Economic commentary

° The recovery among the major industrial countries from the pause in growth at the beginning of
1986 continued at a moderate rate in the third quarter.

° Inflation has continued to decline among the major overseas economies. However, in the fourth
quarter spot oil prices rose to over $18 per barrel.

° Current account imbalances persist, with only slight adjustment so far of US trade volumes to the
substantial decline in the dollar.

° A further weakening of the US dollar around the turn of the year contributed to a realignment of
EMS currencies in mid-January. Later in the month there was a cut in official interest rates in
Germany.

° In the United Kingdom, the rate of economic growth strengthened in the third quarter, according to
the output measure of GDP.

° There was a steady increase in the growth of domestic demand during 1986, led by consumer
spending, reflecting a further rise in real personal disposable income.

° Manufacturing output has risen further, partly reflecting a strong cyclical increase in productivity.
Associated with this, the growth of unit wage costs slowed.: in the three months ended November
they were 3% higher than a year earlier.

°® The deficit on current account narrowed in the fourth quarter of 1986, and the increase in non-oil
export volumes exceeded that of imports. Recent survey evidence indicates manufacturing firms are
more optimistic about export prospects.

The industrial countries have recovered from the pause in
activity early in 1986, and in the third quarter experienced
moderate growth combined with low and falling inflation. While
external factors such as lower oil prices may have less of an
impact on inflation this year than they did in 1986, increases in
labour costs have eased in the United Kingdom and in most
overseas countries. There are signs that trade volumes in
Germany and particularly in Japan may be adjusting to the large
exchange rate changes over the last two years. However, these
adjustments have so far been insufficient to prevent the current
account surpluses (measured in dollars) of both countries from
growing. Meanwhile, US trade volumes have so far ¢hown little
response to the decline in the dollar, and the current account
deficit of the United States has widened further. Exchange rates
and interest rates were less volatile in the second half of 1986
than for some time, though around the turn of the year the dollar
| came under renewed downward pressure, triggering an EMS

‘ realignment. Although higher oil prices may ease pressures on
some of the major oil exporters, most non-industrial countries
continue to face severe balance of payments constraints, and
their difficulties could be exacerbated if further protectionist
measures were to be introduced by the developed countries.
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GNP growth in the major economies

Percentage changes over the preceding period atannualrates;at

constant prices; seasonally adjusted

1984 1985 1986
Year H2 Hl
Canada 515) 4.0 3.8 38
France(a) L) 1.3 3.2 2]
Germany 3.0 25 4.5 0.6
Italy(a) 2.8 283 1.4 4.4
Japan 5.0 4.7 4.3 1.2
United Kingdom(a) 2.9 3.4 1.3 2.9
United States 6.4 2] 39, 285)
Total 4.7 3.0 33 2.1
not available.

(a) GDP: figures for the United Kingdom relate to the average estimate.

Components of GNP growth in the major
economies

Percentage changes over the preceding period at annual rates; at

constant prices; seasonally adjusted

1984 1985

Year 2
Private consumption 312 3.0 3.8
Private fixed investment 8.8 6.3 8.5
Public expenditure 2.5 3(0 6.2
Stockbuilding(b) 1.0 -0.5 -0.7
Domestic demand 5.1 3.0 44
Net trade(b) -0.4 — | -1.0
GNP 4.7 3.0 33
(a) OrGDP

(b) Contribution to growth as a percentage of GNP (or GDP).
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Growth has been moderate in the industrial
countries . . .

Output in the major overseas economies in aggregate is estimated
to have grown by 24%-3% at an annual rate in the third quarter.
This moderate performance suggests that the stronger second
quarter growth was partly a rebound from the pause in the first
quarter. Early indications for the fourth quarter are mixed. In the
United States, preliminary estimates suggest GNP growth slowed
to an annual rate of 13%, as consumer spending weakened. On
the other hand, retail sales in Japan remained buoyant in
October, and retail sales in both France and Italy have
strengthened according to recent estimates.

The moderate growth of GNP in the third quarter among the
major overseas countries has been accompanied by even weaker
growth of industrial production (on which information is usually
more readily available). For example, in both the United States
and Japan, industrial production was less than 1% higher in
December than twelve months earlier. In Germany, industrial
production in November was virtually unchanged on the
corresponding month in 1985 and orders in manufacturing fell in
both October and November. Overall, industrial production in
October was only about 1% higher in the major overseas
economies than a year earlier, but the rate of unemployment was
unchanged. These developments suggest that much of the growth
in output in recent quarters has been concentrated in the service
sector.

... but demand has been stronger

Domestic demand in the ma jor economies has in general been
buoyant for four years now, with private consumption playing a
leading role. Private consumption continued to grow strongly in
the third quarter in Germany (to stand over 34% higher than a
year earlier); in Japan consumer spending rose at a similar rate in
the year to the third quarter; in the United States, preliminary
fourth quarter data support the view that some of the strength of
spending in the third quarter reflected a bringing forward of
consumption from the fourth quarter, the result of incentive
schemes to increase car sales. The growth of consumer spending
1s still supported in most of the major economies by strong
increases in real disposable incomes associated with low inflation
rates. Public expenditure, by contrast, was generally restrained in
the first half of 1986!" and there was also a sharp downturn in the
growth of private investment in the major seven as a whole. In
Japan, the actual and expected fall in demand from overseas has
been a key factor, while in the United States the setback in the
energy industry has not been offset by higher capital spending in
other sectors, and uncertainty over tax reform may also have
acted as a temporary disincentive. While the growth of
investment in Germany also appears to have been weak in the
first half of 1986, in both France and Italy it was relatively strong,
encouraged by more buoyant domestic economic prospects than
in the recent past.

Inflation has fallen further . . .

Consumer price inflation measured over twelve months has
continued to decline in the major overseas economies, and there
were further actual falls in prices in Germany and Japan in the

(1) Seethenoteon page 14 fora medium-term perspective on fiscal policy.
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autumn of last year. Developments in the external sector have
contributed most to lower inflation. Although oil prices have
risen since the summer, there was a substantial fall in non-oil

Inflation continues to fall in the major

overseas economiesa commodity prices in the third quarter. Moreover, the effects of

___________ e, el N previous falls in import prices were probably still working

S L SRR TP (C) through in the third quarter, when wholesale prices in the major
Import prices(d) seven in aggregate fell at an annual rate of 5%. However, there are

4 Bercentage changesonia year carlicr signs that wholesale prices are beginning to stabilise. There have

been small rises in the respective indices in the United States
since July and in France and Italy since August. The increase in
wholesale prices in Japan in November was the first for nearly
two years. Germany was the only country among the overseas
majors in which wholesale prices fell in November.

!

... but continued progress may require restraint in
labour costs . . .

In the year to the second quarter the increase in unit labour costs
- s in manufacturing had slowed to about 13% over a year earlier in
the major overseas economies."” Complete information is not
yet available on developments in earnings and unit labour

llllll‘lllllllllllil]

1982 83 84 85 86
(a) Canada. France. Germany. ltaly. Japan and the United States. costs abroaq 1n the t'hlrd 'quarter' HOWCVCI‘, 1t appears lhal .
() Consumersexpenditure deflator. manufacturing earnings in the major overseas economies in
(c) Adjusted 1o allow for cyclical fluctuations in productivity. . 9 3
(d) Average of national figures. thus including imports from other major aggregate CO.ntlnue.d to grOW at ar(.)u.nd 4% OYer' a year earller,WlIh
el Ui 155 manufacturing unit labour costs rising at a similar rate to that

recorded in the year to the second quarter. The twelve-month
growth rate of whole-economy earnings eased in the second
quarter, and appears to have fallen further, to around 24%, in the
year to the third quarter. These developments suggest that
whole-economy unit labour costs in the major overseas
economies in aggregate may have been only around 1% higher in
the three months to September than a year earlier. This trend
may need to be maintained if consumer price inflation is to
remain close to its current level—about 14% at an annual rate.

... as oil prices have firmed

External factors may contribute less to reducing inflation rates
than in the past. Spot oil prices (Brent) have risen from $14.5 per
barrel in early December to over $ 18 following the agreement
achieved at the OPEC Ministerial Conference in Geneva in
mid-December. Under the terms of the agreement, OPEC intends
to limit its output to 15.8 million barrels per day in the first half
\ of 1987, and to 16.6 million barrels per day on average in the year
| as a whole, and will return to a fixed pricing system, based on a
| reference price of $18 per barrel, to take effect from February.
Given the usual differentials, this would entail Brent trading at
around $19 per barrel. The agreement suggests there has been a
shift on the part of several OPEC producers away from a policy
designed to increase market share significantly, and a number of
non-OPEC producers may also restrain production or exports
this year. Egypt, Norway and Oman, for example, have promised
cuts in production, while others, such as Mexico and the USSR,
have said they will cut back oil exports. Nevertheless the
agreement faces many problems. The agreed output figures
include quotas for Iraq which that country has rejected, and there
may be difficulty in preventing other key OPEC producers
exceeding their quotas. There is still a stock overhang stemming
from the period of very high OPEC production in mid-1986; the

(1) Seethe note on unit labour costs in the United Kingdom and abroad in the December 1986 Bulletin,
page 468.
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Non-oil commodity prices® stabilised in the

fourth quarter as a whole

120

2 by X Food - 110
\\ ll 2
\ / AN
[N ’ \
=y - 100
..... \
& 5 \
= \ - 90
All items
- Industrial raw ***tesee., % &
materials i
l 1 1 1 l 1 1 1 l
1985 86
(a) Economistindices in SDRs (quarterly averages).
US trade volumes showed little response
to the fall in the dollar in the first half of
1986
Price component(a)
% Volume component(a)
§ biltions
= " 15
10
5
0
5
10
= = 15
US Jap. Ger. US Jap. Ger. US Jap. Ger.
1985H1 85H2 86H!
(a) Change inhalfyearoverthe preceding halfyear.
World trade and UK markets
Percentage changes over preceding period at annual rates; at
constant prices; seasonally adjusted
1984 1985 1986
Year | H2 Hl
Import volumes(a)
Major seven economies(b) 12.8 5.5 5.5 108
of which:
North America 23.1 8.2 88 111
Japan 10.7 04]-15 210
Europe 6.9 4.8 4.9 7.6
Other OECD 8.0 6. 6. 5.5
OPEC countries -86 -154]-19.7 -19.8
Non-OPEC developing countries 7.0 54(- 1.1 28]
Total 838 39 3.1 6.1
UK markets(c) 7.1 38 4.5 4.2

(a) Importsofgoods only.

(b) Canada, France, Germany, ltaly, Japan. the United Kingdom and
United States.

(c) UK trade-weighted index.
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the

problem of adjusting seasonal fluctuations in demand has not yet
been resolved; and there may be initial difficulties in
implementing the new price differentials.

Spot non-oil commodity prices were little changed in the fourth
quarter as a whole, with higher industrial material prices
offsetting further falls in food prices. Among industrial raw
materials, agricultural non-food prices rose from the very low
third quarter levels, with evidence of some pick-up in demand.
Metal prices remained broadly flat with little indication that cuts
in output had yet had much effect in the face of continuing weak
demand. Food prices in general were depressed as a result of
plentiful supplies. This apparent stabilisation in non-oil
commodity prices has taken place at a very low level: the
Economist all-items index was on average 20% lower in SDR
terms in the fourth quarter of 1986 than two years earlier.
Moreover, commodity prices fell once more in December as food
prices weakened further, with large falls in the prices of certain
commodities. The price of coffee, for example, averaged some
15% lower in SDR terms in December than in November.

Current account imbalances continued to worsen . . .

There is still little sign that the depreciation of the dollar over the
last two years has brought about a significant adjustment of US
trade volumes. In the six months to October, US import volumes
were 9% higher than in the same period a year earlier, while
export volumes were static, and the improvement in the terms of
trade was insufficient to prevent a deterioration of the trade
balance. Tentative signs that the trade deficit was beginning to
stabilise in September and October were followed by a

$154 billion deficit (not seasonally adjusted) in November.
However, the deficit in December, initially estimated at

$103 billion, suggests the high November figure may in part be
attributable to a rush in imports prior to the imposition of
customs user fees on 1 December. Meanwhile, the Japanese trade
surplus in December was an all-time high of $104 billion (not
seasonally adjusted). Although Japanese trade volumes have
shown some adjustment to the appreciation of the yen, the large
reduction in import prices entailed by this appreciation, as well
as by lower oil and commodity prices, resulted in a current
account surplus of $86 billion in 1986. Terms of trade gains also
outweighed a net trade volume deterioration in Germany.

The trade surplus in December, at $ 53 billion, was a record;

the current account surplus in 1986 is estimated at

$36 billion. The continued absence of adjustment of the US
deficit has focussed debate on the competitiveness of the US
economy and has increased pressure for protectionist measures
from some quarters in the United States.

Any increase in trade protection, in the United States or
elsewhere, would damage prospects for continued recovery in
world trade. Although information in this area is subject to
particular uncertainties at present, it appears that world trade was
growing at an annual rate of some 6% in the first half of 1986,
and was dominated by continuing strong growth of imports into
the industrial countries, especially Japan. Meanwhile, OPEC
countries and several other developing countries found it
necessary to take further adjustment measures as a result of falls
in the prices of oil and other primary commodities. OPEC
imports may have been 20% lower in the first half of 1986 than a




: Economic commentary

year earlier, according to Bank estimates, and imports of
non-OPEC developing countries in aggregate may have been
static over the same period.

{ ... the dollar has fallen further since December . . .

The Baker-Miyazawa agreement at the end of October helped to
steady the yen-dollar rate in November and early December.
However, the poor US trade figures for November, and the
growing market view that the German and Japanese authorities
would not act to relax fiscal or monetary policy significantly,
contributed to a renewed depreciation of the dollar from
mid-December onwards. The strength of the deutschemark, in
combination with industrial disputes in France, produced strains
within the exchange rate mechanism (ERM) of the European
Monetary System (EMS). In a realignment of parities effective
from 12 January, the deutschemark and the Netherlands guilder
were revalued by 3%, and the Belgian and Luxembourg francs by
2%, against currencies of the other countries adhering to the
ERM arrangements. Between the Baker-Miyazawa pact and the

! EMS realignment, the dollar had fallen by over 6% against the

' deutschemark but by only 2% against the yen. Following the
realignment, the dollar fell further against the deutschemark and
also resumed its decline against the yen, leading to a
reaffirmation by the United States and Japan of their willingness
to co-operate on economic and exchange market issues.

. .. and official interest rates were lowered in

Germany . . .
Effective exchange rates® and Short-term market interest rates tended to decline through most
interest rates® of 1986 in the United States, as the authorities sought to
MbnThlyfaveragds encourage domestic economic activity. However, there was little
1985 1986 further movement in the fourth quarter. The broader targeted US
Mar. Dec. June Dec. monetary aggregates (M2 and M3) grew by around 9% in the
Canada 1 1
Phadey W8 - RN m fourth quarter of 1986 over a year earlier, at thg top of thelr
ERI 88.5 812 785 775 respective target ranges. The Japanese authorities cut official
France interest rates by half a percentage point at the beginning of
P SR o cobfa November in an attempt to stabilise the exchange rate and to
contribute to sustained economic growth. The German
Germany o g . .
Short-term interest rate 6.4 4.9 47 48 authorities resisted pressure to follow suit until late January
ES 85 02wt 08 reflecting their concern over the inflationary consequences of
Italy i monetary growth. In 1986, the rate of growth of central bank
Short-term interest rate  16.1 149 125 114 1 l
ERI 450 449 462 484 money (CBM) exceeded the target (34%-53%) for the first time in
, Japen seven years. However, the German authorities decided to reduce
| gﬁoln'lcrm ey i 152'3 17;'? 20‘;2 20‘5‘;3 both discount and Lombard rates by halfa percentage point with
effect from 23 January in order to contribute to stability in the
United Kingd : 1
Shnc::-ler;:gin?::esl rate 13.6 117 98 114 foreign exchange markets and the EMS, following the EMS
ERI UEX G realignment. At the same time as the cut in official interest rates,
United Stat, iquidity- 1
RSty oo & 561w B the Bundesbank gnnoun_ced liquidity absorblr}g_ b
ERI 152.4 1270 1158 1103 measures—reducing rediscount quotas and raising minimum

, reserve requirements—intended to offset in part the effects of
(a) Exchange rate index (ERI) 1975 = 100. 5 3 J 3 q
(by Interest rates for December 1986 include estimates. recent intervention in exchange markets. The mid-point of the
CBM target range remains unchanged this year, but the range has
been widened to 3%-6%.

... while public expenditure plans are cautious

If fiscal plans are realised, fiscal policy will impart a
contractionary impulse in the major seven in aggregate in 1987,
for the first time since 1980. In Germany, planned federal
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Fiscal policy in the major industrial countries: a medium-term perspective

In the 1980s most of the major industrial countries have
committed themselves to reducing both the relative
importance of government transactions in their economies
and their fiscal deficits as a percentage of GNP. Their aim has
been to free resources for the private sector, particularly by
reducing the public sector’s demands on capital markets. In
general, however, reductions in the share of public spending
in GNP have proved very difficult (see chart), while only
Japan, Germany and, to a lesser extent, the United Kingdom
have achieved a significant reduction since 1980 in the
general government financial deficit as a percentage of GNP,
Higher debt service payments and rapid growth in social

. security spending have accounted for much of the upward

pressure on deficits. In the United States, tax reductions in
1980-81, the introduction of investment incentives and
sharply higher defence spending were also important factors.

General government expenditure(2X®
Percentage of GNP
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(a) Excluding net lending to other sectors and other financial transactions.
(b) Based on OECDdata for 1972-84 and Bank estimates for 1985. UK data are CSO
estimates.

Governments of some major countries have also paid
increasing attention to the ratio of public debt to GNP. The
Japanese authorities, for example, have stated their aim of
‘keeping to a minimum the outstanding national debt as a
percentage of GNP’, though without specifying a target. There
are two main strands to this general concern. Rising
government indebtedness could create an expectation that
future governments might attempt to reduce the real value of
the public debt through inflation, thus putting upward
pressure on longer-term interest rates. A related concern is
that if real post-tax interest rates remain above real growth
rates, public debt might accelerate because of the
compounding effects of debt service payments. A recent
OECD study (see OECD Economic Outlook, May 1986)
concluded that, taking account of demographic changes and

General government net debt®
Per cent of GNP(b)

1974 1978 1982 1984 1986 1988

United States 222 21.6 22.1 260 300 314
Canada 1.0 11.6 18.8 30.0 37.0 40.9
Japan - 54 11.2 23.1 264 258 25.1
Germany - 4.7 9.4 19.8 23.0 22.6 2183
France 8.8 10.2 11.3 15.1 18.2 20.0
laly 49.2 64.5 70.8 91.0 99.0 108.9
Total 13.1 19.2 237 287 31.6 329

United Kingdom 549 535 46.5 49.0 48.0

(a) General government net financial liabilities at the end of calendar year.
(b) OECD estimates except for 1988 figures which are Bank estimates.

the likely course of pension costs, the need for further fiscal
restriction may be greatest in the United States, Canada and
Italy. However, it also noted that the likely stability in the debt
ratios in Germany and Japan in the next few years may be
only transitory.

An important feature of most of the major countries’
medium-term strategies is the objective of lower deficits, and
this is likely to be pursued by further efforts to restrain the
growth of public spending, rather than by increasing the tax
burden. Unforeseen events, such as the sharp fall in oil prices,
have had little effect on these fiscal plans. In Japan,
government expenditure could fall in real terms in fiscal
1987, and in France the budget envisages a cut in real
expenditure for the first time in nearly thirty years; if the US
Administration’s budget plans for fiscal 1988 are
implemented, government expenditure could fall there in real
terms. In Germany, nominal federal government expenditure
is planned to rise by 24% in fiscal 1987 over the outturn in
fiscal 1986 and, given the favourable outlook for inflation, is
likely to increase in real terms. In the United Kingdom
general government expenditure, excluding privatisation
proceeds, is planned to grow in real terms by only 1% per
annum between fiscal 1986/87 and 1989/90, and fall as a
proportion of GDP from 444% to 424% over this period.

General government financial balances®

Per centof GNP

1978 1980 1982 1984 1986 1988(b)
United States 0.2 -1.3 -35 -27 -134 - 2.5
Canada =3.1 -28 -57 -66 -54 - 36
Japan -55 -44 -36 -22 -15 - 0.6
Germany -2.5 -29 -33 -19 -1.0 - 0.6
France -1.9 02 -27 -29 -29 SNBSS
Italy -97 -80 -126 -130 -125 -11.9
Total -21 -24 -41 -33 -33 - 24
United Kingdom -44 =35 -23 -39 - 290

(@) OECD estimates.
(b) Bank forecasts. see December 1986 Bulletin, pages 472-3.
(c) CSOestimates: average of first three quarters (seasonally adjusted).

According to Bank forecasts, government deficits as a
percentage of GNP are likely to fall in all the major overseas
economies between 1986 and 1988. The aggregate general
government deficit is forecast to decline from 33% of GNP in
1986 to 24% by 1988. Germany is perhaps closest to achieving
its medium-term goal—that of reducing the federal borrowing
requirement to 1% of GNP by 1989 (from 14% in 1986). The
Japanese government has not altered its plan to reduce issues
of deficit-financing bonds to zero by the end of fiscal 1990,
although the Finance Minister has recently suggested that the
target may need to be reviewed. In the United States the
Gramm-Rudman-Hollings legislation envisages the
elimination of the federal deficit by 1991.

More emphasis is now being placed on tax reform and
privatisation in the medium-term fiscal strategies of the
major industrial countries, with the intention of improving
the supply potential of the private sector. Most tax reform
plans involve a shift away from personal direct taxation
towards indirect taxation. Privatisation has been particularly
important in the United Kingdom—since 1981 the sale of
nearly twenty publicly-owned enterprises has thus far realised
about £10 billion. A number of other governments are now
adopting similar policies. For example, the French
government plans to privatise sixty-five undertakings over
the next five years with an estimated market value of some
Fcs 300 billion (about £30 billion).




Economic commentary

e

The growth of output strengthened in the
third quarter

Output measure
.......... Expenditure measure
------ Income measure

Seasonally adjusted 1980 = 100
Logarithmic scale
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government expenditure in 1987 has been reduced by some
DM 23 billion from the level foreseen in the draft 1987 budget
approved by the Cabinet in July. After allowing for a shortfall in
spending last year, expenditure in nominal terms is planned to
rise by 23%, although the authorities have indicated that they
would respond flexibly if the official growth forecast of 24%
looked in jeopardy. The Japanese draft budget for fiscal 1987
(commencing on 1 April) contained the smallest increase in
spending for over thirty years—a negligible increase in nominal
terms—whereas tax revenues are projected to increase by 13%.
The Japanese cabinet has adopted a revenue-neutral tax reform
programme to be phased in over three years. This follows the
proposals of the ruling Liberal Democratic Party’s tax council
which broadly endorsed the earlier recommendations of the
Advisory Council to Prime Minister Nakasone. For fiscal 1987
the plan consists of corporate and income tax cuts, the
introduction of a 5% sales tax along VAT lines, and a 20% tax on
interest earned on personal savings which are currently tax
exempt. The reforms will be phased so that, while the revenue
cuts will occur at the beginning of the fiscal year, the
revenue-increasing measures will not be implemented until the
second half of the year. In the United States, the President
presented the Administration’s budget for fiscal 1988
(commencing on | October 1987) to Congress. The projected
deficit is consistent with the Gramm-Rudman-Hollings deficit
target of $108 billion. The budget proposals include limited
growth in spending, some revenue increases and a small number
of asset sales. The proposals are likely to be the subject of
considerable debate in Congress before the emergence of an
agreed package. Congress is expected to seek to limit the
Administration’s proposed growth in defence spending and give
greater priority to non-defence spending.

At home the growth of output has strengthened

In the United Kingdom the rate of economic growth almost
certainly strengthened in the third quarter, although there is some
uncertainty about the extent of the improvement, as the
alternative measures of GDP, published in December, showed
markedly different rates of growth. GDP(O), generally regarded
as the best measure of short-term changes in the economy, rose
by 13% in the third quarter to a level almost 34% higher than a
year earlier. The income measure, GDP(Y), fell slightly in the
third quarter and the profile of the expenditure measure,
GDP(E), has been flat since the first quarter of 1986. The growth
of domestic demand strengthened during the first three quarters
of the year, mainly reflecting the increase in consumer spending,
but the contribution of the latter to GDP(E) was diminished by
the rise in net imports. Although the volume of non-oil exports
rose, a rapid rise in consumer spending resulted in sharply higher
imports of consumer goods, especially in the third quarter,
contributing to a much faster increase in the volume of non-oil
imports in the year to the third quarter. Over this period,
domestic demand increased by over 3%, whereas GDP(A) at
constant factor cost rose by only 2%.

However, the discrepancies between the various measures of
GDP suggest the published figures understate the growth in
domestic demand. A variety of other indicators suggest there has
been an increase in activity in recent months. These include the
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Growth in components of GDP

Percentage changes over the same period a year earlier; at
constant market prices; seasonally adjusted

1985 1986

Year | H2 Hl Q3
Consumer spending 3.7 4.6 4.6 49
Government consumption 0.1] -06 1.0 24
Gross fixed investment 19( -04 -1.0 1.4
Stockbuilding 0.3 03 038 0.7
Domestic expenditure 29 2.6 2.8 33
Exports 5.9 29 -05 48
Imports 3.0 0.2 2.0 9.8
GDP(E) 357, 34 21 2.0

Contributions to the growth of GDP
Percentage changes over the same period a year earlier as a
percentage of GDP (E); at constant market prices; seasonally
adjusted

1985 1986

Year | H2 H!i Q3
Consumer spending IR 2.8 2.7 3.0
Government consumption 0.0| -0. 0.2 0.5
Gross fixed investment 04| -01 -0.2 0.3
Stockbuilding 0.3 0.0 00| -04
Domestic expenditure 29 2.6 2.8 33
Exports 5/ 0.8 -0.1 1.4
Imports -08] -0.1 -0.6| -2.7
GDP (E) 3, 34 21 2.0

more favourable picture emerging from the labour market as
unemployment has fallen and vacancies have risen, and the
strong rise in tax receipts, especially of corporation tax as profits
have risen, as well as VAT, reflecting the buoyancy of consumer
spending. The increase in the domestic output of investment
goods and the increase in imports (some of which were of capital
and intermediate goods) cannot be easily reconciled with the
subdued recorded growth in fixed investment. Thus it is possible
that consumer spending and investment have all grown faster
than is indicated by the latest estimates of GDP(E).

The growth in output in the third quarter reflected an increase in
the output of the service industries and the manufacturing and
construction sectors as well as increased output from the North
Sea following a fall in production in the second quarter. Within
the production industries, higher growth was recorded across all
the market sectors, particularly in consumer and intermediate
goods. Manufacturing output rose by nearly 14% in the three
months ended November and is now shown to have increased
fairly steadily since the end of the first quarter. Much of the
growth reflects increases in production of electrical engineering
and chemicals and (during the latest three-month period) of
motor vehicles and parts. These were all sectors in which output
had fallen in the year to mid-1986, contributing to a fall in
manufacturing output in the year to the second quarter of 1986.
Manufacturing output is now estimated to be nearly 2% higher
than a year ago. Higher manufacturing output has, since April
1986, been accompanied by an increase in capacity utilisation,
according to CBI surveys. However, the percentage balance of
firms reporting plant capacity as a constraint on the growth of
output has shown little change over the last three years.

The January quarterly industrial trends survey conducted by the
CBI confirms the improved outlook contained in its recent
monthly surveys. There was an increase in the balance of
manufacturing firms reporting higher output over recent months,
as well as expectations of a moderate increase in output over the
next four months. This is reflected in the improvement in
business optimism and in a fall in the balance of firms reporting
total order books as below normal—to the lowest level since
October 1985. There was a marked improvement in export
prospects, thought mainly to reflect the effect of the fall in
sterling during the past year, with a decline in the balance of firms
reporting export order books as below normal compared with the
level in the previous quarterly survey.

Overall the prospects appear favourable for a continuation of
growth during 1987, with the possibility of a better balance
between the main components of expenditure than indicated by
the latest estimates of GDP(E). The fall in the exchange rate
during 1986 (some 11% in effective terms and nearly 20% against
the deutschemark) and an improvement in cost performance in
the second half of the year should help to narrow the trade
imbalance in volume terms. Much depends on the response of
domestic output; the rise in imports of capital and intermediate
goods in recent months may be an indicator of an imminent
increase in the growth of output. Without such a response,
however, the expected growth in export demand will not be fully
met and a disproportionately large share of the increase in
domestic demand will continue to leak into imports.
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Economic commentary

The growth in consumer spending reflects
the rise in incomes
Seasonally adjusted £ billions. 1980 prices

Real personal
disposable income

o
.
o

N v.os*" Real consumption(a)

-
- -
Per cent

Persons’ saving ratio

llLJlllllllllLLLlHlIlll]lll
1980 82 84 86

(a) Including expenditure on durables.

(b) Durables consumption as a ratio of total personal disposable income.
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Consumer spending is the main source of growth . . .

Consumers’ expenditure rose by 14% in real terms in the third
quarter, to a level nearly 5% higher than in the corresponding
period of 1985. Even though the rate of growth of consumer
spending may be understated by the expenditure measure of
GDP, as noted above, there is little doubt that it has been the
main source of growth during 1986. Provisional estimates for the
fourth quarter suggest that the growth of consumer spending
slowed, partly because expenditure on durables was flat.
However, consumers’ expenditure was nearly 5% higher than in
the fourth quarter of 1985, and durable goods, especially
household appliances, represented the fastest growing item of
expenditure, up by more than 12% over this period. The volume
of retail sales was more buoyant in the fourth quarter, rising by
24%, to 7% above the level recorded a year earlier. The difference
in the two estimates for the fourth quarter is partly explained by
the weaker growth of those components of spending not covered
by the index of retail sales; for example spending on energy
products (in 1980 prices) fell by nearly 3% in the fourth quarter.

The main factor behind the continued strong growth in
consumption was the growth of real incomes. According to
provisional estimates, total personal incomes rose by 23% in the
third quarter. After allowing for deductions of taxes and social
security contributions as well as the increase in consumer prices,
real disposable incomes rose by nearly 13% in the third quarter to
a level 5% higher than a year earlier. Despite the sharp rise in
personal sector incomes, the saving ratio remained close to 103%
in the third quarter of 1986, similar to its level in the
corresponding quarter of 1985.

Consumer spending, especially on durable goods (other than
vehicles), may also have been boosted by favourable relative
price movements. Latest estimates suggest that the annual rate of
growth of prices of durable goods fell from just under 4% in the
first quarter of 1986 to only 4% in the third. This compares with
only a slight slowing in the rate of increase of prices of
non-durable goods and services—from 43% to 4% over the same
period.

... supported by increases in consumer credit and
mortgage lending

Consumer spending has also been supported by a rise in
consumer credit, which rose by £14 billion in the third quarter of
1986, after an increase of £13 billion in the second. Net increases
in consumer credit during the first nine months of the year were
estimated to be almost 25% above those recorded in the
corresponding period of 1985.

During the third quarter there was a further strong increase in
mortgage lending by building societies, banks and other
institutions. Mortgage lending amounted to some £73 billion in
the third quarter, compared with £5 billion in the first and

£6 billion in the second. However, according to preliminary
estimates, new mortgage lending may have slowed during the
fourth quarter, to little over £6 billion. This may reflect in part
the weakening in demand associated with the rise in the ratio of
house prices to average earnings that occurred in certain regions
during 1986, and also perhaps the initial impact of the rise in
mortgage interest rates.
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The household sector’s® debt and assets
have continued to rise
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(a) Personal sector, excluding net receipts of LAPFs.

(b) Gross interest payments as a percentage of household income before tax
relief.

(c) The stock of personal sector assets, minus holdings of LAPFs.

(d) The stock of morigages, bank borrowing and retail trade credit owed by
households.

Nevertheless, in recent quarters the household sector has
continued to build up its liabilities, with the result that the total
outstanding stock of liabilities now represents more than 70% of
annual disposable income, compared with some 40% in 1980.
Part of this reflects the increase in mortgage borrowing.
Borrowing for house purchase represents over 80% of the
household sector’s stock of liabilities, although this proportion
has been fairly constant over the last five years. Between 1980
and 1985, income gearing (defined as the ratio of gross interest
payments to income before tax relief) rose from below 6%
towards 9%. Part of the increase in this ratio reflects the spread of
owner occupation in recent years. Nevertheless, the increase in
the ratio also reflects an increase in the average size of mortgage
in relation to income per individual. The average advance to
income ratio exceeded 2 in the third quarter of last year for the
first time since the early 1970s. The gearing ratio has, however,
fallen slightly in recent quarters, and by the third quarter was
estimated at around 8%, having fallen from 9% a year earlier.
This reduction is a direct consequence of the fall in mortgage
rates earlier in 1986, and is not thought to represent a decline in
households’ willingness to take on more debt.

At the same time as the household sector has raised its stock of
borrowing, the value of its holdings of financial assets has also
increased. In the first half of 1986 the strong stock market
boosted the value of the sector’s holdings of equities and unit
trusts, helping to raise total financial assets to around 160% of
households’ annual disposable income. The excess of the
household sector’s stock of assets over that of liabilities suggests
that its net financial position in aggregate is satisfactory.
However, the owners of these assets are not necessarily those who
are accumulating debt. There is little detailed information
available on the distribution of assets and liabilities between
households, but there is some evidence that those with large
mortgages have few other investments. According to data from
the 1984 Family Expenditure Survey, for those owner-occupier
households in the process of purchase, less than 2% of gross
normal weekly income comes from investments, while the
comparable figure for those households that already own their
properties outright is 104%. This suggests that, as might be
expected, it is mainly younger households that owe debt, but
older households that hold assets, a conclusion borne out by the
fact that, of recent mortgagees, more than 60% are aged 35 or less
and only 4% are aged 55 or over.

The sharp fall in housing starts in the first quarter of 1986 has
been followed by a strong recovery to nearly 215,000 at an annual
rate in the third quarter, although provisional estimates suggest a
slight slowing in more recent months. The likely outturn for 1986
as a whole may be a little more than 200,000, a figure which has
been exceeded only once since 1979. Private sector starts are
likely to have been above 170,000 in 1986—the highest figure
since 1973—while the public sector total of around 30,000 is
likely to have been the lowest annual figure since the war.

The rate of increase in house prices has slowed

House price inflation, as measured by the Halifax mix-adjusted
index, has fallen to an annualised rate of around 124% in the
three months to December, compared with the previous three
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The ratio of house prices® {0 earnings®
has risen faster in London and the South

months, from a peak of 1 7% in the summer. Large regional
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(a) Depariment of the Environment’s mix-adjusted housc price

index.

(b) New Earnings Survey. Averagegross weekly pay of all full-time

males on adult rates for the regions shown.
(c) Panly csumated.

[

Lower manufacturing investment reflects a
fall in the amount financed by leasing

- Investment financed by leasing

Own-account manufacturing investment

Total manufacturing investment

£ miltions (1980 prices)

disparities persist. Although the increase in house prices eased in
London and the South East in the fourth quarter, prices were,
nevertheless, some 20% higher there than a year earlier. The
increase in house prices exceeded the growth of average earnings
in these two areas, resulting in a rise in the house price to
earnings ratio to around 43 during the year, similar to its previous
peak in 1978/79, but well below that of the early 1970s. House
prices in several northern regions continue to rise at only a
modest rate, if at all, with the result that the average house price
earnings ratio for all regions, other than London and the South
East, was just over 3, a ratio little changed in recent years.

Capital spending by business remains subdued

In the third quarter, capital expenditure by the manufacturing,
construction, distribution and financial industries fell 1%, and
was 23% lower than a year earlier. The fall in manufacturing
investment accounted for all the decline between the second and
third quarters. The weakness of manufacturing investment
included a sharp fall in the contribution of leasing, following the
abolition of first year allowances from April. The proportion of
manufacturing investment financed by leasing has fallen from
over 18% in the first quarter of 1986 to just below 1 0% in the
third. Overall the volume of capital spending by business during
1986 was weaker than had been expected at the beginning of the
year, probably reflecting uncertainties in the first half of the year
about the prospective strength of demand.

Business investment is expected to increase in the next twelve
months. There are already some tentative indications that this
could occur, to judge from the 14% rise in production of

= - 2000 investment goods in the three months ending November, the
large increase in imports of capital goods recently, and the
" widening in profit margins (which suggests there will be no
shortage of internal funds to finance investment). The latest DTI
g investment intentions survey, published in December, indicates
| g that spending could increase by 6% this year, comprising a 2%
growth in manufacturing and over 8% growth among the
117 construction, distribution, and service industries.
! There was a further fall in stock levels in the third quarter. Much
1200

1982 83 84 85

of the de-stocking occurred in wholesale distribution, at a rate
similar to that recorded in the previous quarter; some of this may
have been an involuntary consequence of the strength of
consumer demand in this period. The fall in manufacturers’
stocks in the third quarter took the stock output ratio to its
lowest level since 1973.

The current account deficit narrowed in the fourth
quarter

The deficit on current account, which had emerged in the third
quarter, narrowed by more than £3 billion in the fourth, although
the improvement was insufficient to prevent a small deficit being
recorded for the year as a whole, for the first time since 1979.

While the invisibles’ surplus is projected to have improved last
year (see the note on page 20), the visible trade deficit widened.
Much (about £4 billion) of the overall deterioration in the trade
account reflected the sharp drop in oil prices and a 1% decline in
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According to latest projections, "’ the surplus on UK
invisible trade in 1986 was £83 billion, which
represents a trebling in the nominal value of the
surplus since the late 1970s. In the post-war period, the
annual surplus on invisibles broadly offset the deficit
on visible trade in most years up to 1980, before
rapidly rising net oil exports resulted in a visible trade
surplus. During the early 1980s, a strong growth in |
invisible earnings helped to offset the deteriorating
balance of trade in manufactures. In 1986 there was a
further deterioration in the visible trade deficit as oil
prices fell and the surplus on trade in oil was reduced.
The latest trade figures indicate there was a small
deficit on current account in the year as a whole, as the
surplus on invisibles almost offset the higher deficit on
visible trade.

The increase in the surplus on invisibles reflects the
growth in the surplus on trade in services from

£24 billion in 1982 to an estimated £6 billion in 1986,
and in the surplus on interest, profits and dividends
(IPD) from £1 billion to an estimated £54 billion over
the same period (see chart). This increase in the
surpluses on both services and IPD has however been
offset in part by the gradual increase in the deficit on
transfers, mainly reflecting a rise in the United
Kingdom’s net contribution to the Budget of the
European Community.

Invisibles balance'®

. Services
1PD
% Transfers

o lotal
£ billions

1978 80 82

(a) Scc footnote (1) below.

Within trade in services, net earnings from financial
and other services have grown substantially from

£43 billion in 1982 to an estimated £9 billion in 1986.
This has partly reflected gains made by UK-based
financial institutions in providing services abroad,
helped by new technology and the dismantling of
controls on capital markets, which have increased the

The United Kingdom’s earnings on invisibles

importance of London as a financial centre. Much of
the recent growth in earnings has come from a cyclical
recovery in insurance underwriting earnings and a rise
in UK banks’ fee income. The rise in banks’ fee income
partly reflects a greater emphasis on securitised forms
of lending and the growing importance of
off-balance-sheet activities in response to pressures on
banks’ capital. Thus a greater share of their income is
being taken in fees, which are recorded as services,
rather than in the form of the ‘spread’ between
borrowing and lending rates (which is recorded as part
of IPD). Movements in the exchange rate probably
account for much of the variability in the balance on
earnings from travel, which moved into surplus in 1985
after four years of deficit, but then declined sharply in
1986. Movements in the surplus on civil aviation tend
to be closely linked to changes in the balance on travel.
Until 1980 sea transport usually recorded a small
surplus, but the decline in the size of the UK merchant
fleet has contributed to a growing deficit on this
account from 1981.

The growth in the surplus on IPD mainly reflects the
growth of the United Kingdom’s net external assets in
recent years, the sterling value of which was estimated
at £80 billion at the end of 1985. Receipts from
overseas portfolio investments rose strongly from a net
deficit of £ billion in 1981 to a net surplus of over
£43 billion by 1986. Part of the rise in portfolio
investment earnings reflects a shift in UK banks’ assets
from traditional lending to securitised assets, and
earnings from the former have fallen back. Net
earnings from direct investment have also risen since
1982, although they were temporarily depressed in
1985 by special factors.

According to the latest estimates, the surplus on
invisibles in 1986 was over £23 billion above that
recorded in both 1984 and 1985. Much of this growth
in 1986 reflects a higher surplus on IPD, partly
reflecting the trends noted above. But a number of
additional factors were also at work. The surplus on
IPD was increased as a result of lower debits in the
form of profits from foreign-owned oil companies
operating in the North Sea, reflecting the sharp fall in
oil prices. The sterling value of net earnings from
overseas investments denominated in foreign currency
has increased as a result of the fall in the exchange rate
during the year. The lower overall value of sterling
should also have enhanced the competitiveness of UK
services. A fall in the deficit on transfers between 1985
and 1986 partly reflects the erratic pattern of
transactions with the European Community. These
developments were more than sufficient to offset the
sharp fall in the surplus recorded on travel and civil
aviation, compared with 1985, which is likely to have
reflected the adverse effects of sterling’s recovery
against the dollar and perhaps overseas tourists’
concerns about terrorism in Europe.

(I) Although official estimates of the invisibles surplus for 1986 as awholewereincluded in the December trade figures, the projection for the fourth quarter does not break down thecomponents of
the surplus into services, IPD and transfers. The figures quoted in the text and chart for the surplus on services, IPD etc for 1986 are Bank projections, based on the assumption that their share of
the total invisibles surplus in the fourth quarter was the same as that recorded in the third quarter.
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Changes in the UK current balance 1985-86
£ billions

1985 1986 Change
Visible trade = 2.1 - 8.7 -6.6
of which:
Oil 8.2 4.1 -4.0
Non-oil =103 -12.8 -2.6
of which:
Manufactures (ex erratics) - 38 - 175 -3.7
Erratics(a) 0.7 1.6 +0.9
Other k) -170 +0.3
Invisibles(b) 547, 8.5 +2.8
Current balance 35 - 0.2 =3.7
Memoranda: Contributions to the
change in the visible
trade balance
Volume balance(c) =2:6
Priceand terms
of trade effects(d) -4.0

(a

Balance of trade in ships, North Sea installations, aircraft, precious stones
and silver.

(b) Based on a projected susplus of £2.4 billion in the fourth quarter.
(¢) Change in volumebalance of trade expressed in 1985 prices.

(d) Calculated as the difference between the visible trade balance in cusrent and
1985 prices.

The trend in non-oil trade volumes® /s
upwards

Estimatced trend

1980 = 100
- - 160
150
140
130
120
1o
100
90
1983 84 85 86
(a) Including erratics.
Imports of finished manufactured goods
have risen
1980 = 100
= = 24
2 2~
iy
b
i
- Capital a = ; - 200
A e 5 R
TN N 1*';..\‘ Nl
=04 MoENG S o S 80
oo o e e IR g
e fikee, g r \‘./ -
* Intermediate &
o goods il 60

Haarsessbtartaareril |
6

1985 8

(a) Including cars.

the non-oil terms of trade in 1986 over 1985. However there was
also a £24 billion adverse movement in the volume balance of
trade. The large deterioration in the manufacturing trade balance
would have been greater but for an improvement in the balance
of erratic items (largely attributable to higher net exports of
aircraft). The deficit on trade in other goods fell, partly reflecting
weak commodity prices and a strong growth in the volume of
food exports.

In the last three months of the year non-oil export volumes
(excluding erratic items) rose faster than imports. This
improvement in the volume balance partly reversed the sharp
deterioration in the third quarter, which was largely attributable
to a very rapid rise in imports. By the fourth quarter both non-oil
import and export volumes were 94% above their levels of a year
earlier. However, the non-oil terms of trade deteriorated as
import prices rose and, by December, were 33% worse than their
August peak, leaving the non-oil balance (excluding erratics) little
changed between the two quarters. After falling in the first
quarter, the volume of exports of manufactures (excluding
erratics) recovered in the second and since then has risen by
nearly 9%. Moreover, the volume of exports of non-manufactures
other than fuels jumped 20% between the two halves of the year
(however, these categories account for less than 12% of non-fuel
exports). Imports of finished capital and intermediate goods,
together with raw materials, rose sharply in the second half, while
a strong underlying growth in consumer goods, evident since late
1985, continued.

The strength of exports, and the recent rise in imports of capital
and intermediate goods and raw materials, suggest that domestic
output will respond to the buoyant growth of domestic demand.
Producers may also be beginning to take advantage of the
potential improvements in price competitiveness afforded by
sterling’s depreciation, as well as the renewed growth in overseas
markets after a slack first quarter. Moreover, the latest CBI
survey evidence points to further increases in manufactured
exports. The volume of consumer imports (including cars) fell
back a little in the fourth quarter after a surge of more than 18%
in the year to the third quarter of 1985. However, in view of the
likelihood of continuing strong growth in disposable incomes,
some further growth of imports in this category seems probable.

Manufacturing industry’s cost performance has improved in the
last six months. Recent productivity gains have meant there was
no further deterioration in relative unit labour costs in local
currency terms, according to provisional estimates. There was a
further decline in the value of sterling, its effective rate falling
from a little over 76 in the second quarter to just under 72 in the
third, there having been a sharp fall against the deutschemark
and a slight fall against the dollar. Relative unit labour costs fell,
in common currency terms, by almost 53% in the third quarter.
Because of lags, this improvement in competitiveness is unlikely
to affect trade volumes until later this year. The depreciation has
also improved relative price competitiveness, particularly for
exports, and this is also reflected in the surveys, which show
fewer exporters citing relative prices as a limiting factor on export
sales. However, the improvement in price competitiveness of
domestic output relative to imports has not been as marked, and
this may provide a partial explanation for the surge in imports in
the second half of 1986.
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UK cost competitiveness improved in the

third quarter
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Unemployment® fell and vacancies® rose in the
second half of the vear
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(a) Seasonally adjusted. excluding school leavers.
(b) Seasonally adjusted. excluding the Community Programme.
Changes in employment in Great Britain
Thousands; seasonally adjusted
Employees in Self- Employed
employment employed|labour
Total  of which: (b) force
Female Full-time
part-time equivalent
workers (a)
Levelat
March 1983 20,529 3,713 18,673 2,147 22,998
Quarter on
quarter
change
1984 Mar. + 36 +20 +26 +69 +106
June + 21 +9 +16 +68 + 89
Sept. + 50 +10 +45 +27 + 80
Dec. +108 +39 +89 +27 +134
1985 Mar. + 58 +9 +53 +27 + 84
June +138 +12 +27 +27 + 59
Sept. + 33 +20 +23 +31 + 64
Dec. + 34 + 7 +31 +30 + 62
1986 Mar. + 4 +28 -10 +31 + 34
June + 11 +17 + 2 +30 + 40
Sept + 40 -15 +48 +31 + 71
Level at
September
1986 21,099 3,999 19,100 2,696 24,117

(a) Assumes two part-lime jobs 10 be equivalent 1o one full-time: adjustment
has been made 1o female employment only (data are only available for
male part-time employees on a non-seasonally-adjusied basis). The 1985
New Earnings Survey suggesisaverage weekly hours worked by full-time
employees is 38.4 and by part-timers is 19.5.

(b

Changein self-employed persons(forthe United Kingdom) from

projections of the estimates published in the Employment Gazette.

D2

Although the decline in sterling’s value has improved
competitiveness, it has also inevitably meant an increase in
import prices. Since the sharp fall in sterling in July, non-oil
import prices have risen by 54%, compared with an increase of
just 14% in the previous six months. Meanwhile, non-oil export
prices have risen only 34% since July and so the terms of trade
have begun to deteriorate, after improving steadily since the
beginning of 1985.

There was a further fall in unemployment in
December

The number unemployed in the United Kingdom (seasonally
adjusted and excluding school leavers) fell in December for the
fifth consecutive month, and the unemployment rate fell to
11.3%. Unemployment has fallen by an average of 21,000 per
month since July and most regions, with the exception of
Scotland and Northern Ireland, have experienced a decline over
this period. The fall in unemployment reflects the growth of
output and the effect of employment measures, including the
introduction of the Restart scheme for the longer-term
unemployed on a national basis and some further expansion of
the Community Programme.

The employed labour force (defined as employees in
employment, the self-employed and the armed forces) in Great
Britain rose by 71,000 in the third quarter, appreciably faster than
earlier in the year. The growth in employment reflected a further
increase in service industries’ employment and a projected
increase in the numbers self-employed, partly offset by a further
decline in manufacturing employment. Manufacturing
employment continued to fall in both October and November,
although the rate of decline has slowed in recent months. Male
employment rose in the third quarter for the first time in eighteen
months, while female part-time employment fell for the first time
since March 1983.

The employment figures for Great Britain have recently been
revised to take account of the results of the 1984 Census of
Employment. The revisions make little difference to the overall
increase in the employed labour force, now estimated at over

1.1 million between March 1983 and the third quarter of 1986,
with increases in employees in employment and the
self-employed each accounting for half of the overall rise in
employment. But there were large changes in sectoral
composition. In particular, manufacturing employment is now
shown to be some 187,000 lower than previously estimated, with
almost all of the fall offset by an upward revision to employment
in the service industries. The results also indicate that sample
surveys had overestimated the number of females in part-time
employment, and underestimated the number of female full-time
employees.

Wage settlements in manufacturing averaged around 5% in the
fourth quarter compared with 54% in the third, according to
provisional estimates from the CBI, having fallen from 6% in the
first half of the year. The decline in settlements in the second half
of last year probably reflects the fall in the annual rate of retail
price inflation. Whether the new lower settlement rate is firmly
established remains uncertain. The increase in the RPI has
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Settlements have fallen, but there was no

change in the underlying increase in
manufacturing earnings

Percent

CBI average settiements

in manufacturing(b)

Lol lwslin

1983 84 85 86

(a) Perceniage increase on a year earlier.
(b) The CBI { 1 data is a twel 1th moving average.

Manufacturing productivity rose sharply

in the third quarter and the rise in unit
wage costs s/lowed

Pcrccnlagc tncreasc over a year carlier

» % Productivity
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1982 83 84 85 86

picked up in recent months, the number of settlements on which
the CBI’s fourth quarter estimate was based is small, and the
average figure for settlements is unweighted. The underlying
increase in average earnings in manufacturing in the twelve
months ended November remained at 73%, a rate unchanged
since April. Thus the average earnings increase in manufacturing
might not appear to have reflected lower settlements, but the
increase in average earnings is taken over a twelve-month period
and there are relatively few pay settlements during the autumn.
In addition, the recovery in manufacturing output may have led
to higher earnings because of higher bonus payments. The annual
increase in underlying earnings in the whole economy remained
at 74% in November, a rate virtually unchanged since mid-1984.

The annual rate of retail price inflation has risen . . .

The twelve-month increase in the retail price index rose again in
December to 3.7%—over one percentage point higher than the
low point recorded in July and August, although below the 5.7%
recorded in the twelve months to December 1985. The increase
during the latter part of 1986 reflected a number of factors, of
which the rise in mortgage rates in November was the most
significant, adding over half a percentage point to the rate of
inflation. The recovery in oil prices (initially to some $14 per
barrel, but more recently to over $18) has meant higher petrol
prices. Partly as a result, the transport component of the RPI
(with a weight of 153%), was over 3% above its trough recorded in
May. The depreciation of sterling in the second half of the year is
also likely to have resulted in upward pressure on prices.

The impact of the fall in sterling and higher oil prices was
particularly evident in the pattern of manufacturers’ input prices
during the second half of the year. Recent monthly increases
meant that by December input prices (not seasonally adjusted)
were only 34% lower than a year earlier, compared with a fall of
10% in the twelve months ended July. Most of the increase
reflects higher fuel prices, although prices of some non-fuel
materials have also risen steadily.

... but the increase in manufacturers’ total costs may
have slowed . . .

Despite increases in prices of materials, manufacturers’ cost
position has continued to improve. Unit wage and salary costs
rose 7% in the year to the second quarter. However, after a fall in
the third quarter and only a modest increase in October and
November, unit wage costs in the three months to November
were estimated to be only 3% above their level a year earlier.
Some of this slowdown in the growth of unit wage costs reflects
the improvement in the growth of manufacturing productivity.
Output per head in the three months to November was 43%
higher than a year earlier, following a period of sluggish growth in
the first half of the year. But much of the increase in productivity
almost certainly reflects the cyclical rise in manufacturing output
in recent months, and overstates the underlying trend growth of
productivity. In the economy as a whole the improvement in
productivity and the corresponding slowdown in the growth of
unit wage costs has been less marked as the service sector is less
responsive to cyclical fluctuations. In the year to the third quarter
whole economy productivity and unit wage costs were,
respectively, 24% and nearly 5% higher than a year earlier.
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T he share of non North Sea ICCs’ profits
in GDP has risen@®

North Sea companies

Non North Sea ICCs

Pcrcentage of GDP

1975 80 85

(a) Grosstrading profits (less British Telecom) net of stock appreciation
expressed as a percentage of the current price income measure of
GDP

(b) Data for 1986 cover only the first threequanersof the year.
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... contributing to higher profits in the third
quarter . . .

There was an increase in profits (net of stock appreciation)
earned by industrial and commercial companies (ICCs) from
their domestic operations in the third quarter after falls in both
the first and second quarters, according to CSO estimates. The
sharp fall in North Sea profits was halted in the third quarter as
oil prices stabilised at around $14 per barrel; profits in this sector
remained some 60% lower than a year earlier. Profits of non
North Sea companies recovered slightly, after falling in the
previous quarter, and by the third quarter were over 7% higher
than a year earlier. Bank estimates suggest that the pre-tax rate of
return on capital employed in non North Sea activities was some
74% in the third quarter, below its previous peak in the first
quarter of 1986. Although non North Sea ICCs’ profits were
higher than a year earlier, the third quarter level was little
different from that recorded in the first and second quarters. The
failure of profits to rise in the first nine months of 1986 is
difficult to explain, and may be a further illustration of the gap
between the output and the income measure of GDP mentioned
above. During 1986, output has increased; there has been only a
modest decline in the twelve-month increase in manufacturers’
output prices—by December these prices remained 44% above
their level a year earlier—and margins appear to have been
expanding. The decline in sterling’s value during the autumn
may permit some further widening of margins among companies
in the tradable goods sector. The most recent CBI surveys suggest
an increasing number of firms are planning to raise prices as the
effect of higher input prices feeds through.

Data on companies’ financial transactions in the third quarter are
still incomplete, although there appears to have been a
continuation of the financing pattern in the first half of the year.
Capital issues, for example, remained exceptionally strong,
increasing towards the end of the year, so that the total for the
second half (£33 billion for all ICCs’ issues of ordinary shares)
was almost as large as for the whole of 1985. This strength
occurred despite the British Gas flotation, which might have been
expected to limit the market for other issues to some extent.
Merger and acquisition activity also remained strong in the third
quarter, although less so than in the first half. There was a large
rise in direct investment abroad in the third quarter which
mainly reflected an increase in acquisitions of companies in the
United States.

There was a further increase in company borrowing (from banks
and other sources) in the third quarter, accompanied by another
substantial rise in companies’ acquisition of liquid assets. Over
the past twelve months, company borrowing has totalled

£104 billion while there was an increase of £124 billion in their
liquid financial assets. The reasons for this simultaneous rise in
both assets and liabilities are uncertain.®” One possibility is that
companies may simply be taking advantage of favourable
capital market conditions to raise funds as the opportunity arises,
and using the proceeds to acquire short-term investments. This
seems to have been the case in the eurobond markets during
1986, with firms borrowing heavily in the first half of the year
when long bond rates fell below 10%, but not in the second half.

(1) Some ofthe reasons for the growth in ICCs’ liabilitiesand assets in recent years are reviewed in the
December 1986 Bulletin, pages 504-5.
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.. . and buoyant tax receipts, including those from

corporation tax, have contributed to a small PSBR in
recent months

The public sector had a surplus of £1.2 billion in December
following negligible borrowing requirements in both October and
November. The cumulative PSBR for the first nine months of the
financial year amounted to only £44 billion compared with

£74 billion over the corresponding period of last year. The low
level of the PSBR in recent months mainly reflects the buoyancy
of tax receipts, particularly the strong growth in receipts of
corporation tax, following the recovery in company profits, as
well as VAT. Although general government expenditure in
1986/87 is now projected to be £1 billion higher than the Budget
estimate, the Chancellor said in the House of Commons in
December that the PSBR is more likely to undershoot than
overshoot the Budget forecast. In December the PSBR benefited
from the proceeds of privatisation of British Gas, and there will
be further receipts in February from the sale of British Airways.

The expenditure plans announced in the White Paper in
mid-January give further details of those outlined in the
Chancellor’s Autumn Statement. Public spending is projected to
increase by 1% per year in real terms between 1986/87 and
1989/90, with much of the increase allocated to education, health
and law and order. Even allowing for this increase, expenditure
(not treating privatisation proceeds as negative expenditure) is

projected to fall as a proportion of GDP from 444% in 1986/87 to
424% by 1989/90.

23]




	0013
	0014
	0015
	0016
	0017
	0018
	0019
	0020
	0021
	0022
	0023
	0024
	0025
	0026
	0027
	0028
	0029

