, average total hours of
work per worker have, except for cyclical fluctuations, fallen steadily.

Wholesale prices rising faster

Manufacturers’ buying prices rose by 43% between January and July,
partly as a result of sterling’s depreciation in the early part of the year.

But, despite this, buying prices were 13% lower in July than they had been
ayearearlier. Buying prices have been restrained by the weakness of the
US dollar, in particular through the effecton oil prices (which are fixed in
dollars). Nevertheless, theincrease over six months earlier, expressed at
anannual rate, which is a better guide to changes in trend than the rise over
twelve months, has picked up considerably in recentmonths (see chart).

The rate of increase of wholesale selling prices has also turned up this
year, but not so markedly. The underlying rate of increase of selling prices
may edge up further in the next few months, as the effects of earlier
increases in the prices of materials and the faster rise of earnings feed
through. But the recent strength of sterling should ensure that the upward
pressure from materials costs, at least, will be short-lived.

Retail prices edge up

The rate of increase of retail prices has risen slightly under pressure from
the much more rapid growth of unit labour costs since the end of stage two
and the pick-up in unit import costs this year. The month-to-month rise in
prices, which averaged under % in the latter halfof1977, has been
running at nearly 3% this year. Despite this slight acceleration, the
increase over twelve months has fallen considerably, dropping to 7.4% in
June, less than half what it had been a year earlier. In July, however, the

[1]1 See the White Paper, Winning the bartle against inflation, Cmnd. 7293
[2] Those earning no more than £44.50 for a normal full-time week after the increase.
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Consumer prices in the main
OECD countries

The average rate of price inflation has
accelerated recently.

Percentage increase in latest
three months on previous three
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twelve-month increase in the retail price index rose to 7.8 %, the first such
risesinceJune lastyear. Cost pressures, in particular from labour costs,
will probably lead to some continuing upward movement in the
twelve-month rate of increase for much of the remainder of this year.
Whether the rise in prices then decelerates will depend largely on the
course of earnings during the new wage round.

Similar price experience overseas

Since the turn of the year, the average rate of consumer price inflation in
the six largest overseas economies has quickened fromanannual rate of
around 5% to around 93% (see chart). Only part of this acceleration
appears to be seasonal. It was particularly marked in the United States,
where consumer prices rose atan annual rate of over 10% in the second
quarter. Rises in wages and in unitlabour costs have not generally been
slowing down recently, and commodity prices, which had fallen sharply in
terms of most currencies in the second half of last year, were rising gently
in the early months of 1978. These movements in commodity prices appear
to have been translated fairly rapidly into wholesale buying prices and
thence into consumer prices. There is some evidence of a faster rise also in
the majorindustrial countries’ export prices: these had been virtually
unchanged (on average, in national currencies) in the second half of 1977,
but in the first quarter of 1978 they rose by some 2%. Part of this
turn-round will have been due to the prices of raw materials exported by
these countries; but the prices of their manufactured exports which rose
by 3% —1% per quarter in the latter part of 1977 have probably risen faster
since then.

Housebuilding

Housing starts have picked up, butthe upward trend of housinginvestment
has been uncertain. After rising steadily throughout last year, the volume
of fixed investmentin dwellings fell by 83% in the first quarter, back to
what it had been a year earlier; this may turn out to have been a temporary
lapse. The fall was more pronounced in the private sector where
investment fell by 11%. Public sector investment fell by 4% but on average
has changed little for four quarters. With approvals to build picking up
towards the end of last year, however, and with greater official
encouragement to local authorities to spend up to the limitof their
allocations, some increase throughout the rest of 1978 is likely.

Private housing starts, which had been little changed over the previous
year, rose by 13% in the second quarter;and in March the Private
Enterprise Housing Enquiry forecast 165,000 starts for the year as a
whole, which would imply considerable acceleration in activity in the
second half. This now looks over-optimistic, but does reflect the greater
degreeof confidence amongst builders at that time, doubtless the result of
improving demand and profitability. Recent movements in house prices
and building costs suggest a significant improvement in profit margins in
the early partofthis year (see chart).

House prices continued to accelerate in the second quarter, rising by
over 6% on average, [1 ]to bring the increase over the past year to around
16%—much in line with the rise in earnings (see chart). The recent rise in
the mortgage rate will have added a little more to the costof house
purchase. Moreover, there are signs that building costs are beginning to
pick up more quickly; and with land becoming increasingly expensive, it
seems doubtful whether builders will experience much further
improvement in profitability.

Another factor tending to limit the future growth of housebuilding
activity is areversal of the strong upward trend in building society
commitments to lend, which reached a peak around the turn of the year.
The building societies have reacted to the sharp drop inreceipts in the
second quarter by cutting back on new commitments, which fell by

(1] Atthe mortgage approval stage.




Building society funds

Net receipts have been very low for some
months and this has led to a cut in new
commitments.
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£350 million between the first and second quarters (see chart). Although
they raised their share rate to 6.7% (net) from Ist July, the societies seem
unlikely to attract sufficient funds in the nextfew months to finance even
the current reduced rate of commitments withoutfurther drawing on their
liquidity. Their liquid assets expressed as a percentage of total assets have
fallen steadily to 183% at the end of July, compared with over 213% in
February. The societies will be reluctant to see liquidity fall much further
and, unless theirinflow improves, they may find it necessary to cut back
further on lending in the second half of the year or to consider a further
increase in their interestrates. In these circumstances, the £640 million
per month guideline (excluding ‘peripheral’ lending, i.e. lending for
improvements, extensions, etc.) agreed with the Government for the third
quarter—a £30 million increase on the first half of the year—seems
unlikely to be reached.

Resumed growth inindustrial investment

Industrial fixed investment [1] rose by 3% in the second quarter, aftera
pause at the turn of the year. In the first half of this year, it was 11% higher
than a year earlier—10% higher for manufacturingand 13% higher for
distribution and services. Notall ind ustries, however, have shared in the
upturn in manufacturing investment (see chart). In 1977, although
investment in metal manufacture, and textiles, leather and clothing fell,
investment in food, drink and tobacco rose by well over 30%. A strong
upturn in investment had been predicted by investment intentions surveys,
and may have reflected some improvement in business confidence—
admittedly, then very low—early last year. The strengthening of
companies’ financial position may also have eased a constrainton
investment; and companies withrapidly growing profits may have found
that capital allowances became amore effective inducement to invest. At
the same time, some companies which, because of depressed profits or
because of a backlog of unused allowances, could not themselves take
advantage of the tax incentives to invest, have nevertheless been able to
increase their capital stock on attractive terms by leasing; the relaxation of
the Control of Hiring Order last year has been a factor behind this year’s
sharp growth in vehicle leasing. There is anecdotal evidence that
particular emphasis has been placed on labour-substituting rather than
capacity-expanding investment.

Investmentprospects

The June Department of Industry investment intentions survey suggested
that industrial investment would rise by about 9% [2 ]in 1978; this would
require growth of just over 1% per quarter during the remainder of the year
and may well be exceeded. In recent years, the survey has had quite a good
record in predicting the course of industrial investment (see chart
overleaf), and the Bank and the Treasury short-term economic forecasts
rely heavily onit. For each of the last five years, the survey has predicted
the direction of the change in industrial investment correctly and, in
general, the error of prediction has been quite small. Where this has not
been the case, itis usually possible to identify one of a small number of
factors as being responsible: changed business conditions; a different,
usually higher, rate of inflation from that expected; unexpected changes in
companies’ financial position; or unforeseen constraints on the delivery of
capital goods. For example, the substantial underprediction of the fall in
investment in 1975 can be attributed to underestimation (by companies) of
the extent to which inflation would accelerate, and failure to anticipate the
severity of the downturn in the economy, at a time when companies’
finances were already strained.

(1] Investment in manufacturing, and in distribution and services.

(2] About 10%-13% for manufacturing industry and 6%-8% for distributive and service industries. The increase for
manufacturing industry is much the same as that indicated by the July CB1 survey.
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Investment intentions and
outcome

There was a resumption of growth in
investment in the second quarter; further
growth this year is expected.
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Industrial and commercial
companies’ profits

The rapid improvement in profits, net of
stock appreciation, outside the North Sea
sector came to a halt in the third quarter
of last year.
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Companies’ gross trading profits have beenalmost unchanged since the
end of 1976 (see chart); output has been depressed, and falling raw
material prices lastyearwere, atleast partly, offset by growth in unit
labour costs under stage three. Netof stock appreciation and excluding
North Seaactivities, profits recovered sharply until the third quarter of
1977 but they have risen little since. Falling prices of raw materials had a
beneficial effect on profits last year, but this year these prices have risen
and their effect on profits will be adverse. Some improvement in
profitability can be expected from the pick-up in economic activity
(though this has so far been quite modest) but even so, non-North Sea
profits, netof stock appreciation, are unlikely to increase much this year.
There may not be much help to costs from raw material prices while
labour costs will, for much of the year, have been influenced by the rapid
increase in earnings during stage three. Real rates of return on non-North
Sea activities may still be under 4% by the end of the year.

Heavy stockbuilding

Stockbuilding in the first quarter amounted to nearly 1% of GDP;

it continued strongly in the second. The last Bulletin suggested that a
build-up of stocks of materials in anticipation of exchange rate changes
may have been one reason for this unusually buoyant growth. But it now
looks as though the impetus has come from the quite rapid growthin
output early in the year.

Despite already ample stocks of manufacturers’ finished goods at the
endof 1977, therewasarise of over1% in the firstquarter, with a further
23% increase in the second. This pattern of behaviour is difficult to
rationalise—it might have been expected that manufacturers would run
down their ‘high’ stocks, given the pick-up in demand, but this has not
been the case so far. Firms may have been prepared to hold abnormally
high stocks, partly because of their current liquid financial position and
partly in expectation of a further growth in demand. An alternative
explanation may be that manufactured goods are classed as finished if they
areready for despatch from the factory, regardless of whether they are
intended for final sale or for use as components. Much of the rise in
stocks of finished goods could have been in ‘component industries;,
reflecting the recent rapid growth in the production of intermediate goods,
rather than in finished goods for consumption.

With domestic stocks remaining high (86% of respondents to the CBI
June monthly trends inquiry regarded their stocks as ‘adequate’ or ‘more
than adequate’), part of the increased demand for domestically-produced
goods is expected to be met out of stock—thus dampening the growth in
outputduring the remainderofthe year. Retailers’ stocks rose by more
than 3% in both the first and second quarters, and it is difficult to envisage
such a rapid rate of accumulation persisting in the coming months.

Domestic output—a moderate response

After somewhat brisker growth than expected in the first quarter (0.8%),
the output-based measure of GDP, usually regarded as the best indicator of
short-term movements, rose by only 0.4% in the second. Nevertheless, it
has now risen for four quarters in succession, and the indications are that
this modestexpansion is set to continue, though possibly with a pause in
the second halfof this yearas the recent high rate of stockbuilding
moderates.

Industrial output rose by about 1% in the second quarter and is now
13% above the average for last year. The increase in activity has so far been
rather moderate, but appears to be sustained. With manufacturing
production in the firsthalf of 1978 only 0.6% higher than in the second
half of 1977, there has probably been some further fallin capacity
utilisation. (This is suggested by two of the indices shown in the chart on
page 347, though the results of the CBI survey—also shown on that




Contributions to the change in
GDP

Oultput of the services sector has
improved in every year since 1970,
despite cyclical fluctuations in the rest of
the economy.
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chart—seem to suggest that capacity utilisation has shown some increase
in recent months.)

A surprising feature of the recent rise in manufacturing activity is that
the bulk of the growth has been in intermediate goods industries, rather
than in industries producing consumption goods where most of the
strength of demand has been concentrated. In 1971-72, when consumers’
expenditure began to expand rapidly, production in non-consumer goods
industries fell for more than a year, while industries producing consumer
goods expanded at an increasing rate.

With little evidence of a substantial rise in manufacturing employment
so far this year, therise in manufacturing production has probably been
associated with an improvement in productivity. Given the provisional
nature of the employmentstatistics from 1976, it is difficult to be sure
about recent movements in productivity. The available figures, however,
suggest that productivity in the United Kingdom fell in 1977 and is
currently only slightly above whatitwasin 1973, despite the improvement
this year. A comparison of the UK performance with that of other major
industrial countries shows that the recovery in output and productivity has
been swifter abroad, but also brings out the slower UK growth overa
longer period (see chart overleaf).

The depression of the past few years has been mainly concentrated in
manufacturing, with activity in other sectors on the whole stronger,
particularly in services (see chart). Output of the ‘other services’ sector
has grown by just under 23% per annum on average since 1970 with strong
growth in financial, and professional and scientific services. Ind ustrial
production fell behind during the downturn butsince 1975 hasmore or
less kept pace with aggregate output. The recalculation of the National
Accounts using 1975 as the base year (shortly to be published in full)
mightalter this feature, however, with amuch greater weig ht being
assigned to North Sea oil output which will in turn boost the growth of
GDPsince 1975. Some indication of the effect of this recalculation is
showninthe chart; between 1975 and 1977, GDP increased by 4.8% using
1975 as the base year as against 3.4% using 1970; the greater weight
assigned to North Sea oil accounts for just over half of the difference.

The labour market

The trend of unemploymenthas been downwards in recent months; yet it
isdifficultto reconcile this with recent data for employment—which
suggestlittle change over the last year—and the probable growthin the
labour force in the same period. The pattern for men is particularly
difficult to explain.

Seasonally-adjusted unemployment fell for nine months from last
September’s peak of 6%, and, although this reduction was checked in June
and partlyreversed in July and A ugust, the figures for these three months
were nevertheless lower than in the corresponding months of 1977.
Moreover, the recent rise may simply reflectseasonal adjustment
problems [1]and could bereversed in the autumn. Slightly lower male
unemployment has been partly offset by higher female unemployment.

There was some growth in employment in the first quarter, mainly in
services, aftera slow decline in the preceding six months, but apparently
little since; consequently, there has been little overall change over the past
year. Employment in production fell by around 10,000 in both April and
May, and, since this sector accounts for more than 40% of total
employment, a significant overall rise between March and June seems
unlikely. As with unemployment, a reduction in male employment has
been offset by arise in female employment. Thus the total number of
employees (employed plus registered unemployed) has apparently
changed very little over the last year, despite a rise of around 200,000 in
the population of working age.

[1] SeetheMarchBulletin, page 12.
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Output, employment and
productivity

The recovery in output and productivity
since 1975 has been swifter abroad

than in the United Kingdom.
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The growth in the number of female employees—about 70,000
—appears broadly consistent with known demographic changes,
although it suggests that the proportion of women of working age who are
either in or seeking employment may now be rising less rapidly than in
recentyears. By contrast, the reduction in the number of male
employees—also about 70,000—is difficult toreconcile with the increase
in the number of men of working age. An increase in the numbers in
full-time education and an expansion of the Government’s youth
opportunities programme go some way to reconciling these differences
but they still leave a considerable gap unexplained. One possible
explanation may be earlier retirement. Another may be that high rates of
unemployment and declining real incomes have led some male workers
into self-employment, the numbers of which are not accurately known;
thismightcast further lightonskill shortages. [1]Skilled workers might
be the mostlikely candidates to venture and succeedin self-employment.
There may also have been a fall in the number of people doing two jobs.

Government current spending rising again

General government final consumption [2 ]in the first quarter of 1978 was
1.5% higher than in the corresponding period of 1977, with much of the
growth coming in the second half of the period. Expenditure in 1977/78 as
awhole was nearly the same as in 1976/77. Gross domestic fixed capital
formation by the public sector [3] has continued to fall steeply since a peak
in the first quarter of 1976. The fall over the year up to the first quarter of
1978 was nearly 8%, bringing the total fall over two years to nearly 29%.
Within the total, however, general government fixed investment has begun
to pick up since the third quarter of 1977.

Total public expenditure [4] is now expected to grow by about 5%
between 1977/78 and 1978/79, somewhat less than was predicted at the
time of the Budget. This is primarily because the shortfall in 1977/78 was
less than expected, leaving a higher base level of expenditure at the start of
1978/79.

The PSBR on target

The publicsectorborrowing requirement (PSBR) for the firstquarter of
1978/79 was £2.2 billion unadjusted, £1.7 billion seasonally adjusted,
suggesting that the path of the PSBR is within the Government’s
announced limit of £8.5 billion for the whole year. Borrowing by local
authorities was low in the June quarter, and may well be low in the current
quarteralso, but itis expected to pick up later.

One longer-term change in the composition of the PSBR, however, is
muchlowernet borrowingoutside the public sector by public
corporations; this arises partly from their much increased trading
surpluses and partly from the planned programme of repayment (either
early or at maturity) of foreign currency loans. These repayments will have
to be offset by additional on-lending to public corporations by central
government (adding in turn to the central government borrowing
requirement); there will be no effect on the PSBR as a whole.

The Budget tax reductions, apart from the relatively minor adjustment
of tax allowances, were not implemented early enough to affect tax
revenue for the first quarter of the financial year. The major proposal, a
new lower rate tax band, will affect revenue only from the current quarter.

The outcome of opposition amendments on taxation proposals during
the passage of the Finance Bill was to reduce forecast government revenue
for 1978/79 by about a further £450 million. A package of measures
announcedon 8th June was designed to restore both this revenue shortfall
and confidence in the capital markets. Among the proposals was an

(1] See the June Bulletin, page 158.

(2] This paragraph is expressed in terms of National Accounts definitions, constant (1970) prices,and seasonally
adjusted.

(3] General government plus public corporations.

(4] As defined in the 1978 Public Expenditure White Paper (The Government’s expenditure plans, 1978/79 10 1981/82,
Cmnd. 7049).




Trading positions of selected public corporations

£millions
Fixed Profits[b] Percentage
assets[a) rate of
return
1975/76  1976/77  1977/78
A B c D E(=D|A)
Post Office 6,410 148 401 [l 368 N7
(348) (667) (718)
Electricity Council 5,826 (65) (206) 132 253/
(292)
British Steel Corporation 2,874 (=255) (= 95) (—443) (-154)
British Gas Corporation 1,651 (25) 32 180 10.9
(135) (325)
National Coal Board 1,001 (@) 29) 22) (2.2)
British Airways 819 (= 19) (75) (39) (4.8)
British Rail 765 (EN6L)m (=830) 27 (35)

[a] Historic cost valuation at end-accounting year 1977/78 (end-calendar year 1977 in the
case of British Rail). Historic cost valuation seriously undervalues certain kinds of
assets, in particular those with long lives (i.e. land and freehold buildings) acquired a
long time ago. This phenomenon is particularly important in BritishRail’s case, where
the valuation of their entire operational land is only £24 million. The figures for
percentage rate of return in column E should therefore be treated with caution.

[b] Beforetax, but after government compensation for price restraint and, in the case of
British Rail, passenger transport subsidies. Profits are, where possible,given after
provision for supplementary depreciation; figures in brackets refer to profits before
supplementary depreciation.

[c] Before provision of £101 million forelimination of profit above the price code
reference level.

Current balance
£millions
1977 1978
3rd 4th Ist 2nd
qtr qtr qtr qtr
Visible balance + 311 ) —612 =215
of which:
Oil balance —602 S a9% —646 —420
SNAPS [a] balance +166 + 54 = 3 {85
Underlying non-oil balance +467 +598 + 66 +130
Invisible balance +543 +512 +295 12383
Current balance +574 +507 =917 +198

[a} Ships.North Sea production installations, aircraft and precious stones.

Price and volume components of
visible balance changes

The sharp changes in the visible balance
since the middle of 1977 have been
mainly a reflection of movements in the
balance of resources.

£ millions
— — 1,000
Change in balance
of resources = 500
- ,\\ +
< 0
Nl =
T Change in
price —
Change in
o visible balance . 500
— LR (e ST e
1976 1977 1978

increase of 23% in the national insurance surcharge onemployers, but this
was subsequently reduced to 1 3% as a result of Parliamentary pressure; the
surcharge will realise about £300 million during this financial year and
about £900 million in a full year.

Higher profits of nationalised industries

The improved trading position of many major nationalised ind ustries
which had becomeapparent through theirincreasing gross trading
surpluses has been reflected in several recently published results for the
accounting year 1977/78 (see table).

The current account: some improvement but a poor half-year

A current accountsurplus in the second quarter partially offset the
unexpected deficit of the first (see table). Almost all of the improvement
came from oil and erratic items.[1] The terms of trade deteriorated, but
there was a strong improvement in the balance of resources in goods,
which had fallen in the previous two quarters (see chart).

None the less, the £84 million current deficitin the first half of 1978 was
disappointing after the surplus of more than £1 billion in the previous half
year. Most of the deterioration resulted from imports (excluding oil and
erratic items) rising three times as fast as exports. This was aggravated by
adecline of one third in the invisible surplus.

The world economy still growing slowly

The world economy is still depressed. Although the rate of growth of the
OECDarea has picked up alittle since the second half of last year (when it
was only 3% atan annual rate), recent developments suggest that growth
this year will be no faster than the 33% achieved in 1977.

Growth of the US economy remained relatively buoyant although the
prospects are less encouraging. Real GDP rose sharply in the second
quarter, but the first quarter figures had been depressed by strikes and bad
weather and this recovery was less than most forecasters had been
expecting; the Administration have again revised their forecast for growth
in 1978 downwards, to 33%—4%. The West German economy remains
depressed. Total output barely rose in the first quarter, and although, as in
the United States, this partly reflected the effectof bad weather and
strikes, activity since then has not revived much. [2] Industrial production
in the second quarter was no higher than in the first. In the other main
overseas economies, Japan, France and Italy, where total output and
industrial production accelerated in the first quarter, growth has slowed
down since. In the smaller European economies, which together grew by
only 2% last year, activity slowed down further in the early part of this year
as the effects of deflationary policies continued to make themselves felt.
Industrial production was particularly depressed. Unemployment in the
industrial countries has continued to rise surprisingly slowly, given the
sluggish pace of activity, although there are signs that it is rising faster now
in a number of countries.

World trade continues to revive

Although outputin most industrial countries has continued to increase
only slowly, the growth in the volume of world trade has accelerated a little
since its abrupt slowdown in the first half of last year, and it was probably
growing at about 5% per annum in the first half of this year, about the same
as in the second half of 1977. Faster growth of imports into the United
States, Japan and some of thelarger European economies helped to
maintain the growth of world trade, whereas imports by OPEC, which
werea sustaining factor in the second half of last year, rose less fast;
imports into the smaller OECD economies have fallen, probably reflecting
continued attempts by some countries to restrain demand.

[1] Ships, aircraft, precious stones and North Sea production instaliations.
[2] The proposed stimulatory measures announced after the Bonn Summit in July relate principally to 1979.
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OECD industrial production,
world trade and UK export
markets

UK export markets may continue to
expand steadily through the rest of 1978.

Logarithmicscale 1970= 100

UK export volume
industrial production
output-weighted|[c]

-
v

Industrial production
trade-weighted(d]

5 iy e e e
1975 1976 1977 1978
(Forecast)

World import volume: world-weighted.

] World import volume: UK trade-weighted.
OECD industrial production (excluding
construction): GNP-weighted.

[d] OECD industrial production (excluding
construction): world trade-weighted.

Growth of UK export markets

Per cent

Share of Growth of total imports volume
UKexports in UK exportmarkets.
imports[a] in 1977 Change on previous period
in 1977 atannual rate
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[a] Excluding United Kingdom.
[b] Estimates/forecasts.

Composition of imports of industrial materials

Percentage change in volume on previous quarter

Weights 1977

3rd
qtr

Industrial materials
(excluding preciousstones) +4.5
of which:
Basic materials +1.8
Chemicals +0.7
Other semi-manufactures
(excluding precious stones) +77

For the most part, the countries with slower growth of importsso far
this year were also important UK export markets (see chart and table).
As aresult, total UK export markets were probably only growing at about
4% per annum in the first half, more slowly than in the second half of 1977.
They may, however, grow faster in the second half of this year. The rise in
trade in manufactures (weighted by UK markets)appears to have followed
a similar pattern, slowing down in the first half of 1978 to an annual rate of
about 53%; this also seemslikely to accelerate during the remainder of
the year.

Total exports grow but manufactures lag

The volume of UK exports of manufactures (excluding erratic items)
increased by about 1% in the second quarter, somewhat less than in the
first. Exports of road vehicles and chemicals rose strongly, more than
offsetting a decline in exports of other manufactures, including textiles.
Even so, the overall volume of manufactured exports was still below the
record of the third quarter of 1977. Export performance in manufactures in
the first half of this year was not as impressive as in 1977 when the United
Kingdom gained market share: between the first halves of 1977 and 1978,
manufactured export volume rose by 23% compared with the estimated
6% increase in the UK-weighted volume of world trade in manufactures.
In July, the volume of manufactured exports rose strongly, suggesting that
the third quarter may show at least as much of an increase as the previous
two quarters.

The volume of non-manufactured exports rose by over 6% in the second
quarter, and in the first half of 1978 was noless than 15% above the average
for1977. Agricultural exports slipped only marginally from the
exceptionally high figure of the first quarter, while exports of basic
materials were a record. In both cases, exports in the first half of 1978 have
been considerably higher than expected. This buoyant performance
continued in July. The volume of fuel exports rose by almost 13% in the
second quarter toa new peak, mainly reflecting an increasein crude oil
eXports.

Some fall in imports of industrial materials, apart from chemicals

Thesubstantial rise in the volume of imports of industrial materials,
excluding precious stones, in the first quarter (see table), was earlier
thoughtto have been partly the result of UK firms taking advantage of the
high exchange rate and low commodity prices at the end of last year to
build up stocks of imported goods. This might have suggested some fall in
import volume as sterling depreciated in subsequent months. In the event,
industrial production picked up faster than expected, suggesting that
demand for these imports was probably greater than assumed and that any
stocks which may have been built up will probably have been utilised
rapidly. In the second quarter there was thus only a modest fall (45%) in
the volume of these imports (excluding chemical). If industrial
production continues to rise, imports of industrial materials are unlikely to
fall back much further. Indeed, the current strength of sterling against the
US dollar may encourage imports of those commodities generally priced
in dollars—a development which appears to have been reflected in the
figures for July.

Within imports of ind ustrial materials, one category—chemicals—
did not fall in the second quarter. The volume of these imports in the first
half-year was 144% above the same period a year earlier and appears quite
steady from month to month. In a very competitive market, the strength of
sterling at the end of 1977 and in the first three months of 1978 may have
been crucial and it is difficult to say whether the lower exchange rate
experienced since March will be sufficient to regain the lost
competitiveness. Domestic production of chemicals, however, rose in the
first half of 1978, with exports rising strongly.




Measures of competitivenesss)
There is likely to be a growing divergence
between effective export price and cost
compelitiveness in 1978.

1970 = 100

Current export prices (b}

Effective export prices [c]
— Current costs|d}
~

Effective export costs [e]

Current import prices [f]

oL o e |
1974 1976 1978

A downward movement in a series indicates an
improvement in competitiveness.

Ratio of UK expor: prices of manufactures (o
those of competitor countries.

Effective price-competitiveness is a weighted
average of current and past relative export prices,
the weights being derived from the relative price
coefficients in an equation explaining the volume
of manufactured exports.

Ratio of UK unit labour costs to those of
competitor countries: OECD series. This measure
is applicable to both exports and imports.

As in [c] but with relative unit labour costs
replacing relative export prices.

Ratio of UK price of manufacturing output to
import prices of finished manufactures.

Imports of finished manufactures still rising rapidly

Imports of finished manufactured goods (excluding erratic items) rose by
43% in volume in the second quarter after arise of over 7% in the previous
quarter; this growth was maintained in July. Such a strong upward trend
was not surprising because it was expected that domestic demand for
manufactured goods would rise quite strongly; butit is noteworthy that
imports of consumer goods were not predominant: the volume of imports
of machinery rose by 7% in the second quarter compared with a rise of
under 2% for road vehicles and a fall of over 2% in imports of clothing and
footwear.

Competitiveness

The chart shows movementsin UK exportand import competitiveness as
given by measures of relative unit labour costs and relative prices, both in
the current period and in effective terms—the net effect of current and
pastchanges. The fall in the exchange rate in the second quarter had a
significant impact on all measures of current competitiveness, but has had
little impact on the effective export measures. The paths of effective
export price and cost competitiveness for the rest of 1978 are now largely
determined, and the divergence between the measures can beseento be
continuing. Imports seem to react much faster to changes in
competitiveness, and the current indicators give a reasonable guide to the
effective position.

Thetermsoftrade([]]

Assuggested in the June Bulletin, the merchandise terms of trade [2] fell
in the second quarter. The extent of the decline (just under %) would have
been greater but for a relatively sharprisein the export unitvalue index in
May, mainly reflecting a temporarily high price for diamonds. The recent
fallin the terms of trade reflects the lagged effects of the appreciation of
sterling in 1977 in moderating the growth of export prices, together with
the initial impact on import prices of the depreciation of sterling in the
second quarter. In the absence of further depreciation, or of any
significant increase in the prices of commodities relative to those of
finished goods (which would lower the terms of trade because the United
Kingdom is a net importer of the former), the terms of trade for goods are
unlikely to decline significantly over the nextquarter or so.

Invisibles

The estimated invisibles surplusin the second quarter was around £330
million (seasonally adjusted). While higher thanin the firstquarter (now
revised upwards to £295 million), this is well below the 1977 average
(£500 million).

A major factorin the reduced surplus in the first half of 1978 was sizable
government transfers, particularly to the EEC budget under the
transitional arrangements which lead to payment of a full share by the
United Kingdomin 1980. Private transfer payments were higher on
average thaninl977, aslastwinter’s exchange control relaxations
continued to affect emigrants’ transfers. The deficitonsea transport
services which appeared at the end of 1977 widened progressively, and, as
expected, travel payments by UK residents have increased markedly this
year.

On the other hand, the surplus on interest, profits and dividends has
improved this year. The outflow on general government account was
comparatively low, with earnings on the official reserves remaining strong.
In the non-governmentsector, the net position on oil account is estimated
to have improved, with UK companies’ earnings on their investments
abroad rising and foreign oil companies’ earningsin the United Kingdom
falling despite their growing North Sea oil production, probably in part
because of increased tax liabilities.

[1] A research article on page 365 discusses movements in various measures of the terms of trade since the early 1960s.
[2) Export prices as a percentage of import prices.

343




Capital flows

£ millions: nor seasonally ad justed

Current balance

Overseas investmentin United Kingdom:
Public sector
Private sector
UK private investment overseas
UK banks' net external
liabilities in foreign
currencies
Exchangereservesinsterling:
Countries
International organisations
Private sterling balances
Other identified capital flows (net)

Balance oninvestment and other
capital flows
Balancingitem

Balance for official financing

- 44

189
80
6
323
17

480

89
204
599
319

+1,190
+ 820

+1,377
+ 32

+2,608

+1,932

Money stock

Both M, and sterling M ; have been rising
more slowly over the past three months.

Seasonally adjusted

Percentage change

on three months earlier

Sterling M3

J

M S D

1977

et e
J

M
1978

J

Net capital outflows

There was an unfavourable swing of more than £1 billion in identified
capital flows between thefirstandsecond quarters (see table). Inflows on
inward oil and direct investment were much reduced, there was a large fall
in UK banks’ net ex ternal foreign currency liabilities and a significant
run-down of both official and private sterling balances. On the other hand,
UK private investment abroad fell, largely because of net disinvestment by
UK oil companies. For the first time for more than two years, the balancing
item in the second quarter was negative.

Most of the net outflow occurred at the beginning of the quarter as the
authorities intervened strongly in support of sterling and the reserves fell
sharply. The measures announced on 8th June had little immediate impact
on the exchange market but, in line with other major currencies, sterling
began tostrengthen in mid-June when the US dollar came under intense
pressure.[1] The improved sentiment allowed the authorities to take into
the reserves a small amount of foreign currency.

Over the second quarter as a whole, official reserves fell by $3,778
million which included an early repayment to the International Monetary
Fund of $943 million and further net repayments of public sector foreign
currency loans of some $353 million. [1] In July and August, the reserves
fell by a further $137 million after net repayments of official borrowing of
$314 million.

Monetary growth slows down[2]

Sincethe measures announced on 8th June, the growth of sterling M, has
decelerated (see chart). In the first three months—to mid-July—of the
new"target’ year, sterling M, rose by 23%, comfortably within the 8%—12%
target for the year.

During April and May, conditions had been generally difficult in
financial markets. Bank lending to the private sector had also begun to rise
morerapidly; in the three months tomid-May it had increased by nearly
£525 million a month,[3] double the rate of the previous three months.
Thus on 8th June, the Government announced a package of fiscal and
monetary measures, including an increase in minimum lending rate
(MLR) from 9% to 10%, and the reimposition of the supplementary
special deposits scheme.[4] This was sufficient to stimulate a heavy
demand for gilt-edged stock, and within aweek the authorities had sold a
large amount. These sales were the chief factor restraining the previously
rapidgrowthin sterling M,

Private sector purchases of national savings held up well in the three
months to mid-July, even after the June rise in MLR, largely because
maximum permitted holdings of the fourteenth issue of national savings
certificates were increased with effect from IstJuly. Moreover, although
the central government borrowing requirement (CGBR) was much the
same as in the previous three months, net borrowing by the rest of the
publicsectorfell. Bank lendingto the private sector, however, accelerated
sharply, continuing to rise rapidly in the month to mid-July, the first full
month after the announcement of the reintroduction of the supplementary
special deposits scheme.

Domestic credit expansion in the three months to mid-July was less
rapid, and, at £1.6 billion, was broadly consistent with the limit of
£6billion for 1978/79 agreed with the International Monetary Fund
(see table on opposite page).

The stabilisation and subsequent rise in interest rates during the first
half of 1978 was reflected in a further deceleration in the rate of growth of
M, which rose by only 23% in the three months to mid-July, compared
with 43% in the previous three months.

[1] See page 352.
[2) Figures in this section are seasonally adjusted.

[3]1 Mostof the increase in bank lending in the three months to mid-May went directly or indirectly to finance consumer
spending (see page 334); even allowing for special factors, lending to manufacturing industry rose only slightly.

[4] Seebelow and page 357. The scheme was extended for a further eight months on 17th August (see page 358).




Reserve ratios and ‘the corset’

DCE and the money stocki) The supplementary special deposits scheme (‘the corset’) contributes to
monetary control by restraining the growth of the main category of bank
SRR e P ol i AT deppsits—?n terest-bearing eligible liabilities—which the banks are in a
Julyia EREOCtTgRR S lant8 R Apr.78 S Julyj8 position to influence. To avoid penalties for growth in these liabilities in

Central government e D 2 . 5
bt e e S S i b SR e T v excessof the limits specified, the banks have to restrain the growth of their

Net purchases (=) of assets while remaining free (subject to the need to maintain the minimum

central government

debt by non-bank g . o .
sl o e reserve asset ratio and to the general guidance on priority lending) to

Other publi b + 247 410 i i iti imi
Other g:di:]cgslic:uor[ ] g determine their composition. The penalty-free limitfor the growth of

UK private sector{c] + 969 +1,106 i = ] igl iabiliti i 1

s T Sk T L mteres_t bearing eligible liabilities for August—October implied some
Do TP Ee g reduction from the level ruling in May, following extremely rapid growth
External foreign currency n previous months,

finance (increase —) S A2 OSSREH 528 697 = 4216
Other =AY ST RNI26, 278 - 214

£ millions: seasonally adjusted; mid-month

Two factors have complicated the task of the banks. First, the underlying
Sterling M, +1,020 +1,324 +1,745 +2,473 o, .
Percentage change in demand for credit is much stronger than when the sche me was previously
sterling My P2k R LS ] ) EPRR1) 1 4 g G 2 .
: + 882 +1,470 +1,175 + 986 in operation,[1] making it harder for the banks to reduce lending.
Percentage change in M, SN RT3} D) + 44 A
Secondly, the banks were under reserve asset pressure as aresult of a
[a] Further details are shown in Table 11.3 in the statistical annex. bi . ff; inJ d Julv. includi ] ] f oil deed
[b] Contribution to the public sector borrowing requirement by the rest of the public combination ot factors in June an uly,including farge sales ol gi t-e ge
sector, less purchases of other public sectordebt by the non-bankprivate sector. StOCkS by the authorities a small CGBR ( unadjusted) and a sharp I'iSC in
[c] Including commercial bills held by the Issue Department of the Bank of England. \ ¥ i y A
the note circulation. T his led them to bid for funds on the inter-bank
market in order to finance the purchase of additional reserve assets. The
authoritiestooksteps both to relie ve reserve asset pressure (seefurtheron
page 349) and to prevent short-term interest rates fromrising even further
than they did. Even so, the pressure was still sufficient to raise inter-bank
rates relative to base rates during June and July. As much of the clearing
banks’lending is related to baserates,borrowers switched from other
banks (which charge market-related rates) to the clearing banks, thereby
worsening the position of the latter under the supplementary special
deposits scheme.

Assessment

The revival in demand noted earlier in the year has continued during the
summer. It is clear that the main stimulus has been the upturn in consumer
spending, generated by anincrease in earnings rather faster than that of
prices and by cuts in direct taxation, in association with a considerable rise
in the volume of consumer credit. Although the response from output may
not be broadly based, it has for some time been sufficient to take up
modest amounts of slack in some sectorsof the economy. Even so, the rise
in output and employment has not matched the pace of the recovery in
demand: a significant partofincreased spending has been met directly by
imports. Industrial materials have accounted for much of the overall rise in
imports, but there has also been a marked increase in purchases of finished
manufactured goodsfrom abroad.

The annual rate of price inflation has been broadly unchanged for some
months: it is not only essential to prevent any renewed increase, but it must
also be the aim to reduce it further. After the painful experience of the last
few years, it now seems to be widely recognised that monetary restraint
and moderation in pay settlements are essential and mutually reinforcing
constituents in the control of inflation. Monetary conditions after the fiscal
and monetary measures of 8th June have been more satisfactory:
substantial further sales of government stocks were made following the
ensuing recovery in market confidence; and the supplementary special
deposits scheme, subsequently extended on 17th August (see page 358)
fora further eight months, is acting to restrain the rise in bank lending. As
aresult, growth of sterling M, up to July was well within the target range,
and provisional indications suggest that its growth up to August may have
been below the range; and the pace of domestic credit expansion has

(1] December 1973~February 1975,and November 1976—August 1977.
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markedly fallen away. If the demand for bank credit continues to be strong,
some low priority borrowers may experience difficulty in obtaining funds,
at least for a time, but the extended scheme should leave the banks room to
make adequate lending to priority customers. On the foreign exchange
markets there has been no great change in the effective rate for sterling.

The recovery in living standards is welcome but further improvement
will be sustainable only if it does not attract excessive imports and is, on
the contrary, accompanied by steadily rising production and exports and,
in due course, by a full response from productive investment. The scope
for fostering faster growth by demand management s, in present
circumstances, limited by the constraints imposed by inflation and the
balance of payments.In the longer term, an improvement in the supply
side of the economy is of crucial importance to the United Kingdom’s
future economic performance and living standards. In this respect there
areanumberof questions which arise for discussion—which indeed apply
in one form or another to many other industrial countries also.

In recent years the growth of productivity has been unusually slow, most
notably in the industrial sector—which, though only partof the economy,
is an important part. Recession usually produces a temporary phase of
slow productivity growth. Itis therefore amajor question whether the slow
growth of productivity observed in industry in the recent past is the result
of the present recession, or whether it reflects a longer-term deceleration
in the underlying rate of economic growth.

Onereason for posing this question is the puzzling trend of
unemployment. Forinstance, with output growing relatively slowly
(barely 23% between the first halves of last year and this), unemployment
would be expected to have risen. But contrary to many predictionsitis
now lower than last autumn, and unfilled vacancies higher. Though the
Government’s job protection measures have helped to keep the level of
unemployment substantially lower than it would otherwise have been, they
probably did not affect the change in its level very muchin the last twelve
months. An explanation might therefore be that the underlying growth of
productivity has become much slower. It is also disturbing that the supply
of skilled labour has remained as short as it appears to be, and thatimport
penetration has continued toincrease so rapidly in many sectors of
manufacturing industry, even at this stage of the recovery in demand. Here,
too, the explanation might be that there is less spare capacity than the
previous trend of productivity would imply. If this were true, it would be
another indication of the importance of improving the supply sideof the
economy.

It will hardly be possible to geta clear answer to the question of how far
the underlying growth of productivity has slowed down, and to the
associated question of how large a margin there now is of unused capacity,
except by experience as the recovery proceeds: in the meantime there is
room for different views. The experience of previous recessions suggests
that,despite the temporary check to actual output, the growth of potential
output continues along its old trend rate; and that there is considerable
stability in these growth rates in different countries. Arguing from this
experience, it could be held that potential productivity has probably
continued to grow at near the old rate, and that the observed slow growth
of productivity is there fore for the most part a temporary dip associated
with the recession. On this view, on a somewhat mechanical cal culation,
there would now be up to 20% of spare capacity in manufacturing.

Against this it can be argued that the presentrecession is deeper and has
lasted longer than previous post-war recessions. And even before the
recession, gross investment was already falling below its previously
established trend, and netinvestment probably even more so; this is likely
to have reduced the underlying rate of productivity. One attempt to
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[a] The chart shows actual output as a proportion of
capacity output, as estimated in various indirect
ways:

Line A uses the estimate of capacity output made
by Artus and Turner (see footnote to text). The
possible unreliability of the method, based on an
attempt to fit a production function to the
historical data, has been indicated in the text.

Line B is derived from rougher, unpublished
estimates made in the Bank, based on movements
in capital/output ratios.

Line C is based on interpolation between
successive peaks of actual output, whatever degree
of capacity utilisation each represents, and
extrapolation from the last peak.

Line D isbased on the proportion of firms
reporting less than full capacity working in the CBI
quarterly Industrial Trends Survey: it should
indicate changes in the degree of capacity
utilisation, but does not provide a direct
quantitative measure.
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quantify this effect suggests that the rate of growth in manufacturing has
been reduced by about a third since 1970:(1] this in turn might suggest that
there is now 10%—15% ofspare capacity in manufacturing.

It is, however, uncertain how much credence should be placed on the
precise results of such calculations attempting to estimate the effect of
investment on the growth of potential output. Estimates of physical
investment are known to be subject to wide margins of error; the concept
of potential output is el usive and not capable of unambiguous
measurement; and, though this is a traditional area of research in
economics, it has not proved possible to distinguish with any degree of
confidence the separate effects of labour and capital on potential output.
Moreover, netinvestment in any one year is a small proportion only of the
existing stock of capital, so that the impact in a single year of a reduction of
investment is bound to be small. But overa number of years a sustained
shortfall of investment seems likely to have some significant effect on the
growth of productive capacity. Even so, most indicators suggest that
capacity ulilisation has fallensince the last peak in 1973; and that the
margin of unutilised capacityisnow considerable(see chart).

In the lastfew years, industry has been subject, not only to recession, but
tosome large shifts in relative prices, which may also have affected
industrial capability. The large rise between 1972 and 1974 in the prices of
industrial materials relative to those of finished manufactures has now
been substantially reversed; but most of the sharp rise in the relative price
of energy in 1973-74 has remained. One result, in part due to the rise in the
priceof oil, has been asubstantial fall in petroleum consumption in
industry. Higher fuel costs must also have modified the attractiveness of
different products and processes; and may have made some
energy-intensive products and processes obsolete. Though the scale of
effect can only be guessed at, this also may have reduced potential output.

If the capability of the UK economy has been reduced in these ways, it
has to be remembered that other industrial countries have been affected
similarly. All industrial countries have experienced an unusually long and
severerecession, in which investment has been depressed more, and for
longer, than usual. All countries too have been affected by the rise in the
relative price of fuel. It has also to be emphasised that these unfavourable
effects apply principally to the industrial sector which is only half the
economy. In the case of the United Kingdom, moreover, these
unfavourable effects have been accompanied by the progressive
exploitation of North Sea energy resources—an advantage not enjoyed by
most other industrial countries.

There has been some recent suggestion that amore fundamental and
long-term deceleration is taking placein the rate of output and capital
accumulation in industrial countries. This may be unduly pessimistic. If
productivity has been growing more slowly as aresult of lower investment,
there seems no reason why it should notbe helped ifinvestment picks up;
and the present recovery in manufacturing inves tment, if sustained, should
quicken the improvement in the growth of productive potential.

It would, however, be unrealistic to look for an early return to past
trends. The deterioration in the real profitability of industrial companies,
most especially in the years immediately following 1973, has been
documented in earlierissues of the Bulletin.[2] Much of the deterioration
is due to the prolonged weakness of demand during the recession; but
there have been other factors too. Manufacturers as a whole may have been
unable to pass on higher input costs fully; or have been insufficiently

(1] J.R.Artus and A. G. Turner, ‘Measures of Potential Output in Manufacturing for Ten Industrial Countries, 1955-80";
mimeographed: Research Department, International Monetary Fund. This paper estimates that there wasa marked
deceleration in the growth of potential output in UK manufacturing industry in the early 1970s—from 34% a year in
the decade 1960-1970 to about two thirds this rate since 1970.

(2] See the March 1976 Bulletin, page 36 and theJune 1977 Bulleiin, page 156.
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aware, with historic cost accounting, of the need to do so—with the result
that profitability measured in real terms has fallenfar below earlier levels,
and, despite some recovery, still remains so. Whatever the causes, the
consequences may be important. Many producers may now be slower to
increase supply in the face of a revival of demand for their products than
was earlier the case with better profit conditions. And uncertainties
stemming from experience of high and variable inflation and of the
recession in demand may also have reduced producers’ responsiveness to
increased demand, atleastuntil it is clear that the increase will endure.

Though this country is as well placed as most others, it may take
time for the rhythm of recovery to get established. While the general aim
must be the progressive reduction of the margin of unutilised resources,
policies directed towards this aim can only proceed with caution—given
the limitations imposed by the balance of payments and the dangers of
inflation. A moderate, continuing growth of demand could, however,
provide the opportunity for greater adaptability on the supply side; and,
if accompanied by an improvement of real profitability from its present
inadequate level, could contribute towards a faster and sustainable rate of
economic growth in the longer run.
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