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The pace of economic growth rose above the
underlying growth rate in the first halfl
of 1985 as a consequence of recovery from
the miners' dispute and first gquarter
bunching of investment expenditure. In
response to higher interest rates and the
Cnancellorts continuing commitment to the
Medium Term Finsncial Strategy. sterling
has strengthened and has remained
resilient in the face of continuing
uncertzinties concerning oil prices,
Cutput i3 set to grow by more than 3% this
year before £alling back as the impetus of
the rebound from the miners' dispute
diminishes and investment expenditure
slackens. This slowdown in activity is
likely to be reinforced by the current
levels of the exchange rate and of
interest rates.

The British Economy

MACRCECONOMIC TRENDS

The £8(*'s cyclical indicators continue to
provide unclear signals about developments
in the ecopomy and forecasting the next
turning point in activity is not possible.
Difficuliies of interpretation caused by
the miners' dispute remain and are now
compounded by the extent of volatility In
certain of the component 3series. The
longer leading index, which typically
predicts turning points about one year in
advance, rose in May after falling during
the eariier months of the year and then
fell slightly in June, These movements
follow the sharp decline in the index in
the index during the first half of 1984
and recovery to the end of the year.

The shorter leading index, which is
intended to predict turning peints some
six months in advance, fell in June for
the fourth consecutive month to stand at
the lowest level recorded during the year
to the end of June, The picture 13
clouded further by the behavicur of the
coincident indicatoer which reflects
current developments, Following the
declines assogiated with the miners'
dispute in the early part of 1984 the
coincident indicator has risen for
thirteen consecutive months to the end of
June.

Over the period 1981-83 the recovery in
the UK was driven primarily by the growth
in rea} consumers' expenditure.
Reflecting the impact of the miners'
dispute, consumers' expenditure grew less
rapidly in 1984, Following growth of
3.9% in 1983, consumers' expenditure grew
by only 1.5% during 1984,

After rising in the fourth quarter of 1984
hecause of increased spending on retail



goods, particularly consumer goods,
consumers® expenditure fell back in the
first quarter of 1985, This decreaSe wad
eoncentrated on spending for fooed and
gurable goods which was only partially
offset by higher energy consumpbion.
provisicnal estimabes suggest that in the
sscond gquarter of 1985 consumers’
expenditure rose by around 2% sbove the
level of the first quarter. There appesr
to have been increases in expenditure on
most cabegories of poods and services.
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The second quarber recovery in consumers’
expenditure is consistent with the
forecast in the last Commentary that this
component of demand would Rrow more
rapidly in 1985 than in 1984, Beyond
1085 consumer spending is likely to assume
once more a relatively important role in
determining the growih of aggregate
demand .

fetail sales remained more bucyant than
consumers' expenditure during 1984, In
the First quarter of 1985, however, retail
sales fell below last year's fourth
guarter levels before recovering sharply
in April and May.

During 1984 much of the impetus vo UK
growth came from investment expenditure.
Expansion in total investment continued in
the first quarter of 1985 when growth of
5,49 over the previous quarber was higher
than that for each of the last three
quarters of 1984, The first quarier
growth rate embraces very different
experiences in the private and public
sectors. Wwith the Government's
tightening of financial strictures on
naticnalised industries and local
suthorities, public sector investment fell
ny 8% in the first quarter. in contrast,

reflecting the continuing strength of
eorporate liguidity and the bringing
forward of investment projects in respose
to the phased withdrawal of capital
allowances announced in the April 198%
?;gget, private sector investment rose by

The increase in manufacturing investment
in the first gquarter was primarily
accounted for by increases in gross fived
investment in new buildings and works.
This component of investment increased by
14,69 over the level of the fourth guarter
of 1484 and by 28% over the level of a
year earlier. Investment in plant and
machinery fell slightly from its level in
the last quarter of 1984 bubt still stood
6% higher than in the first three months
of last year.
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There are signs, however, that
mahufacturing investment is unlikely to
maintain the first quarter growth rates
during the remainder of the year. The
?epa{tment of Trade and Industry’s June
inquiry inte investment intentions
suggested only slow growth in the near
future, This more pessimistic outlook
was reinforced by the results of the (BI's
July Quarterly Industrial Trends Survey.
In contrast to the April Survey's forecast
of a continuing rise in investment over
the ngxt year, the July Survey suggests
that investment in plant and machinery
will remain flat over the coming twelve
months, despite capacity becoming tighter
in relaztion to expected demand. The
proportions of firms identifying
uncertainties about demand and inadequate
relurns on invesiment as constraints on
investment rose from April. Although
these factors remain the dominant
coqstraints, the proportion of firms
citing the cost of f{inance as & constraini



is at its highest level since 1980 when
interest rates were, as at present, high,

Unlike other forms of investment,
residential investment, which is ecarried
out mainly in the private sector, showed
little increase in the first quarter of
1985 and, the last quarter of 1984 apart,
was lower than in any period since mid-
1982,  Construction activity has been
greatly damaged by the interest rate
Increases in July 19584 and January 1985,
Some, though not substantial, recovery is
ilikely this year as interest rates
decrease slowly,

During 1984 destocking took place on a
substantial scale, Although there was
some recovery in the fourth quarter
destockingover the year approached £0.5
biilion, This was a result of the
effects of the miners' dispute on coal
stocks and on general business confidence,
the removal of tax relief on stocks and
high real interest rates, Destocking,
and a decline in the stock-output ratio,
continued through the first quarter of
1985, With & value of £139 million
destocking in the first three months of
this year was considerably less than in
the previous quarter. With continuing
output recovery and reductions, ajbeit
modest, in interest rates likely in the
coming months, destocking will probably
moderate and be reversed towards the end
of the year,

STERLING SPFECTIVE EXCHANGE RATE
~ 1975+ 100
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An improvement in net trade contributed to
UK growth in the first part of the year,
This improvement follows the marked
depreciation of sterling from mid-1983 to
February 1985. In the three month period
to the end of April non-oil export volumes
rose by 3% to a level 12% higher than a

year earlier, Non«oil import volumes
increased by 2% over the same period and
bgag.ﬁﬁ over the corresponding period in
1084,

During the four months to April, a £2.%
billion e¢il surplus and & surplus on
invisibles of £1.5 biilion more than
offset a £4.2 billion non-cil deficit to
produce an estimated current account
surplus of £0.2 billion,

In the March Budget the Chancellor
established a target of £7 billion for the
public sector borrowing requirement
(PSBR), Doubts over whether this target
could be met were discussed in the last
Commentary. Over the first two months of
the current financial year the PSBR
amounted to £2.8 billion, around 40% of
the yearfs target., The extent of likely
overruns in departmental spending are not
yet clear.  Already, however, there have
been & number of important departures from
the assumptions contained in this year's
Budget. First, the May inflation rate on
which the November adjustment of Sociaz)
Security benefits is based was 2% higher
than forecast, This will raise spending
by £300 million more than planned,
Secondly, the Budget projections were
based on an exchange rate of £1: US$1.13.
Each 1% increase in the £/% exchange rate
is estimated to ¢ost the Treasury £150
million and with the exchange rate rising
well above that assumed in the Budget the
Goverrment may lose something of the order
of £2 billion in oil revenues over the
fiscal year, Thirdly, public sector pay
looks certain to exceed the target of 3%.
Much of this year's contingency reserve
will meet the shortfall in oil revenues
Nevertheless, the target of £7 billion
gseems likely to be exceeded. Asset sales
will be used to fund part of the spending
overshoot.

In the three months to the end of May 1985
output of the production industries is
estimated provisionally to have increassed
by 3% over the immediately preceding three
month period and to be 4.,5% higher than in
the corresponding period a year earlier.
The coal dispute continues to affect
output although obviously less sericusly
than in earlier guarters. It is
estimated that the ccal dispute reduced
the level of industrial output by around
1.5% in the three months to May compared
with 3.5% in the immediately preceding
qugrter and 3% in the three months Lo May
1984,



Manufacturing output rose by 0.5% over the
level of the previous three months and by
1.5% compared with a year earlier. This
repregents some slowing of growth from
that achieved in the three months to
February when the corresponding grovwth
rates were 1% and 2,.5% respectively,
Within manufacturing there was some
diversity of experience, OQutput of
metals rose by 5% while incresses of 19
were recorded for engineering and allied
industries and other minerals. Little
change took place for either chemicals or
textiles and ciothing while output fell by
1% for food, drink and tobacco and for
other manufacturing,

With recovery in local output and
increases in electricity and gas supply,
energy and water supply rose by 9% in the
three months %o May. Output of the
construction industry recovered from its
fall in the last quarter of 1984 to rise
by 2.,5%. Overall, output of the
production and construction industries in
the first quarter was 1.5% above its
fourth quarter 1984 level.

Qutput by market sector reflected the
relative strength of the investment boom.
Intermediate goods rose by 4% and
investment goods by 2% while consumer
goods changed litile between the two
latest three month periods,

THE LABOUR MARKET
EMPLOYMENT AND UNEMPLOYMENT

After the fairly rapid increase
experienced in the final quarter of 1984,
employment in the UK rose more modestly in
the first three months of 1985 than in any
of the immediately preceding six quarteriy
pericds, The increase of 28,000 falls
well below the increase of 80,000 in the
same quarter a year earlier,

The underlying pattern of employment
change remained the same as over the
recent past, There wag an increase of
39,000 employees in the service industries
but decreases of 27,000 in manufacturing,
6,000 in energy and water supply
industries and 8,000 in other industries
including construction, agriculture,
forestry and fishing. Data are rot vet
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avallable for services for April and May
but, despite an increase in employment in
May, a further 7,000 jobs were lost in
manufacturing over those two months,
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Afrer rising above the levels recorded in
the first three months of the year,
unemployment remained relatively constant
at a seasonally adjusted rate of 13.1%
from April to July. The figure for July
does not include, however, 134,000 new
school leavers who were not entitled Lo
benefit,

During the second half of 1984
productivity growth in manufacturing,
Whether measured per man or per man hour,
decelerated and then fell as the pace of
Job losses slackened and output growth
siackened., With incresses in job losses
and output recovery, productivity growth
picked up over the first five months of
1985.  Average earnings rose, however,
from the underlying rate of B,5% recorded
in the last quarter of 1984 and in the
first two months of 1985 to 9% in May,
On balance, unit wage costs rose,
pParticularly in April.

With the weakness of sterling at the
beginning of the year, however, the
competitiveness of UK exports continued to
improve in the first quarkter, Although
appreciation of sterling since February
has exerted downward pressure on imported
material and fuel costs, it has also
placed UK manufacturers under greater
competition. This is evident from the
CBI*s July Survey in whieh export erders
are reported as showing a much slower
increase than in April and a higher
proportion of respondents now identify
competitiveness as the main constraint on
output,



INDUSTRIAL RELATIONS

The mining industry continues to be at the
centre of British industrial relations.
The progressive resolution of issues
raised during the dispute has prompted
both 2 reassessment of the conduct of the
parties during the dispute and of the
likely implications for both the industry
ang industrial relstions.

Publiication of a series of annual reporis
by the nationalised industries provided
confirmation that the costs of the mining
dispute were almost £2 billion above the
figures suggested last November by the
Chancellor of the Excheguer. Similarly,
further announcements of pit closures,
cutbacks and plans to open the UK coal
market to imported coal for both private
and CEGB consumption provide yet further
indicators of the extent t¢ which the
mining industry will change its shape and
size. In addition, the pattern of pay
bargaining will change, There will be an
extension of the moves towards ares
bargaining with increased emphasis on
local productivity as the basis for pay
increases,

the establishment of a ‘breskaway' miners?
union led by the Nottinghamshire ares has
attracted considerable publicity. The
existence of a moderate! alternative and
rival to the NUM, whilst an advantage to
the NCB in its moves to area pay
productivity bargaining, poses problems
for the TUC and Labour Party. Whilst, on
the one hand, it is possible t¢ see the
breakaway as% a response to the current
leadership style of the NU¥, it might, on
the other hand, be the precursor of a move
to federalisation of the NUM. The latter
option may be forced on the union given
NCB policies of area bargsining, closure
and privatisation.

Continued concern for miners sacked during
the dispute finally led the NCB Lo make g
number of concessions in its treatment of
these miners. This will involve: a more
favourable view Lowards those whose claims
for unfair dismissal are upheld by
industrial tribunals, leniency towards
those who failed to make a claim to
tribunals: ancd a case by case review for

il

each of the Scottish miners sacked as a
result of the dispute. Concern has also
been voiced over the courts' refusal to
convict those pickets charged with riot.
This has led %o a further reassessment of
the role of the police during the dispute
and of the quality of the police evidence
presented Lo the courts,  Egqually, it hes
prompted suggestions, possibly to surface
at the forthcoming Conservative Party
conference, for legislation to restrict
picket line violence,

The ending of the summer heralds the
beginning of the annual conference season,
The actions of the NUM and its leadership
will again be a significant factor in
determing the success or failure of the
Trades Union Congress and Labour Party
conference and will constitute the basis
of much debate and possible legislative
proposals at the {onservative Party
conference,

The TUC will have Lo resclve a number of
potential clashes between the *'right' and
tleft? sections of the movement over
several issues. First, the AUEW and
EEPTU have broken existing TUC policy by
accepbing Government funds to conduct
elections and sre liablie to be expelled,
Secondly, the CPSA has suggested that the
trade union movement should review the
1680-1988 legislation and retain parts of
that legisiation, slthough the current TUC
policy is one of tblanket? oppositicn.
Tnirdly, the EEPTU has antagonised and
threatened the printing union sections of
the TUL by its discussions with Shah
regarding 'sole' union reccgnition and
bargaining practices for those employed on
the proposed new national newspaper.
Fourthly, the TUC will wish to maintain
and continue the successful campaign to
retain unions? political funds, Fifthly,
the TUC will have to deal with calls for
acticn in support of those miners sacked
during the dispute. Failure to resolve
any of these issues may poelarise the
'left’ v 'right’ split in the movement and
reduce the credibility of the joint action
pian between the TUC and the Labour Party.

At its conference the Labour Party needs
tc demconstrate clearly a sense of
competence and ability in order to
maintain its main sources of revenue,
namely trade uniopn political funds, The
1984 Trade Union Act required any union



with a pelitical fund to ballot its
members before March 1986 as to whether
the fund should continue, To date all 9
elections have voted in favour of the
retention of political funds, It is
likely that a1l 37 unions will vote in the
same manner and even B uniens without
pelitical funds are thinking of
establishing one.  The TUC attributes the
success of such ballots fo Government
action which has politicised union
members, However, & poorly organised
Labour Party conference could change such
attitudes.,

The TUC organised campaign on politieal
fund ballots has drawn aiteniion not only
to the clear definition of political funds
under the 1984 Act, supporting a
particular political party, but also to
the contentious aspects such as the
expenditure on any literature or publicity
which seeks to change Government policy.
It is the TUC emphasis upon these
contentious elements which has led to the
strongest criticism from the Secretary of
State for Employment.

Unions' success in maintaining political
funds will feature in the Conservative
Farty conference. The 3ecretary of State
for Employment, apart from continuing to
call the trade union campaign Tcorrupt!
and 'misleading propoganda*;, may call on
unions te notify members of the rights to
contract out of paying the polifical levy.
More likely, since the underlying
political purpose of the ballot provisions
in the 1988 Act was to weaken the Labour
Party, the Minister may announce a change
in the Act and require trade union members
te contract in to pay the levy as an
alternative to the present 'contract out!
arrangements., Such changes may form part
of a wider policy designed to give union
members more individual freedoms including
the right to work without penalty during a
strike, the right to elect district and
ares officials, and further restrictions
on picketing,

Additionally, there may be an attempt to
deal with an oubstanding election
manifesto issue - limitations on strikes
in easential services., The Conservative
Fartyts *think tank'; the Centre for
Policy Studies, has discussed two possible
courses of action: selective measures,
which would extend and reinforce existing
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principles of statute and case law; and
the more favoured aliernative, & general
prohibition of industrial action in
essential services. The Centre envisages
that both unions and individuals would be
liable to fines and, ulitimately,
imprisonment if Lhey were responsibie for
disrupting the NH3, the gas, electricity,
water, fire, sewerage and burial or
cremation services,

The latter alternative would require, as
the Centre for Poliecy Studies notes,
compulsory arbitration and some agreed
basis for the determination of public
sector pay. The handling of 'top
pecplest pay’, the teachers' dispuie and
civil service pay suggest that whilst the
Government may favour restriction of
disputes it would not wish to accept the
responsibility for establishing an agreed
procedure for the determination of pay and
pay differentials., This has besgn
regarded as essential for many years by
ACAS and is being increasingly stressed by
other political parties, Such =&
procedure implies a partial return to the
consensus politics of the 1960%s and
1970s, Possibly the Labour Party
conference will provide more detall om its
recently announced version of such a
process, the successor to the *social
contract® of the mid-197('s.

PROGNOSTS

During 1984 the Chanecellor, like other
European Finance Ministers, regularly
identified the growing US budget deficit
as the cause of the high international
level of interest rates. High interest
rates were seen as threatening the
prospects of continuing recovery., The
Chancellor's view on interest rates have
now shifted markedly.

Argument for lower interest rates %o
promote growth has been replaced by
concern to maintain a sufficient interest
rate differential in order to keep
sterling strong. In January, UK interest
rates were increased sharply in both
nominal and real terms to defend sterling.
The March Budget reaffirmed the
Chancellor's commitment to the Medium Term
Financial Strategy and the need to
maintain monetary conditions consistent



with declining growth of money &DP and
inflation, Simultanecusly the exchange
rate was identified as an important
indicator of monetary conditions and has
since emerged as the primary indicator.

Maintenance of a strong pound is seen as
controlling inflationary pressures ina
rumber of ways: by increasing competitive
pressures on UK firms in both domestic and
export markets; by discouraging companies
from conceding to wage claims in excess of
productivity changes; and by dampening
inflationary expectstions generated by
sterling's depreciation in 1984,  The
BX's interest differential has kept
sterling strong despite uncertainties
about ¢il prices, the proximate cause
of sterling's rapid decline at the end of
1984 and the beginning of 1985, and the
Chancellor has resisted calls for
substantial cuts in base rates.
Sterling's current resiiience has
permitted some easing of rates but further
reductions will be dependent on the
behavicur of domestic monetary conditions
and on movements in the Retail Price
Index.

In recent months the Chancellor has sought
to reduce the significance of the broad
meagsure steriing M3, which comprises cash
and bank deposits, as an indicator of
monetary conditions in favour of the
parrow measure MO, which comprises notes
and ¢oins in circulation. As argued in
the February Commentary, financial markets
tend to attach little significance to the
behaviour of MO which has remained within
its target range. Sterling M3, on the
other hand, has been expanding
considerably in excess of targets.
Shifting away from an il)l-behaved
aggregate follows earlier practice and
interpretation of the behaviour of
steriing M3 has been made difficult by
structural changes in the pattern of
asset-holding. Nevertheless, the growth
of that aggregste, particularly in the
ilight of still buovant bank lending to the
private sector, must suggest to the
Chancellor the need for continuing caubion
in monetary policy.

Inflation has risen over the period May to
July to levels higher than forecast in the
March Budget. This has been due mainly
to the effects of higher interest rates in
the early part of the year, Fasing of
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the mortgage rate wiil contribute to some
reduction in the inflation rate in the
remainder of the year, Recent wage
settlements indicate stronger underlying
inflationary pressures, A number of
factors are likely, however, to prevent
rapid growth in wages including the
continuing increases in the level of
unempiovment and the effects of the
appreciation of sterling on corporate
liguidity., In conjunction with the
renewal of productivity growth evident in
the early part of the year, these factors
are likely to 1imit the increase in unit
1sbour costs,

But until the Chancellor is confident that
the combination of high interest rates and
a strong pound is moderating both monetary
growth and inflationary pressures, his
present caution will persisst. such a
strategy carries risks, however, Higher
interest rates wiil deter investment and a
strong pound will reduce exports and
incresse import penetration. s
discussed earlier, signs of adverse
effects on investment and exports have
already emerged in last menth's CBI
Industrial Trends Survey. Against a
background of decelerating world trade,
the likely cutcome i3 a deterioration in
in%gstrial confidence and slower growth in
1986,

The slowing of world trade reflects lower
US growth and dollar depreciation, As
argued elsewhere in the Commentary {see
World Economy), the deceleration of the US
economy will intensify the problems of the
U8 budget deficit apnd in the absence of
substantial cuts in Government spending
will induce higher US interesi rates.
The consequent narrowing of UK/US interest
rate differentials will tend to weaken
sterling and, thereby, offset any
pressures which emerge for lower UK
interests rates. Even sheould the US
Congress agree on spending cutls,
implementation lags mean that effects on
interest rates will not appear
irmedistely.

With less buoyant world trade, a strong
pound and high UK interest rates the
prospects of avoiding 2 shift in 1986 to a
lower underliying growth rate are very
small.



