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I think you will want to see the latest Treasury forecast

which has recently been completed. The forecast uses post-Budget
policy assumptions, though the package incorporated is now somewhat

out-of-date. In particular, we now expecf a rather smaller impact

on the RPI, which is now likely to show a rise of 17 per cent
'__-‘-——-v Se—
rather than 172 per cent for the fourth quarter of 1070 (In most

e

other respects the forecast will not be materially affected.) You

should know that the usual tables in the FSBR will go on to show the
prospect of a substantial fall in the year-on-year inflation rate
by the third quarter of 1980.

2% The prospect is obviously an uncomfortable one in many

respects. As I have observed in my separate note on the Budget
package, I shall ensure that the final package enables us to
display a PSBR forecast for 1979-80 of £8] billion; i.e. below

— ':—_—_..,
Denis Healey's target. But the consequence is inevitably a

discouraging one in the short-term both for output (and therefore

employment) as well as for prices. There are, however, a number

of considerations which should help to de-fuse the impact of these
figures. Far and away the most important is the fact that any

Budget - from any Government - at this time would have had to be

"deflationary". Certainly Denis Healey will not be able to deny

that to achieve his own stated PSBR target of £8} billion (let

—

alone to increase tax allowances beyond the provisions in the April

Finance Act) he would equally have had to introduce a contractionary
Budget. oy
o

3 We must accept that the increases in indirect taxes - and to a

e ———
lesser extent some of the public expenditure measures - have an
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action going beyond the further expenditure cuts assumed, the PSER

could rise by more than in proportion to nominal GDP (perhaps to a
level of about £10 billion) and a tight monetary target could be
very difficult to achieve without substantial rises in interest rates.

(6) The depressed economy and the continued build-up of oil
production should kee he current account in balance or modest
surplus. But (ei:?;g?;é’;II7’EE;’;EEGEE"EETEEEE_ETHEEborts compared
with imports will probably worsen further this year with no prospect
of recovery in 1980.

(7) Though the timing of exchange rate movements is very
difficult to foresee, the effective rate is likely to fall back
from its current particularly high level over the full period

of the forecast. The rate could hold fairly firm during 1979

but show a more marked fall next year as, among other things, the
unsatisfactory fiscal and monetary background for 1980-81 begins

to emerge. Despite a fall in the exchange rate, cost and price
competitiveness are likely to remain unfavourable by the standards

of the recent past, contributing to the difficulties of manufacturing
industry.

(8) Poor international competitiveness, depressed activity and

high interest rates are expected to worsen the financial position

of industrial companies. No major liquidity crisis is foreseen, but
profitability may be very low and the prospect must be a discouraging

one for investment and stockbuilding despite possibly favourable

effects of Government policy on longer term expectations.

4 The remainder of this paper lists the policy assumptions in more
detail, explains some of the key forecasting judgments involved

and indicates both the particular uncertainties and the general margins
of error attaching to forecasts of this kind. The attached tables
provide a selection of the more detailed numerical work incorporated

in the forecast. The financial forecasts are being covered in a
separate note.
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May assessment: summary of forecast

PERCENTAGE CHANGES ON A YEAR EARLIER
Gross Domestic Product (volume)

2nd half 1978 S
2nd half 1979 -0.4
18t half 1980 =1.0
2nd half 1980 -0.8

Manufacturing Production

2nd half 1978 41
2nd half 1979
1st half 1980
2nd half 1980

Average earnings

3rd quarter 1978
3rd guarter 1979
3rd quarter 1980

Retail price index

4th guarter 1978
4th quarter 1979
2nd quarter 1980
4th quarter 1980

LEVELS
Current balance (& billion)

1978 05
1979 0.4
1980 0.1

PSBR (£ billion)

1978-79 9.3 (5.6% of market price GDP)
1979-80 8.4 (4.4% of market price GDP) €—
1980-81 10.0 (4.6% of market price GDP)

Effective exchange rate (December 1971 = 100)

4th quarter 1978 627
4th quarter 1979 64.9
4th quarter 1980 61.9

Labour cost competitiveness: (increase implies worsening of
competitiveness)

4th quarter 1978 93.
4th quarter 1979 105
4th quarter 1980 105

Interest Rates Short Rates Long Rates Mortgage Rate

Average 1978-79 102 9
Average 1979-80 12% 11
Average 1980-81 12¢ 11
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