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The World Economy 

T w i c e s i n c e 1 9 7 4 s u b s t a n t i a l 
i n c r e a s e s i n t h e w o r l d m a r k e t 
p r i c e o f c r u d e o i l h a v e 
d e m o n s t r a t e d t h e v u l n e r a b i l i t y of 
p r o d u c t i o n , employment and t r a d e 
in t h e i n d u s t r i a l i s e d c o u n t r i e s . 
M o s t o f t h e o i l i m p o r t i n g 
a d v a n c e d c o u n t r i e s a r e s t i l l 
r e a c t i n g t o t h e 1 9 7 9 / 1 9 8 0 round 
of o i l p r i c e i n c r e a s e s . Any 
f u r t h e r i n c r e a s e s i n o i l p r i c e s 
t h i s y e a r w o u l d s t r i k e a f a t a l 
b l o w t o t h e f r a g i l e r e c o v e r y 
w h i c h i s a n t i c i p a t e d f o r 1 9 8 1 . 
F o r t u n a t e l y , t h e p r o s p e c t s fo r a 
r e s p i t e f r o m m a j o r p r i c e 
i n c r e a s e s t h i s y e a r a r e f a i r l y 
g o o d . The 9? p r i c e i n c r e a s e 
w h i c h h a s j u s t b e e n p u t i n t o 
e f f e c t m e a n s t h a t t h e a v e r a g e 
p r i c e now r u n s a t 35$ pe r b a r r e l . 
I t i s t h o u g h t u n l i k e l y t h a t t h e r e 
w i l l be m o r e t h a n a f u r t h e r 5% 
i n c r e a s e i n t h e a v e r a g e p r i c e 
d u r i n g t h e c o u r s e of 1 9 8 1 , u n l e s s 
s u b s t a n t i a l s t o c k b u i l d i n g s h o u l d 
t a k e p l a c e . D e s p i t e t h e 
I r a q / I r a n war t h e r e h a s s t i l l 
been s u f f i c i e n t o i l a v a i l a b l e t o 
meet t h e dampened demand. I t i s 
e x p e c t e d t h a t t o t a l non-Communis t 

c o n s u m p t i o n i n 1981 w i l l be 1% l e s s t h a n t h e 1980 l e v e l , which in 
6% down on 1979 . I t i s s o m e t i m e s f o r g o t t e n t h a t OPEC p r o d u c t i o n 
f o r l e s s t h a n h a l f of t h i s t o t a l a n n u a l s u p p l y . P r o s p e c t s f o r 

p r i c e i n c r e a s e s i n t h e n e a r f u t u r e w i l l depend on t h e 
c a p a c i t y t o f i n d a d e q u a t e s u b s t i t u t e s and 

down t h e i r demand w h i l e o u t p u t r i s e s . 

w o r l d o i l 
t u r n was 
a c c o u n t s 
a v o i d i n g s u b s t a n t i a l 
i n d u s t r i a l i s e d c o u n t r i e s ' 
t h e r e f o r e t o c o n t i n u e t o ho ld 

The r e c o v e r y of t h e U n i t e d S t a t e s economy a p p e a r s t o have go t unde r way in 
t h e l a s t q u a r t e r of 1 9 8 0 , a s was a n t i c i p a t e d i n t h e O c t o b e r i s s u e of ou r 
Commentary. P r e l i m i n a r y o f f i c i a l e s t i m a t e s a r e t h a t GNP grew a t an annua l 
r a t e of a round 4? f o l l o w i n g m i n i m a l g r o w t h in t h e t h i r d q u a r t e r and a s h o r t 
s h a r p f a l l i n t h e s e c o n d q u a r t e r of t h a t y e a r . W h i l e i n t e r e s t r a t e s h a v e 
o n c e a g a i n c l i m b e d t o r e c o r d l e v e l s , n o r m a l l y i n d i c a t i n g a f o r t h c o m i n g 
d o w n t u r n i n e c o n o m i c a c t i v i t y , t h e i n d e x of l e a d i n g i n d i c a t o r s showed i t s 
s i x t h c o n s e c u t i v e m o n t h l y i n c r e a s e i n N o v e m b e r . The c o n s e n s u s of 
f o r e c a s t e r s a p p e a r s t o be t h a t f o r t h e f i r s t h a l f of 1981 a s l o w g r o w t h of 
o u t p u t i s t h e b e s t w h i c h c a n be hoped f o r . I t i s u n l i k e l y t h a t P r e s i d e n t 
Reagan ' s new economic p o l i c i e s w i l l have any s i g n i f i c a n t e f f e c t , e i t h e r f o r 
good o r f o r i l l , much b e f o r e 1 9 8 2 . W h a t e v e r h e d o e s , t h e r e s t of 1981 
s h o u l d be m a r k e d by a c o n t i n u i n g d e c l i n e i n t h e r a t e of i n f l a t i o n , 
a p p a r e n t l y r u n n i n g a t a b o u t 11%, and a c o n t i n u i n g s low g rowth of o u t p u t . The 
a b a t e m e n t i n t h e r a t e of i n f l a t i o n wh ich i s a n t i c i p a t e d f o r t h e coming y e a r 
i s u n l i k e l y , h o w e v e r , t o be be s u b s t a n t i a l . The d e f l a t i o n a r y e f f e c t s of 
t h e t i g h t e r m o n e t a r y p o l i c y w h i c h h a s been p r o c l a i m e d by t h e Fed f o r 1981 
may w e l l be o f f s e t by h i g h e n e r g y and food p r i c e s . Amongst P r e s i d e n t 
R e a g a n ' s p r o m i s e d p o l i c y m e a s u r e s a r e a 10? c u t i n i n c o m e t a x and a d e c r e a s e 
i n g o v e r n m e n t n o n - d e f e n c e s p e n d i n g . W h a t e v e r t h e l o n g - t e r m b e n e f i t s of 
t h e s e p o l i c i e s , t h e s h o r t - t e r m e f f e c t s a r e l i k e l y t o be h a r m f u l . 
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Nothing which has happened in the last three months has caused us to change 
the view expressed in our last issue that before the end of this year the 
Japanese economy will have completed its adjustment to the 1979/1980 oil 
price increases. Real GNP grew by 1.5% in the third quarter of 1980, 
following a 0.8% rise in the second quarter. It therefore looks as if the 
government's target of real GNP growth of 4.8% in the twelve months to 31 
March 1981, can be realised. Japan is not likely to repeat the remarkable 
productivity growth of 1979, when unit labour costs actually fell, in either 
1980 or 1981. However, the fall in raw materials prices expected during 
the coming ear should offset higher labour costs, so that the rate of 
consumer pr^ e inflation should fall from now on, averaging about 5.5% for 
the year 19? Despite the recent oil price increases an expected decline 
in the volume of domestic demand for oil should mean that the total oil 
import bill may increase by no more than around $5billion which will not be 
enough to prevent the current account external balance returning to surplus 
in 1981, albeit a small one, after two deficit years in 1979 and 1980. 

In West Germany consumer prices are rising between 4% and 5%, with the rate 
of increase expected to continue to decline from the 6% peak in second 
quarter 1980. Unemployment remains at around 4%. Nevertheless, concern 
is acute about the size of the current account deficit which in 1981, as in 
1980, is expected to be substantial. Adjustment is eventually to be 
achieved through continued tightening of monetary policy. This will mean a 
fall in investment spending in 1981, although total output should grow 
slightly. There are indications that West Germany's poor external trade 
performance is not simply due to cyclical factors but in part at least 
reflects underlying difficulties such as increasing labour market 
distortions and growing competition in traditional markets for German 
manufactured goods. 

The French economy experienced a sharp fall in production in the second 
quarter of 1980, but this had begun to level out by the end of the year. 
Nil growth is forecast for the first quarter of 1981 but thereafter a modest 
upturn in output is expected. Inflation currently at about 13% is expected 
to moderate to around 11% in the course of the year, while unemployment 
seems to have stabilised at around 7% of the labour force. 
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The UK 
Economy 

the fall in interest rates, and 
current account. 

t h e 

The r e c e s s i o n has i n t e n s i f i e d . 
Be ly ing e a r l i e r f o r e c a s t s t h e 
cur ren t downturn i s proving more 
s e v e r e a n d p r o b a b l y m o r e 
p ro longed than i t s p r e c u r s o r of 
1974-75. The o v e r a l l l e v e l of 
o u t p u t i s e s t i m a t e d t o have 
f a l l e n by 2 .5 - 3 % d u r i n g t h e 
p a s t y e a r . A f u r t h e r , t h o u g h 
l e s s marked, f a l l i s p r e d i c t e d 
for 1981, with at best a h e s i t a n t 
r e c o v e r y emerging in t he l a t t e r 
h a l f of t h e y e a r . 

I t i s d i f f i c u l t , indeed in some 
i n s t a n c e s i m p o s s i b l e , t o f ind 
p a r a l l e l s of recent t r ends in the 
e x p e r i e n c e of p r e v i o u s y e a r s . 
The f a l l in manufacturing output 
has been p r e c i p i t a t e , t h e l e v e l 
in November being the lowest for 
13 y e a r s , while the p r o f i t a b i l i t y 
of t h e c o r p o r a t e s e c t o r in t h e 
f i r s t h a l f of 1980 was t he l o w e s t 
e v e r r e c o r d e d . The r a t e of 
inc rease in unemployment and the 
e x t e n t of t he d e t e r i o r a t i o n in 
the c o m p e t i t i v e p o s i t i o n of the 
t r a d i n g s e c t o r a r e w i t h o u t 
p r e c e d e n t s i n c e t h e G r e a t 
Depression and the r e tu rn to gold 
r e s p e c t i v e l y . The o n l y 
encou rag ing f e a t u r e s have been 
the d e c e l e r a t i o n of i n f l a t i o n , 

movement i n to sus ta ined surp lus of the 

The immed ia t e ou t l ook i s d i s m a l , though the c h a r a c t e r and s e v e r i t y of t he 
recess ion are l i k e l y to change. The most s i g n i f i c a n t con t r ac t iona ry element 
over t he p a s t year has been s u s t a i n e d d e s t o c k i n g , which has m a n i f e s t e d 
i t s e l f in a con t r ac t ion of o rders to indus t ry and consequent redundancies , 
w h i l e on e x t e r n a l accoun t t h i s has been m i r r o r e d by a s i g n i f i c a n t f a l l in 
the volume of impor ts , perhaps of the order of 10% for the year as a whole. 
The components of f i n a l , as opposed to i n t e r m e d i a t e , demand have p a r t i a l l y 
o f f se t the depress ing e f fec t of des tocking . Buoyed up by i n c r e a s e s , a l b e i t 
sma l l , in r e a l personal d i sposable income, consumers expendi ture remained a t 
i t s 1979 volume, w h i l e t he p e r s o n a l s a v i n g s r a t i o i n c r e a s e d by s e v e r a l 
p o i n t s . Expor t s remained buoyant t i l l the f o u r t h q u a r t e r in s p i t e of an 
es t imated 40% d e t e r i o r a t i o n in the compet i t ive pos i t i on of the UK during the 
year to November. Government cu r r en t expendi ture , r e f l e c t i n g the growing 
volume of t r a n s f e r payments, maintained i t s inexorable upward course . 

This phase i s now almost over. The destocking cycle has p r a c t i c a l l y run i t s 
course , with some r ebu i ld ing of i n v e n t o r i e s l i k e l y in the l a t t e r half of the 
year , but as inventory l i q u i d a t i o n d e c l i n e s as a con t rac t iona ry force , the 
components of f i n a l demand are s e t to weaken. The coming year i s l i k e l y to 
see a c o n t r a c t i o n of r e a l p e r s o n a l d i s p o s a b l e income as t he pace of wage 
i n f l a t i o n s lackens , employees na t i ona l insurance c o n t r i b u t i o n s r i s e , r a t e s 
on domestic dwel l ings increase sharply and, as seems l i k e l y , the Chancellor 
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f a i l s to compensate income ea rne r s for the i n f l a t i o n of the past year when 
a d j u s t i n g t he p e r s o n a l t ax sys tem in t h e A p r i l b u d g e t . The ne t r e s u l t of 
a l l t h e s e f a c t o r s i s l i k e l y to be a f a l l in t h e volume of consumers 
expendi tu re in 1981. These d e f l a t i o n a r y f a c t o r s may be p a r t i a l l y o f f s e t by 
a r e d u c t i o n in t h e p e r s o n a l s a v i n g s r a t i o i f t h e r a t e of p r i c e i n f l a t i o n 
con t inues to d e c e l e r a t e (though in the l i g h t of monetary growth throughout 
1980 one must be l e s s than sanguine about t h i s ) . 

Meanwhi le , t h e volume of e x p o r t s i s l i k e l y t o c o n t r a c t , r e f l e c t i n g s l o w e r 
growth in B r i t i s h m a r k e t s , the l agged e f f e c t of s t e r l i n g ' s a p p r e c i a t i o n 
during the l a s t two yea r s and the widening gap between t r ends in u n i t wage 
c o s t s in B r i t a i n compared wi th her t r a d i n g p a r t n e r s . S i m i l a r f a c t o r s , 
coupled wi th the complet ion of the inventory l i q u i d a t i o n phase, a re l i k e l y 
to induce a recovery in the volume of impor t s . While such developments w i l l 
t end to d e p r e s s t h e l e v e l of a g g r e g a t e demand t h e c u r r e n t a c c o u n t i s 
f o r eca s t to remain in su rp lus during 1981. 

On c u r r e n t s p e n d i n g p l a n s t h e g o v e r n m e n t i n t e n d s - t h e r e c e s s i o n 
n o t w i t h s t a n d i n g - to r e d u c e g e n e r a l government e x p e n d i t u r e on goods and 
s e r v i c e s by over 2% d u r i n g 1981. I t i s f u r t h e r m o r e i n t e n d e d t h a t t h i s 
r e d u c t i o n be c o n c e n t r a t e d e x c l u s i v e l y in f i x e d i n v e s t m e n t , government 
c u r r e n t e x p e n d i t u r e r e m a i n i n g a t i t s 1980 l e v e l . The fo rmer i n t e n t i o n i s 
misguided, whi le the l a t t e r , given the almost c e r t a i n prospect of a fu r the r 
period of r e c e s s i o n , i s probably imposs ib le . 

The e v o l u t i o n of t h e l a b o u r marke t i s u n l i k e l y to be e n c o u r a g i n g over t he 
next s e v e r a l y e a r s . There i s l i t t l e e v i d e n c e of f i r m s h o a r d i n g l a b o u r in 
a n t i c i p a t i o n of an e a r l y upturn. Output per head, which would be expected 
to f a l l s i g n i f i c a n t l y i f such hoarding were taking p lace , shows l i t t l e sign 
of such behaviour . The consequent shedding of labour i s not however being 
f u l l y r e f l e c t e d in t h e numbers r e g i s t e r e d as unemployed. In t h e yea r to 
June 1980, t o t a l employment f e l l by a l m o s t 400,000 and t h e p o p u l a t i o n of 
working age grew by almost 200,000, yet the numbers r e g i s t e r e d as unemployed 
increased by l e s s than 300,000. I t would appear t h e r e f o r e t h a t the volume 
of h idden unemployment has i n c r e a s e d s i g n i f i c a n t l y d u r i n g the c u r r e n t 
r e c e s s i o n . The i m p l i c a t i o n of t h i s deve lopment for f u t u r e t r e n d s in 
r e g i s t e r e d unemployment i s d i s t u r b i n g , as the hidden unemployed are l i k e l y 
to r e - e n t e r the labour market in the event of an upturn , thereby rendering 
the l e v e l of r e g i s t e r e d unemployment c o n s i d e r a b l y l e s s s e n s i t i v e to 
v a r i a t i o n s in the p r e s su re of aggregate demand. 

Notwiths tanding the depth of the r eces s ion i t i s the government's i n t e n t i o n 
to cont inue to a t t empt the implementat ion of the o v e r a l l p o l i c i e s se t out 
in t h e medium te rm f i n a n c i a l s t r a t e g y . Indeed as noted in p r e v i o u s 
Commentar ies t h i s f i n a n c i a l s t r a t e g y i s p robab ly in t h e b e s t long run 
i n t e r e s t s of t h e UK economy. However t he government seem i n c a p a b l e of 
fo l lowing t h e i r own s t a t e d i n t e n t i o n s , the chosen ins t rument (.or t a r g e t for 
who i s to say which i t i s ? ) , the broad money supply M3, has u n t i l r ecen t ly 
been beyond c o n t r o l . The S e c r e t a r y of S t a t e fo r I n d u s t r y did w e l l to 
remark t h a t t h e f i r s t e i g h t e e n months of the g o v e r n m e n t ' s term had been 
" l o s t " , but migh t have gone on t o no t e t h a t t he " l o s s " in t e r m s of fo regone 
output and employment would have been even g r e a t e r i f PSBR and money supply 
t a r g e t s had been met . I t i s t h e p r o s p e c t of such f u r t h e r l o s s e s which 
confront the UK economy in the immediate fu tu re . 
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