Economic commentary

World trade and output have risen less rapidly since the middle of last year, as US growth

has slowed. But world recovery continues, activity has quickened in most European countries
and prices in domestic markets and in international trade remain subdued. Although
differences in growth rates, inflation rates and real interest rates among the industrial countries
have generally narrowed, the dollar continued to strengthen against most other major
currencies until the end of February.

In the United Kingdom, which will shortly complete its fourth year of recovery, output last
year now appears to have been more buoyant than earlier statistics had suggested.

Cost pressures, however, have been building up: with slower growth of productivity, the rise in
unit labour costs accelerated sharply towards the end of 1984 and sterling’s fall caused a rapid
increase in the cost of imports even though world prices were weak.

Depreciation of the exchange rate was until recently more than sufficient to maintain the
competitiveness of UK manufacturers at home and abroad; but increases in costs have not so
far been fully reflected in domestic selling prices.

Bank lending to the private sector, especially to industrial and commercial companies,
accelerated in the latter part of last year and personal sector debt and income gearing continued
to rise.

The March Budget provides for a £0.7 billion net fiscal stimulus in 1985/6 and target ranges
for monetary growth lower than in 1984/5.

Although activity in the major industrial countries in aggregate
rose by less in the second half of last year than in the first half,
this principally reflects the slowdown in US growth from the
exceptional rates recorded early in the year. In most European
countries growth quickened through the year, with a greater
contribution from net trade and some revival in investment. At
the same time, inflation in most countries has once again

GNP growth in the major economies turned out better than expected: there is little sign of any
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current account and budget deficits remain major causes for
concern.

With complementary monetary and fiscal policies
In most major countries . . .

The reduction and containment of inflation has been
encouraged by the monetary policies adopted in most of the
major industrial countries. Monetary aggregates in 1984
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(a) The Economist all items commodity price index.

{(b) World price of manufaciured goods (in dollar terms).

Components of GNP® in the major economies
Percentage changes at annual rates: at constant prices, seasonally adjusted

United States. Canada | Europe(b)

and Japan

1983  1984(c) 1983 1984(c)

Year H2 Year H2

Private consumption 4.4 4.5 2.7 155 ol 0.5
Private fixed investment 5.4 1353 9.6 — 2]l 1187,
Public expenditure 0% 27, 6.5 1.8 182 2
Stockbuilding(d) 0.4 1.4 — -0.1 0.5 0.1
Domestic demand 4.0 722 4.6 163 1.8 1S
Net trade(d) 04 -10 -07 — 0.5 1.5
GNP 3.6 6.3 38 1.3 24 5

(a) OrGDP.

(b) France. Germany. ltaly and the United Kingdom.

(c) Figures include estimates for Q3 and forecasts for Q4.
(d) Contribution to change in GNP.

were kept broadly in line with targets and inflation fell or
remained subdued. In general, monetary policies have been
complemented by fiscal restraint, although in the United States
the main emphasis has so far been on tax cuts to improve
incentives and the supply side of the economy. Current fiscal
plans in all the major countries envisage reductions in budget
deficits as a proportion of output—and, in most, in nominal
terms—while monetary targets have been set lower or within
narrower ranges for 1985. Overall, this would appear to imply
neither a tightening nor a loosening of fiscal and monetary
policy in the major countries as a whole, provided that
inflation continues to subside. (Monetary and fiscal policies
and recent budgets in the major overseas countries are
discussed on page 1 1; the UK Budget is described on page 16.)

. . . inflation overall has slowed . . .

Inflation in the major seven industrial countries has come
down more quickly than had previously been expected as
anti-inflationary policies have been assisted by weaker
commodity prices; relative to prices of manufactured exports,
industrial raw material prices fell by 5% in the third quarter

of 1984 and were little changed in the fourth. This may partly
explain why the effective depreciation of most European
currencies has had little effect on inflationary expectations.
Perhaps more important, although all these factors interact, has
been the continuing moderation of wages growth; this may be
attributable in part to the still depressed state of labour
markets in Europe, although wages have also grown more
slowly than expected in the buoyant economies of North
America. Average earnings in manufacturing in the major
seven industrial countries are estimated to have grown at an
annual rate of 53% in the second half of 1984 and, with
productivity continuing to improve, manufacturers’ unit labour
costs in aggregate actually fell slightly. Unit labour costs have
shown little change over the first two years of the recovery—a
marked contrast to the three previous cycles.

.. . while growth rates have become less diverse

Latest estimates suggest that output in the major seven industrial
countries may have risen at an annual rate of around 33% in

the second half of 1984 compared with 54% in the first half. This
slowdown largely reflected the check to US growth in the third
quarter, when real GNP rose by only 0.4%. Activity in the United
States recovered appreciably in the fourth quarter, so that in
1984 as a whole output may have been almost 7%, higher than

in 1983, its fastest annual growth rate for 30 years. In Europe,
growth remained modest, GNP in the major continental
countries increasing by perhaps 23%, but there appears to

have been some acceleration during the year: their net trade
benefited from effective exchange rate depreciation and their
relative cyclical position, while investment continued to show
modest growth.

US and European growth rates seem likely to diverge less in
1985 and 1986 than in recent years. In the United States, GNP
may grow by some 3%-4%in 1985 and by rather less in 1986,
while output in the major continental European countries may
continue to rise on average this year, and perhaps next, by
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Monetary and fiscal policy in major overseas countries

The major industrial countries continued, in 1984, to
pursue policies designed to bring about further
reductions in inflation and thus lay the basis for
sustainable and broadly-based growth. In most
countries monetary policy was again framed in terms
of targets for the growth of various monetary
aggregates and may be judged to have been generally
successful: monetary aggregates grew broadly in line
with targets, inflation fell and output recovered further.
Real interest rates, however, although tending to
converge, remained fairly high. In the United States,
where attention is now focused on both the narrow
and the broad measures of money, the narrower
measures grew within target and the broader measures
grew rather more rapidly. In Germany, growth in
central bank money was in the lower half of the target
range throughout the year, while in France growth in
residents’ M2 was approximately on target; emphasis
in Italy was switched from total domestic credit
expansion (which is dominated by movements in the
central government deficit) to the monetary base and

M2. Plans for 1985 are based on further lowering and/or

narrowing of target ranges but this does not necessarily
imply a tightening in the stance of monetary policy.

Current fiscal plans in the developed countries mostly
provide for reductions in government deficits as a
proportion of output and also in nominal terms. The
US government’s current proposals envisage a Federal
deficit of $180 billion (4.3% of GNP) in the fiscal year
starting in October, following an expected deficit of
$222 billion (5.7% of GNP) in the current fiscal year.
Japan and Germany both have medium-term fiscal
objectives. In Japan, the aim 1s to achieve balance on
government current transactions by 1990, focusing on
the expenditure side. In Germany the objective is to
reduce the Federal deficit to around 1% of GNP; in the
near term, the 1985 Budget provides for a reduction in
the deficit from 14% of GNP in 1984 to 14% of GNP in
1985. Elsewhere, the pattern is broadly similar: the
French CGBR is to be limited to 3% of GDP this year,
following 3.3% in 1984, while in Italy (where last year’s
central government deficit, helped by a shift towards

Changes in fiscal stance®
Percentages of GNP

More expansionary or less contractonary +.
More contracuonary or less expansionary ~.

1981 1982 1983 1984
United States —-08 +1.6 +0.9 +0.6
Canada -09 -02 +1.7 +0.8
Japan SOIBRM=0RE S =038 0.5
Germany -0.7 =) -0.8 -0.5
France +0.6 +0.2 -03 -1.0
haly +1.1 -0.7 —2.9. +2.6
Average -0.6 +0.4 +0.2 +0.2

(a) Changes in fiscal balance.adjusted for the effects of’
inflation and variations in economic activity. as a
percentage of GNP

Monetary and credit targets and

projections
Percentage changes at an annual rate
1984 1985
Target Outturn  Target
United States
M1 4-8 5.2 4-7
M2 6-9 77 6-9
M3 6-9 10.5 6-9.5
Domestic non-financial
sector’s debt 8-11 13.4 C=112
Germany
Central bank money 4-6 4.6 3-5
France
M2R 5.5-6.5 5.7(a) 4-6
Italy
Total domestic
creditexpansion 19.3(b) 19.3(c) 162
Japan
M2 plus CDs(d) 8 7.8 8

(a) Year to November.

(b) Scptember 1984 forecast. The September 1983 forecast was
17.4%.

(c) Provisional

(d) Projections arc made for growth 1n average stock of M2 + CDs
during the current quarter over corresponding quarter a year
carlier. Column | shows the mid-point of the projection range
in the last threc guarters of 1984: column 3 the mid-point for
1985 Q1

bank borrowing by local authorities, overshot its target
by much less than in previous years) the deficit is to be
held broadly constant this year. Most of the smaller
industrial countries are also aiming to reduce their
budget deficits, albeit from rather higher levels than
the average for the larger countries.

These fiscal comparisons do not take account of effects
of the economic cycle on government finances. During
an economic upturn budget deficits tend to decline,
without any change in the stance of policy, as
government receipts expand with activity and
expenditure falls to the extent that unemployment is
reduced. The table shows estimates of the change in
fiscal stance after adjustment has been made for the
cycle. The figures also include an inflation adjustment,
the effect of which is to treat the notional gain to
governments from the erosion of the real value of
outstanding debt by inflation as a reduction in the
fiscal deficit. The figures should be interpreted with
caution, and are highly sensitive to assumptions about
trend output growth and the responsiveness of
expenditure and receipts to changes in activity. They
suggest that there has been an increase in the structural
fiscal deficit in the United States in recent years but

1n a number of other countries there has been a
reduction. The net effect in the major overseas
economies has been mildly expansionary during the
past three years. Given the prospect of further recovery
of output this year, the announced fiscal plans would
seem consistent with the maintenance of a broadly
neutral fiscal stance overall in 1985. Thereafter, the
aggregate position will depend in large measure on the
extent to which the US budget deficit is reduced.
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Industrial countries have

had mixed success in turning
nominal /nfo real GNP growth
Changes in 1984 over 1982
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Contributions to the change in GDP

Change in components as percentage of GDP

1982 1983 1984
Year [ HI'" @3 Q4

Consumer spending 0.6 A7, IBISNOMERE05S 0.8
Government consumption 025 06 02 — 0.1 0.3
Fixed investment B3 SN0 ESH I L) — 0.2
Stockbuilding 0.8 0.8 -0.4]-1.1 0.3 1.0
Exports 03" 03 20! el ) 0.2 23
Toral final expenditure 2l g DI A — 4.6
Imports SR S 16268 B O55TR =185
Factor cost adjustment -0.6 -0.5 -0.3|-0.2 +0.2 012
GDP(E) 1.5 32 1.6 04 -0.3 29
Memo item:

GDP(O) 2.0 3.0 241\ S0 0.9 0.8

about 25%. A slowdown in the US economy may result from
action on the fiscal deficit, its earlier loss of competitiveness,
and a cyclical reduction in stockbuilding; business investment
1s also unlikely to maintain the very rapid pace seen in 1984.

Over the past two years of recovery, GNP in the major
industrial countries rose by around 17% in nominal terms, of
which rather less than halfcame from real output growth. Price
and output experience, however, was very varied. Nominal
GNP growth was broadly similar in the United States, Canada,
the United Kingdom and France, but the degree of success in
obtaining real growth rather than inflation differed markedly;
and whereas most of Japan’s nominal GNP growth was
translated into higher output growth, in Italy most was taken
up in higher prices. In the United Kingdom, nominal GNP
grew slightly more than the seven-country average, but almost
two thirds of this was accounted for by inflation.

By the second quarter of 1985, the UK economy will have
completed its fourth year of recovery. More than half the growth
in output since early 1981 has come from the service industries,
which had also held up well during the recession, and a further
fifth was contributed by North Sea o1l; although manufacturing,
being a larger sector, has contributed rather more to the
recovery than has oil production, by the end of last year it was
still 10% below its 1979 peak. Output increased in 1984 in spite
of the coal strike and is now thought to have been more buoyant
than earlier estimates had suggested; the interruption of

growth in the second quarter (when the full impact of the coal
strike was first felt) was short-lived. But for the coal strike, the
increase in 1984 might have been around 34%, slightly faster
than the 23% growth in 1983.

Successive upward revisions to the official figures now suggest
that manufacturing production recovered quite strongly in the
spring and early summer—in line with CBI surveys. Although

it seems to have levelled out since then, manufacturing
production in the year as a whole apparently rose at much the
same rate as output of the service industries, with particularly
vigorous growth in chemicals and electronics. Industrial
production in total revived in the latter part of last year, as North
Sea oil production recovered from unusually heavy summer
maintenance work and coal output picked up a little in the fourth
quarter.

Consumer spending in the United Kingdom rebounded in the
fourth quarter and stocks rose sharply. At the same time, fixed
investment by the construction, distribution and financial
industries rose further while manufacturing investment
continued at a substantially higher level than in 1983. The
foreign trade picture also appears more encouraging now
contributing in real terms to GDP growth in the fourth quarter.
Unemployment, however, has continued to rise at an underlying
rate of some 10,000 to 15,000 a month as employment
opportunities have failed to keep pace with the growth of the
working population.

Recovery in the smaller industrial countries, led by strong
export growth, accelerated in the course of last year, when GNP
may have been some 3% higher than in 1983. In aggregate, non-oil
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developing countries too have benefited substantially from the
upturn in world activity: with exports rising strongly and output
recovering, a return to more normal rates of import growth
(8% in 1984) has not prevented a further improvement in their
trade and current account positions. Within this overall
picture, countries’ experiences have differed widely. A number
of Asian countries have benefited considerably from

the surge in US imports of manufactured goods. But

several of the Latin American countries, despite buoyant
exports, have been hampered by continuing debt service
problems, while in most African countries economic activity
remains subdued. The weakness in the world oil market has
caused the OPEC countries to cut back their imports in
volume terms by perhaps some 10% in both 1983 and 1984
and a further fall of much the same order seems possible this
year. (World current accountdevelopments are discussed
further on page 37.)

World trade in total last year was almost 9% higher than in
1983; with import volumes of the seven major industrial
countries growing particularly rapidly, by over 12%, in response
to GNP growth of 43%. Total imports in UK markets overseas
have been growing more slowly than world trade in general
and seem likely to continue to do so over the next two
years—principally because of import retrenchment by the
OPEC countries and because domestic demand in the smaller
industrial countries has so far been held in check. Between
1983 and 1984 UK markets are estimated to have grown by
just over 6% in volume terms; rather slower growth seems
likely this year.

Interest rates fell more in the United States than
elsewhere, as the dollar rose

Short-term interest rates moved down fairly steadily in the

Real interest rates® converged at the United States, after the sharp rises seen in the summer, until
turn of the year early January when they started to harden once more. In a
RN Hg'rgg‘c‘ S o CT et LN S, number of the other mgjor industrial countries short-term
— — — Germany rates moved more cautiously lower—the greatest reductions

e occurring in France and Italy, where the fall in inflation was

most pronounced—before edging up in February as dollar rates
- firmed. Real short-term interest rates"" tended to move closer
together in the second half of 1984. Viewed against this
background of convergence of real interest rates and of less
= disparate rates of economic growth and inflation, the rise in
the US dollarrelative to every other major currency was
remarkable. Between the end of September and late February
= the exchange rate index of the US dollar rose by almost 1 1%,
while the yen index was virtually unchanged and the
deutschemark index fell by over 3%, even though the US
= current account and budget deficits continued to grow. By the

EepRlE sy o Il i end of the third week in March, however, the dollar had dropped
M J S D back by 5% in effective terms from its peak.
1984 85
(a) Nominal three-month interest rates less change i1n prices over Untll mid_December, Shor[-[erm in[eres[ rates in 1he Uni[ed

the year starting two quarters before the current penod.

Kingdom also fell back from their summer peak. By late January,
however, the three-month sterling interbank rate (and clearing
bank base lending rates) had risen by over 4 percentage points,

(1) The principles and problems of measuring real interest rates were described in the December 1983 Bulletin,
pages 471-6.
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(d) First half of March.

Growth of bank deposits and lending

£ billions: figures for sterling only in italics

1981 1982 1983 1984

Domestic dep osits
Persons 4.0 38 29 27
Companies 4.9 1.9 512 06| =
Other financial institutions 2.0 2.8 2.8 6.0
Public 0.1 OF5) 0.1 0.7
Total dep osits 11.0 9.0 11.1 109
8.8 2o 8.9 9.7
Domestic lending
Persons 613 108l 8.5 6.6
Companies(b) 5 6.8 1.5 73
Other financial institutions 2] 2.7 4.1 o
Public -03 -23-19 0=
Total lending 13:7.5 1781 % 1223 21°9, 1
e 156 108 16.9 1
Overseas sector: deposits net of lending
Sterling 0.6 0.4 (12} 0.3
Foreign currency - 1.0 I8l =29 1.7

(a) Scasonally adjusted. a1 an annual rate.
(b) Includinglssuc Departmcnt transactions in commercial bills.
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to 14%, where for the most part it remained in February and
early March. And whereas sterling’s exchange rate index fell by
31% between end-September and mid-December while interest
rates came down, it continued falling thereafter—by a further
54%—until late February, despite the rise in interest rates (and
a three-month interest rate differential above US rates at

times as wide as 5%). Sterling’s fall against most major
currencies early this year was due in part to the weakness

of oil prices and to periodic fears that the Government was
weakening in its resolve and ability to maintain its firm
domestic policies in the face of a continuing rise in
unemployment. A clear demonstration in January of the
Government’s commitment to lower inflation, and a majority
agreement on oil pricing policies among the OPEC countries
helped stem the fall in sterling’s exchange rate index, with
sterling continuing for a time to weaken against the strong dollar
but recovering against continental currencies. Further support
was provided by the onset of cold weather and evidence of
reduced OPEC supplies which contributed to a rise in spot oil
prices of more than $2 a barrel from the January low (although
market prices for forward oil deliveries continued to reflect
expectations of a weakening market in the spring). During the
first three weeks in March, sterling strengthened against most
major currencies and its exchange rate index climbed back to its
late November level. (Recent exchange and interest rate
developments are discussed further on pages 29-31 and 41-4.)

Liquidity and credit growth in the United Kingdom
strengthened towards the end of the year

Growth of the broad money stock, £M3, was only slightly
slower in 1984 than in 1983, while nominal GDP growth,
depressed by the coal strike, slowed more abruptly. £M3 rose
by 93% and nominal GDP by about 64% during the year. As
economic activity regained in the second half of 1984 some of
the momentum it had lost earlier in the year, when the impact
of the coal strike was first felt, EM3 growth became particularly
vigorous.

Industrial and commercial companies (ICCs), which had been
major depositors in the third quarter, ran down their sterling
deposits slightly in the fourth quarter, but personal sector and
non-bank financial institutions’ sterling deposits rose quite
rapidly. The personal sector also continued to accumulate
liquid claims on building societies on a substantial scale. Net
holdings of term shares fell, as many with five-year terms (first
issued on a large scale in 1979) reached maturity, but holdings
of more liquid building society liabilities rose sharply, reflecting
the very competitive rates then on offer. In consequence, the
broader measure of private sector liquidity, PSL2 (which does not
include such term shares), continued to rise faster than £tM3. In
the year as a whole, PSL2 rose by 143%.

Within the counterparts to monetary growth during the quarter
there was, as expected, a contraction in the PSBR as receipts
came in from the sale of British Telecom and from accelerated
VAT payments. There was also a marked increase in public

(1) Analyis of monctary developments in the light of what is known of activity in each of the main scctors of
the economy i1sconducted here usingcalendarquarter moncey supply figures which are available to the end
of 1984. Thecourse of the monctary aggregates inrecentbanking months isdiscussed in detail on pages25-7.
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Counterparts to changes in money stock
£ billions, unless otherwise stated

1982 1983 1984
Year | Hlta) Q3ta) Qdta

PSBR 30 A | {1 E GRS (081 1[0 7Ae B 8.0
of which. CGBR
(own account) 4.1 @2 6.9 8.7 88 122,
Public sector debt sales to
UK non-bank private sector (IO 53 e OROREE IR MR 153
of which:
Gilr-edged ) 8.3 75| 6.3 8.2 9.3
National savings 3.6 3.0 34 29 4.5 il
Other, including CTDs {44! 0.] 0.5 03 - 1.2 2.6

Sterling lending to private
sector 1738801 iR I GEA R S ISES s 4 O IR O/
External and foreign

currency counterparts -22 - 06 1.0]- 1.4 31 3.6
Net non-deposit habilities - 22 -36 -66|-55 -45 -108
£M3 7.8 6.5 9.8 T ) (0110)
PSL2 12 FIEBATT2AS || F s pi e k)
Percentage changes from end of previous period
£M3 Gl ) OR/ BRI 02
ST 8 BN T3NS 4168 S A0S 13 ) 13.3

(a) Scasonally adjusted at an annual rate.

sector debt sales to the non-bank private sector. The PSBR in
consequence was overfunded by £3 billion during the quarter,
with a contractionary impact on £M3 which substantially
outweighed the expansionary contribution from external and
foreign currency counterparts (reflecting in part a strengthening
on the current account of the balance of payments). Sterling
lending to the non-bank private sector, however, having grown
rather slowly around the middle of the year, accelerated sharply.
At the same time, banks increased their net non-deposit
liabilities (including capital 1ssues and retained profits)

rapidly, strengthening their capital base and also reducing the
volume of additional deposits needed to finance the current
growth in their assets. Sterling lending to industrial and
commercial companies (ICCs) rose particularly strongly in the
fourth quarter and, despite substantial additions to their
foreign currency deposits, [CCs reverted to being net borrowers
(in sterling and foreign currencies together) from the banking
system as a whole. The personal sector in the fourth quarter was
a net taker of bank funds on a much smaller scale than in the
third, increasing borrowing at a slightly faster rate but adding
considerably to deposits.

Within the fourth quarter figure for bank lending to the

personal sector there was a marked recovery in loans for house
purchase. Although building society lending fell, mortgage
lending by banks and building societies together was only slightly
less buoyant than earlier in the year. During 1984 as a whole,
such lending amounted to more than £16 billion, some

£34 billion higher than in 1983. The contribution of borrowing
on mortgage to the financial position of the personal sector is
considered below; the wider economic implications of its

growth 1n recent years are discussed in an article on page 80.

Public sector spending exceeded targets in 1984/5,
in large part because of the coal strike

In the first eleven months of the 1984/5 financial year, the
PSBR totalled £7.6 billion (not seasonally adjusted),
compared with £7.5 billion at the same stage in 1983/4. The
financial position of central government has been helped by
the special sales of assets which have raised just over £2 billion
during 1984/5, largely from the British Telecom flotation. The
PSBR for 1984/5 is now expected to be £10% billion, though
this 1s still subject to a wide margin of error, compared with

a projection of £7.2 billion at the time of the March 1984
Budget and £8.5 billion in the Autumn Statement. General
government receipts are expected to be £1 billion higher than
thought at the time of the 1984 Budget, with North Sea oil
revenues £2 billion higher than expected, because of higher
production and (as a result of the strength of the dollar) higher
sterling oil prices. Increases in a number of expenditure items,
however, have more than offset these gains. Local authorities
have overspent on capital account by around £3 billion and by a
larger amount on current items, including education, transport
and debt interest payments. Central government spending on
health, social security and net contributions to the European
Community has also exceeded original targets. So have the
external financing requirements of the nationalised industries
in total (by £25 billion), mainly as a result of the coal dispute
and its knock-on effects on the steel, rail and electricity
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The Budget

The Budget proposals provide for a ‘fiscal
adjustment’—the reduction in government revenue,
net of expenditure changes, resulting from the
proposed measures—of £3 billion, when measured
against a fully indexed tax base. Over a full year, when
all the measures have worked through, the net cost is
£1% billion. The PSBR is forecast to fall from an
estimated £103 billion (33% of GDP) in 1984/5 to

£7.1 billion (2% of GDP) in 1985/6.

The main proposals

Most personal tax thresholds are increased by rather
more than the rate of inflation; the single and married
persons’ allowances increase by more than twice the
rate of inflation. In addition, the national insurance
contributions of lower paid employees and their
employers are being reduced from 6 October 1985.
These changes are only partly financed by the abolition
of the upper limit on employers’ contributions, so

that, together with reductions in self-employed and
voluntary contributions, the net cost of these measures
1s £450 million in a full year.

Excise duties are increased by varying amounts, but
the net effect is to increase revenue in a full year by
£240 million more than that from indexation. The

base of value added tax is widened to include press
advertisements. The direct effect of the changes in taxes
on spending is estimated to raise retail prices by 2%
(0.1% more than indexation).

The Chancellor also announced extensions of the
Community Programme and the Youth Training
Scheme to be phased in over the next three years. These
will eventually cost £400 million.

Targets for monetary growth
Percentage change over target period at an annual rate
1985-86 1986-87 1987-88 1988-89

Narrow money, MO 3-7 2-6 1-5 0-4
Broad money. fM3 5-9 4-8 3-7 2-6

The medium-term financial strategy

The Government has retained the 1985/6 targets for
MO, as a measure of narrow money, and £M3, as a
measure of broad money, set out in last year’s MTFS
which gave illustrative target ranges moving
downwards by one percentage point each year.

No special role is assigned to PSL2 or M2. The
performance of MO and £M3 will continue to be
interpreted in the light of other indicators of monetary
conditions. Significant changes in the exchange rate are
also important.

The PSBR is projected to be £7-73 billion in nominal
terms in each of the next four years, falling from an
estimated 33% of GDP in 1984/5 to 2% of GDP this
year and to 13% by 1987/8. The public expenditure

Direct effects of Budget measures on public
sector transactions—changes from
indexed base

£ millions at current prices; a decrease in revenue or increase
in expenditure —.

Effectin Effectin a
1985/6 full year

Revenue changes

Income tax allowances and thresholds -730 - 910
National insurance contributions ~160 =450
VAT and Excise duties +295 + 430
Other - 60 + . 20
Total —-655 - 910
Expenditure measures
Employment and training =75 - 400
Total direct effects =730 -1,310

planning total, as set out in the Public Expenditure
White Paper (Cmnd 9428), has been revised upwards
to allow for the addition of £2 billion to the reserve for
each of the next three years. Expenditure is projected
to remain roughly flat in real terms at about the level
of 1984/5 (excluding the costs of the coal strike) and
to fall as a percentage of GDP. The upward revision to
spending plans and higher debt interest payments are
only partially offset by higher projections for tax
receipts. On the assumptions set out in the MTES this
will allow room for fiscal adjustments (for example by
way of tax cuts) in future years, although the sums
available are smaller than previously envisaged.

Economic prospects

The rate of inflation is forecast to rise to 6% in the
second quarter of 19895, but to fall back to around 5%
by the end of the year and to decline slowly thereafter.
GDP is forecast to grow by 34% this year; without the
temporary boost to output growth attributable to the
ending of the coal strike, the figure would be 23%. The
rise in fixed investment is expected to slow but growth
of consumer spending gradually accelerates. The
sterling exchange rate is assumed not to change much
from its average level in January and February. The
current account forecast shows a return to substantial
surplus in 1985 after the end of the coal strike; the rapid
rise in exports in the fourth quarter of 1984 is projected
to continue in the first half of 1985 but subsequent
increases are offset by renewed import growth.

Projected contributions to the change in
GDP

Percentages of GDP at annual rates

1984 H2- 1985 HI- 1985 H2-
1985 HI  1985H2 1986 HI

Consumer spending +2 +24 +23
Government consumption +1 -3 -3
Fixed investment +14 HEr + &
Stockbuilding -4 + 4 + 4
Exports +24 +1 +1
Imports + 13 -1 —-13
GDP (a) +44 +23 +24

Source:  Financial Statement and Budget Report 1985-6.

(a) Average mecasure at |980 factor cost. Adjustments needed to derive
this measure from the expenditure figures are omitted from the table.
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industries. Overall the dispute is estimated to have added

£24 billion to spending in 1984/5 and (including lost tax revenue)
£23 billion to the PSBR. Spending on programmes in 1984/5

1s thus expected to turn out about £64 billion higher than original
programme plans compared with a reserve of £23 billion, giving
a net overspend on the planning total of nearly £33 billion. In
addition, gross debt interest payments are some £1 billion more
than forecast because debt sales and interest rates were both
higher than expected. (The Budget proposals and projections

for 1985/6 are set out on page 16.)

Profits continued to grow but company borrowing
rose strongly

In sharp contrast to 1983, companies in 1984 were net takers

of funds from the banking system. In spite of a further
apparently strong rise in profits, their borrowing was about £1
billion higher than in 1983, while their deposits were little
changed. In 1983, industrial and commercial companies (ICCs)
iAo had been substantial net lenders to the UK bankingsystem, their
change(a) borrowing rising by £13 billion while their deposits climbed by

Dec. 83— Mar. 84— June 84- Sept. 84— | mid-Nov. 83— : e 1
Banking months Feb. 84 May 84 Aug 84 Nov.84 |mid-Nov. 84 a substantial £53 billion. The 1983 picture was unusual but

Bank lending to businesses: industrial analysis
£ billions: not seasonally adjusted

gl?sl?rlégsg?bg)lo = i i i e appeared to b§ consislent.with a strqng growth ofproﬁts and

of which: E still flat or falling real capital expenditure. The swing from
8‘;ni"r‘;§‘[ﬂr’?§g°fgas gy, 30 AL T net lending to net borrowing in 1984 was distorted by the Shell
gg?:ég‘cgﬂfllnbu“on. 0.3 0.1 0.2 +16 Group’s takeover of its US affiliate, an important counterpart
hotels, etc. 0.3 0.5 03 0.4 +9 of which was a buildup of ICCs’ bank deposits during 1983 and
gi;i?to;hxre it san G a 4 i their subsequent rundown in the second quarter of 1984. This
IR SERAEES 0.6 0.9 DSRS0 2L nonetheless leaves a sharp rise in ICCs’ borrowing, particularly

(a) Excluding valuation changes in the latter part of 1984, to be explained.

(b) In sterling and foreign currencics. Excludes. where possible. figures for the public,
personal and financial sectors: unincorporated businesses arc included but cannot be
separatcely identified.

Lending to companies in the property, hire, business and other
Industrial and commercial companies’ income services category, and in the construction industry, appears to
g . L .

spending and financial transactions have been particularly strong. Lending to manufacturing
£ billions at a quarterly rate, seasonally adjusted: figures in italics are industry also grew faster than the average, especially in the
ar 250 three months to mid-November. Within manufacturing,
Inflows of funds +. outflows — . i i1l

lending to the food, drink and tobacco (£1.2 billion) and

1982 [ 1983 1984 : . . ~ TRy £ .
electrical and electronic engineering (£0.8 billion) industries
Year | HI H2 Ql Q2 Q3 r
Gross trading profits(a) 89|7100 113|124 119 132 both grew by 35% over the year to mid-November; the value
of which: 2 0, 0 .
e & o | B B o R of their output rose by 9% and 16% respectively.
Total income(b) 1.1 12.2 138| 150 144 16.1
94| 100 110| 118 112 124 e : . : .
Allocationofineoma It is difficult to reconcile the available information on ICCs’
Dividends, interest. 3 1211 1 3 1
ol s oa ) R e o e R income, appropriations a‘nd expendn}ure used In the national
UK taxes 26| =80 =83 25 =56 =30 accounts with their identified financial transactions, so an
Undistbii RS I S explanation of company sector borrowing is unavoidably
Spending on fixed assets tentative. In the first three quarters of 1984 (the latest period
and stocks -33| -34 -41| -44 -39 -42 for which full figures are available), the company sector
Fingelbelaace 7 - e TR balancing item was pointing to an unidentified net acquisition
Balancing item V0ot = val MR RS T s, b of real or financial assets or an overstatement of income receipts
S}““,““if' transactions -01| -1.0 -15[ 06 -15 -06 equivalent, at an annual rate, to £8 billion. Companies’
o whnich: . . .
}JK company securities  ~0.3| -0.4 -03| -1.0 -05 -0.1 internally generated funds apparently remained buoyant in the
o~ = = =h ) & 5 « . . ¢
ekt O S e B L TN e first three quarters of 1984. Profits arising in the United
Other financial assets -0.4| -04 -0.5 0.3 -07 -02 1 1 <
il ey S e O Kingdom continued to adv.an’ce, 1‘he‘ real pre tgx ra}e of rqturn
Eank borrowing(d) 6l =00 o9 25 [ (] on non-North Sea companies’ activities reaching 75%—higher
quity issues 0.2 0.4 0.5 0.1 0.4 0.3 ¢ 8 2
Olheryborrowmg elc 06RO 0ol S0 =ik oY even than in 1978—while other forms of company income

(including income from abroad) also continued to rise.
Dividends, interest payments and other appropriations

(a) Net of stock appreciation.
(8) Including intcrest, other propcrty income and income from abroad

{e)  Accruals adjustment. net unremitted profits and net trade credit. (excep[ tax paymenls) rose more SlOle than income so that
undistributed income appears to have made a major
contribution to ICCs’ financing requirements. Expenditure on

(d)_Including Issuc Depariment holdings of commerctal bills.
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UK output and industrial production

adjusted for the coal strike

Index 1980 = 100, scasonally adjusted: percentage change on

previous period in italics

1984
Year Ql Q2 Q3 Q4
GDP(O):
As recorded 105.8 | 105.3 105.1 106.0  106.9
: +24 +0.4 0).2 +0.8 +0.8
Strike-adjusted(a) 106.9| 105.8 106.4 107.3 108.2
+3.6 +0.9 +0.6 +0.8 +0.8
Industrial production:
As recorded 102.8| 1040 101.8 102.1 103.3
+0.9 +0.1 2] +0.3 +1.2
Strike-adjustedia) 105.8 | 105.2 105.2 1059 107.1
+3.7 +1.0 — +0.7 +1.2

{a) Recorded inden adjusted by official esumates of coal strike eflects.

fixed investment and stocks has risen since 1983 but stock levels
in particular remain low in relation to output when compared
with previous cycles. Overall, this would not seem to call for
heavier bank borrowing.

It cannot be ruled out that companies’ income may have been
somewhat overestimated: whereas ICCs’ profits (excluding

stock appreciation) rose by over 17% between the third quarters
of 1983 and 1984, the volume of private sector output may

well have grown by only about 3%. A rise in output which

brings with 1t a spreading of overhead costs, however, will readily
yield a substantial increase in profits, the more so in view of

the low level of real profits experienced during the recession.
Moreover, the depreciation of sterling has permitted an

increase in profit margins on export sales.

Part of the explanation of the growth of bank borrowing may
lie in the diversity of experience within the company sector, with
small firms in particular more dependent on bank finance than
large ones. Small firms’ financing needs may also be greater

if, as CBI surveys imply, they are expanding faster. Differences
in the financial position of large and small companies in recent
years are also suggested by a comparison of the DTI’s liquidity
surveys with the aggregate sectordata, which shows that the
liquidity of the 264 large companies in the DTI survey sample
has improved substantially more (and their borrowing by less)
than that of ICCs as a whole since the first quarter of 1983. In
the fourth quarter of 1984, the net liquidity of surveyed
companies dropped quite sharply, but mainly because of an
unusually large fall in their liquid assets held abroad.

Other more specific factors may have affected ICCs’ bank
borrowing and net liquidity in the fourth quarter of 1984. Capital
issues by [CCs were low, perhaps reflecting a reluctance to go
to the market ahead of the British Telecom floatation (whereas
so far in 1985 there has been a surge of new issues), and trade
credit may have been squeezed by the public corporations.
Bank borrowing is also likely to have been boosted by the
accelerated payment of VAT on imports, by the (possibly
related) surge in imports and stocks and by payments of
corporation tax which were unusually high (£2.1 billion, not
seasonally adjusted) in the fourth quarter.

Productivity growth has slowed and cost pressures
have increased, but so far domestic price inflation
has been contained

The measurement of productivity was complicated last year by
the impact of the coal strike on output and by the wide
divergence between the three conventional measures of GDP.
Taking GDP(O) as the most reliable guide to short-term output
changes, productivity (output per head) in the economy as a
whole rose by about 3% in the year to the third quarter of 1984,
compared with 4% over the previous year. Even making
allowance for output losses associated with the strike, it is
estimated that productivity was growing rather more slowly
than the previous year, at an underlying rate of perhaps 2%.
Average earnings rose by less than 6% over the same period, the
rise being affected by the coal strike and other temporary factors:
the underlying rise was close to 73%. Unit wage costs in the
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economy as a whole would therefore seem to have risen at an
underlying rate of perhaps 5% between the third quarters of 1983

h / in manufacturing employm 3 .
Drediomavisciliesplo i and 1984, somewhat faster than in the previous year.

has levelled out and productivity growth

has slowed . . . ; o
The growth of manufacturing productivity appears to have

slowed down sharply from the very rapid rise in 1983: whereas
it had increased by about 9% between the fourth quarters of
- - - 1982 and 1983, in the year to the fourth quarter of 1984
manufacturing productivity rose by 24%. This recent slowing,
however, has not been accompanied by a commensurate
reduction in earnings growth. Average earnings in
manufacturing industry increased at a rate of 83% during
= 1984, about 1% less than the previous year when overtime
working was rising more quickly. In consequence, the rise in unit
wage costs has shown a marked acceleration, from less than 1%
e during 1983 to over 5% during 1984; if allowance is made for
the removal of the national insurance surcharge and for other
non-wage costs of employment, manufacturers’ unit labour
costs probably rose by 4%.

1980 = 100
- - 130

..-"bmpux per person

= \\ - 9
- ‘\\ - Other costs in manufacturing have risen much faster than unit
" ENEC b labour costs. In SDR terms, world prices of industrial materials
n, mployed labour force v e g
£l (measured by the Economist index) fell almost 1 1% in the year
bevplesatoailessbearbivgl to the fourth quarter of 1984 but the 14% fall in sterling against
1979 81 83 the SDR more than offset this. The mix of basic material

imports and the contractual terms on which they are actually
imported to the United Kingdom are such that their sterling

. and as average earnings remain cost rose by 12% over the year as a whole. Much of the input
buoyant, unit wage costs have picked up of materials to UK manufacturing industry, however, consists
S D e UL of imported manufactures—particularly chemicals, paper and
e & textile-related products. Average world prices in st.erling. of
24 manufactured exports were probably about 16% higher in the
20 fourth quarter than a year earlier but the price of manufactured

goods imported into the United Kingdom rose by about 11%.

5 The cost of materials and fuel bought by manufacturing firms
8 rose more or less in line with import prices. Excluding the food,
drink and tobacco industries, the rise between the fourth
ey : + quarters of 1983 and 1984 was over 12% and there has been
Ve . = some further acceleration since the turn of the year; but smaller
= en g increases (partly reflecting good harvests) in the prices of
-~ Lidieh l"'l eibrleib il 8 materials for the food, drink and tobacco industries kept the
1979 81 43 overall increase during 1984 to around 9%. With labour costs
rising by about 4%, manufacturers’ total direct (labour and
material) costs are estimated to have increased by rather more
than 6% during 1984. UK manufacturers responded to these
cost pressures in different ways in their home and overseas
markets. In export markets, depreciation of the exchange rate
has allowed manufacturers to raise their sterling prices fairly
rapidly, by 9% in the year to the fourth quarter of 1984, while
still improving slightly their competitive position. In the home
market, UK producers raised their prices less rapidly than this:
with import prices rising about I 1%, the increase of only 6% in
domestic output prices improved the price competitiveness of
UK manufacturers quite considerably.

1 R R S 1 8 LS S T )
LT T S VR L I R T | S |

(1]

Inflationary pressures have so far been well contained, with

retailers and distributors absorbing some of the rise in UK
S: manufacturers’ output prices and much of the rise in import

prices, apparently preferring to maintain growth in sales
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Manufacturers responded to cost
pressures differently in home and export
markets . . .

1981 Q1 = 100

Exwﬂmcu//
Ve

... while retailers trimmed profit margins

to maintain sales growth
= = 140

= 120
Private RPl(a)

...... *'Retail sales

lll!lll!llllllll
1981 82 83 84

(a) Rcail price index excluding morigages and nationalised
industry prices.

Price changes in expenditure components of
GDP

Percentage change in price deflators in year to fourth quarter

1980 1981 1982 1983 1984

Private consumption 13.7 10.9 6V 4.7 S
Government current

expenditure 243 ©3) 6.1 6.0 7.4
Investment 17.8 4.2 352 43 4.7
Exports 10.6 {7/ 5.2 72 8.5
Total final expenditure 155 9.8 5.9 82 6.0
Imports Sl 13.8 34 79 12.0
GDP (factor cost) 18.5 6.9 6.9 4.9 4.1

volume at the expense of profit margins. The annual rate of
increase in retail prices remained in the region of 5%
throughout 1984 and, although it edged up from 4.6% in
December to 5.4% in February 1985, this was largely because of
the higher mortgage interest rates announced in January and
the effects of the exceptionally cold weather on the price of
fresh food. Some further quickening of retail price inflation
may be seen in the next few months as the effects of sterling’s
depreciation and the acceleration in manufacturers’ unit labour
costs feed through.

An indication of the extent to which domestic inflation has so
far been sheltered from the full impact of sterling’s depreciation
1s given by comparing total home costs (the GDP deflator) with
the price deflator for imports of goods and services. The rise in
total home costs has become progressively slower, amounting
to only 4% during 1984, whereas the import price deflator, which
had started to accelerate in 1983, rose by 12%. The rise in
consumer prices has remained moderate, while the faster rise
in the deflator for current spending by government largely
reflects the release of accumulated back pay during the fourth
quarter. The overall cost of fixed capital expenditure has in
large part been held in check until recently by lower tender
prices in the construction industry since the recession. In
contrast, export prices have accelerated, rising by 83% during
1984—nearly one and a half times as fast as total (domestic
and import) costs. Thus sterling’s depreciation appears, at

least for a time, to have been associated with some
cross-subsidisation between the private sector’s export and
domestic selling prices. At the same time, the rise in public
sector output prices has been held down in spite of the greater
use of imported fuels during the coal strike (although this has
raised the public sector borrowing requirement).

Real personal sector income growth has slowed and
strong borrowing has raised income gearing

The financial surplus of the personal sector has remained
broadly unchanged during the course of the last two years. In
part this reflects the constancy of the inflation rate and of the
saving ratio (which has remained between 10% and 1 1% since
the end of 1982), while the modest rise in house prices relative
to earnings has kept capital spending in line with saving. The
statistical counterpart to the high growth of personal sector
borrowing has been a rapid accumulation of liquid assets.

This is not an unusual occurrence and reflects financial
intermediation (largely by building societies) between borrowers
and lenders within the sector. The detailed picture in recent
quarters has been obscured to some extent by a much enlarged
balancing item in the personal sector accounts, indicating
unidentified net inflows which might be a counterpart to some
of the unidentified net outflow of the company sector (possibly
in the form of trade credit to consumers or to unincorporated
businesses).

Building societies continue to attract the bulk of the personal
sector’s liquid savings but purchases of British Telecom shares
may have had some depressing effect on inflows to the societies
in the fourth quarter of 1984 and more recently their interest
rates were less competitive than on other forms of savings.
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Personal sector income, expenditure and Most of the increase in borrowing by the personal sector during
b
financial transactions the last few years has taken the form of mortgage finance, the
SbilicnsginlioNioiiindsgalont foh e availability of which has been stimulated by deregulation in
R . A . .
\1(25; 'Yzj3 :_191%4’ TR financial markets and competitive innovation by banks and
T a a a . . - . .
e T acane building societies (see article on page 80). Total mortgage
income +191.3 +204.7 | +214.8 +217.4 1 1 1
Consumers' expenditure  —166.5 —182.4[-192.1 -194.8 -199.6 bOIqu1ng, alt_hOUgh Sl{ghtly lower in the fourlh quarter of 1984
Saving T %8 + 23|% 227 + 06 than in the third, remained strong. The building societies,
(Camid) e:qpamehiie =135 2 [ = 09 2 [of perhaps having lowered their lending objectives in the light
Financial surpl { 3 4
'(T;?ﬁ':ﬁfif?i)"s +123 + 801+ 72 + 77 of their low net inflows the previous quarter, extended less
AdyGRtio DI s Eels finance in the fourth quarter, but bank lending for house
Bank deposits =38 = 288 = L= 54
Building society deposits - 103 - 103 |- 120 - 11.0 - 136 purchase recovered strongly.
National savings = 35 = Afle Al - 50 0=" 47
Life assurance and i
POt SR Ly T IR L Bank borrowing by the persqnal sector 'other than for hquse
Other w08 = 05 07 = 8] purchase fell by nearly 20% in 1984 to just under £4 billion.
Total - 314 - 316|- 366 - 373

Within this total, a distinction can be made between lending
Borrowing to the ‘household’ sector” for consumption and lending to the

For house purchase: + 141 + 144+ 163 + 17.0 + 16.7 .
From banks s A 101 | BT 7O R S RS 31 ‘non-household’ sector.”’ The growth of lending to the
Y / 2 S . . o
f)’,j’,;’ﬂ’,’,’,‘j,’,’,’é’;ijf"e”“ B RN R M T ‘household’ sector for consumption during 1984 was marginally
Other bank bZ)n:owmg: + 50 + 49|+ 39 + 50 + 43 hiegh han in th vi h n th h th
For consumption LEARN2 305 IO |t P RN SR i3 7 & CI'.I & the previous year, I. epat.ter through t ey(?ar
By unincorporated matching that of consumer spending, with some recovery in the
busi 7L L7 i A i ; ] :
O T g ¥ g ' g fourth quarter. Bank lending to the ‘non-household’ part fell in
Roroding 0.4 0] | AN OIS R REO- 1984 to £1.5 billion compared with a peak of £2.6 billion in 1982
Total + 19.5 + 203 |+ 21.0 + 217 ; : .
which may have been associated with a greater number of small
Net identified financial E
transactions - 119 - 11.3|(- 156 - 156 business startups.
Balancing item - 03 + 33/+ 84 + 79

The high rate of borrowing over the last few years and the rise
in interest rates since the middle of last year have pushed the
level of income gearing (net of tax relief) of the household
sector to well over 5%. On the one hand this may deter
households from increasing their debt as rapidly as in the past,
especially if uncertainty about future levels of interest rates has
increased; on the other hand, the supply of credit remains
plentiful. Should net borrowers’ spending be more sensitive to
changes in income than that of net savers, the higher debt
= service burden (if maintained) might eventually cause consumer
; spending to rise more slowly than otherwise. The personal
j sector as a whole holds more assets than liabilities and its

S income normally gains overall from higher interest rates. If,
however, the spread between deposit and lending rates widens

(a) Scasonally adjusted at an annual rate.

Household sector’® income gearing
reached new heights . . .

Percent

Income gearing(b) (gross)

o ~ N ’ = 3 A s 5
- e N ,.,l’ DA (as was the case with building society rates last summer and
- s - . » .
= = g b i again more recently) personal sector net income could be

reduced even though interest rates have risen. Dividend

Rk b o aT s income, however, seems likely to have remained a source of

- 4 strength.
- ‘ — a Of the main components of personal sector income, total wages
—  Liabilities(c) as a percentage = and salaries grew by just under 1% in real terms in the third
of quarterly income b ' (e A
200 quarter, mainly reflecting the continuing rise in employment.
Average earnings in the economy as a whole remained depressed
52 by the coal strike and in the third quarter were less than 6% higher

than a year earlier, while consumer prices increased by rather
less than 5%. The underlying trend in real earnings, after
allowing for the effects of the coal strike, was probably close to

160

1970 " K 82 2% per annum. Overall in the first three quarters of 1984, the
(a) Personal sector. excluding net contributions tc. life and pension funds. personal sector’s real disposable income rose by only 1%; as the
R e s i i inflation rate remained steady, the rise in inflation-adjusted
O SRR Ebin b oig el el e cregingy S unding income was also sluggish. With income growth slowing, total

consumers’ expenditure grew more slowly too, by just over 13%

(1) Sec T Jones."The Houschold Sector'. £cononiic Trends. September 1981.
(2) The non-household’ partof the personal sector comprises unincorporated businesses, private
non-profit-making bodies, and private trusts.
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T he current account has moved back into

surplus

Current account balance

Oil visible balance
[nvisible balance
Non-o1l visible balance

£ billions. scasonally adjusted

USESYORR| S TARET 0 1S ] K { ST S5 S | S| S e |

)

2272

in 1984 compared with 3% in the previous year. Car sales in
particular were down but retail sales remained quite buoyant.

In the fourth quarter, spending on all categories of retail and
other durable goods grew strongly, repeating the pattern of recent
years.

Long-term capital outflows shrank in 1984 as the
current account surplus fell away

The UK surplus on current account (which corresponds to the
overseas sector’s deficit) fell virtually to zero in 1984. The oil
and non-oil trade balances were both adversely affected by the
coal strike which brought about a reduction in net oil exports
and higher net coal imports. After being in deficit in both the
second and third quarters, the UK current balance showed a
surplus of some £0.6 billion in the fourth quarter of 1984: as
North Sea oil output recovered, the deficit on non-oil trade
diminished and the surplus on invisibles (notably from net
overseas investment income) continued to grow. But for the
effect of the coal strike on the energy balance, the current
account might have shown a surplus of about £23 billion for the
year as a whole, slightly more than in 1983.

The reduction in the non-oil visible deficit in the fourth quarter,
from its extremely high level in the third, largely reflected an
improvement in trade in manufactures. Non-oil export volume
had shown only a modest rise during the first three quarters

of the year despite export market growth and a steady
improvement in UK manufacturers’ cost and price
competitiveness as the effective exchange rate fell. In the final
quarter the volume of non-oil exports (excluding erratic items)
rose by 9%, even though export markets were probably growing
more slowly as US imports fell back from the high third quarter
level.

The volume of non-oil imports (excluding erratic items)
increased by 23% in the fourth quarter. Some growth was to be
expected at a time when domestic demand was buoyant, but
the underlying trend in recent months is particularly uncertain.
The change in the system of accounting for VAT on imports
from November onwards is thought to have encouraged some
traders, fearing congestion at the ports, to bring their goods in
early; and the dock strikes in the summer also induced wide
swings in the monthly statistics. In these circumstances any
short-term statistical comparison may be misleading. Average
figures for the six months to February may be broadly
indicative of recent trends. Over that period, the volume of
non-oil imports was 6% higher than in the previous six months
and 9% higher than a year earlier; comparable figures for
exports show a 9% rise between the most recent six-month
periods and an 1 1% increase on the same period a year ago.

As the current account shrank, long-term capital outflows
became much smaller than in recent years. Provisional estimates
suggest that outward portfolio investment, other than by the
monetary sector, was quite modest in the fourth quarter. For the
year as a whole, outward investment by non-bank financial
institutions amounted to £1.5 billion, much less than the
average annual outflow recorded since the abolition of

exchange controls in late 1979. At the end of 1983 these
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UK balance of payments: capital account institutions’ holdings of overseas securities represented about

£ billions: rot seasonally adjusted 16% of their total assets. Valuation gains, arising partly from the

Inflow +. outflow - 1 A .
appreciation of the dollar and other currencies against

VT30 (BRI a sterling and partly from increases in foreign stock market

o e P R R Ycoaj % H(ig prices, seem likely to have sustained the investment
PR Wil o institutions’ share of overseas assets in their portfolios
e e Rl R e o despite a much reduced net outward investment flow.
Direct investment (non oil):
Ry R o S R e Purchases of overseas securities by UK banks rose sharply in
E‘;‘\‘ ggr;gsvﬁsxl{Tc‘f:;;allmnsmonS: 05 -0.1 -05 -36 -38 -0.2 1984, as they increasingly substituted floating-rate notes and
Outward portfolio investment ~ -1.0 —1.8 -2.5 -7.0 | -28 -43 other marketable instruments for conventional loans in their
Nb%,fr%rf',ig(ilf"my G R || e foreign currency portfolios. Unlike investment abroad by
LR D R N R non-bank financial institutions, which is predominantly
Total identified capitalifows T =0 = = || o = funded in sterling, the banks’ acquisitions of notes (like their
gg;cr;zzllgg?:gng Agz _lz.é _8:513 %g g;g 82 conventional overseas loans) were predominantly financed by
foreign currency borrowing from abroad which consequently
(@) Includes miscellancous investment. rose sharply in 1984.% Their external sterling borrowing and

(b) Excludingexport credit

lending also grew rapidly.

(1) Direct invesiment figures for 1984 are dominated by transactions related to the. Royal Dutch/Shell Group’s
acquisition of its US affiliatc Shell Oil. A major part of this was financed out of foreign currency deposits
built up in 1983 and withdrawn in the first half of 1984.
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