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REVIEW OF THE QUARTER'S ECONOMIC TRENDS 

THE W0R1D ECONOMY 

In their Economic Outlook of 
December 1976 the OECD ex­
pressed the fear that "the 
worst postwar recession is 
likely to be followed by the 
slowest postwar recovery, 
except perhaps in the United 
States and Canada". Events 
during 1977 have tended to 
confirm this point of view. 
A generalised reduction in 
price inflation, and an im­
provement in the current 
balance of payments position 
of many of the major econ­

omies cannot disguise the fact that in terms of output and employ­
ment, 1977 was a year of near-stagnation. The United States alone 
amongst the major world economies saw J. sustained advance in indust­
rial production over 1976 levels. Not surprisingly, the US also 
recorded the most significant decline in unemployment. The year 
of stagnation experienced elsewhere is a direct consequence of the 
primacy accorded to the reduction of inflation by policy-makers, 
and of the insistence by each individual economy on an export 
and investment led recovery. While this may be a feasible strategy 
for an individual economy acting in isolation, it becomes unworkable 
when adopted by all bar one, in this case the US. The experience 
of the past year provides ample support for this view. Those 
countries which deflated real domestic demand, such as Italy, France 
and the United Kingdom have seen their current balance of payments 
move towards surplus, while the United States has incurred a sub­
stantial deficit. The result has been considerable instability on 
foreign exchange markets with the dollar weakening against most major 
currencies. 

The prospects for the major world economies in 1978 might be summar­
ised as follows: The UNITED STATES is likely to experience another 
year of rapid growth of the order of 4|% in GDP. Fiscal policy 
remains expansionary, and as a result the current balance of payments 
will remain in substantial deficit. Buoyant domestic demand and the 
slow progress of the Carter energy policy have inflated the volume 
of imports, while exports of capital goods are depressed owing to the 
stagnant state of world demand. A continuing decline in unemployment 
is expected and price inflation is unlikely to exceed that of 1977 at 
5.5%. High levels of capacity utilisation now in evidence should 
provoke a revival in business fixed investment, the major restraining 
factor being uncertainty over energy and taxation policies. 
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In JAPAN export performance deteriorated in the latter half of 1977. 
The OECD expects this trend to continue into 1978 under the combined 
influence of an appreciating yen and sluggish world trade. These 
factors may to a considerable extent affect the expansionary fiscal 
stance adapted domestically. As a result GDP growth in 1978 is 
unlikely to exceed 6%, a similar performance to that of 1977. The 
OECD counsels stronger fiscal measures to avert a slowdown in the 
latter half of this year. 

GDP growth in GERMANY appears to have been of the order of 3% in 
1977, and most forecasts do not predict a substantial acceleration 
during the coming twelve months. The continuing decline in ind­
ustrial production since the middle of last year has led to a rising 
level of unemployment, a trend which the OECD expect to persist in 
1978. Tax reforms and the unblocking of enforced savings may pro­
vide a stimulus to consumption in the latter half of the year, but 
business fixed investment is likely to remain weak. Industrial 
production has also stagnated in FRANCE during 1977, and GDP growth 
was of the order of 2|%. Prospects for 1978 remain unclear owing 
to the forthcoming general election, however., neither the National 
Institute nor the OECD expect the rate of growth to exceed 3|%. 
In ITALY, the policy of domestic deflation has brought the balance 
of payments into surplus on current account. The OECD expects this 
policy stance to be maintained in 1978 and predicts GDP growth of 
1\% compared with 2% last year. The continuing weakness of domestic 
demand components is likely to leave the NORDIC COUNTRIES depressed 
in 1978, with growth rates of the order of 0.5%-l.5%. The exception 
is NORWAY, where growth may be significantly higher. This is due 
solely to the effects of oil, shipping and gas. Once excluded, the 
oerformance of the remainder of the economy is unlikely to equal that 
of 1977. 

The prospects for the OECD area as a whole appear poor in the absence 
of further stimulatory action. Aggregate GDP growth is forecast at 
3J% by the OECD, a rate insufficient to prevent further rises in 
unemployment and a deteriorating labour market. The only buoyant 
component in final demand, personal consumption, is expected to 
weaken during the year as present fiscal stimuli are exhausted. 

Real GDP Growth Rates 
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Source; National Institute 
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Nine months ago, in the A p r i l 
1977 issue of the Commentary, 
i t was suggested tha t the most 
l i k e l y outcome of t h i s w i n t e r ' s 
wage bargaining would be "an 
annual rate o f increase o f the 
monthly wage of the order of 15 
to 20%, a rate o f pr ice i n f l a t i o n 
in a s i m i l a r range, a d i s t r i b ­
u t ion o f the wages increment 
more in favour o f the be t t e r -
pa id , and a leve l of unemploy­
ment in the region o f 1.7 
m i l l i o n by the end o f 1978". 

T I I F l l l f E P f l U f l M l / Subsequent developments appear 
I l i t U H L I I U N i l 111 I to c a l l fo r only a s l i g h t mod­

i f i c a t i o n o f th i s view. To be 
s p e c i f i c , we envisage average 

earnings w i l l r i se by about 15% and r e t a i l pr ices by about 10% from the 
l as t quar ter o f 1977 to the l as t quar ter o f 1978, whi le unemployment 
may reach a leve l of 1.5 m i l l i o n . But we an t i c i pa te tha t by the end 
of 1978 the rate o f increase o f pr ices w i l l once again be r i s i n g , whi le 
the numbers unemployed w i l l show no s i g n i f i c a n t f a l l . 

In the year j u s t ended, no growth in the aggregate level o f output in 
the UK economy was d i sce rn i b l e . Nevertheless, there were s i g n i f i c a n t 
s h i f t s in the composition of output . Exports increased by some 7% in 
volume terms, whi le the volume of manufacturing investment in the f i r s t 
three quarters o f the year was about 6% higher than in the s i m i l a r period 
of 1976. The performance of e l e c t r o n i c s , o i l , and the chemicals sectors 
contrasted favourably wi th d isappoin t ing resu l t s in other parts o f the 
economy. 

The rapid and unexpected movement of the cur rent account balance o f pay­
ments i n to surplus i n the middle of 1977 was due as much to the non-o i l 
v i s i b l e items as i t was to the increased output o f o i l from the North 
Sea. The improvement in the non-o i l balance was due to a combination 
o f f a c t o r s , notably r e l a t i v e l y low wage cos ts , and favourable terms o f 
t rade, which are un l i ke l y to cont inue. Thus, i t i s expected tha t in 
the course o f 1978, the non-o i l current balance w i l l re turn to a d e f i c i t 
p o s i t i o n . While th i s movement w i l l not b r ing the overa l l balance in to 
d e f i c i t , i t may be s u f f i c i e n t to reduce the external value of the pound 
from i t s present l e v e l . 

The p r i nc i pa l st imulus to the growth o f output i n 1978 is expected to 
come from consumer spending which is forecast to r i s e by about 3%. 
Such an increase would be i n s u f f i c i e n t to restore the standard o f l i v i n g 
obta in ing in 1973, since real consumption f e l l i n 1974 and 1975 and was 
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v i r tua l l y stationary in 1976 and 1977. The Chancellor w i l l have 
an opportunity, in his Apr i l budget, to influence the size and 
timing of the spending increment i f , as is widely believed, he 
reduces personal taxation. I f he does so, th is might preclude 
any substantial increase in the level of public expenditure, 
current or cap i ta l . But investment in manufacturing industry is 
expected to increase by about 10%. The size and composition of 
the investment increment w i l l very much depend on expectations 
concerning the rate of i n f l a t i on in the near fu ture, which in turn 
w i l l depend on the level of wage settlements and the content of 
the budget. 

The rate of growth of real GDP is expected to be between 2|% and 
3J% from the last quarter of 1977 to the last quarter of 1978. 
This may be su f f i c ien t to s tab i l ise the level of unemployment, 
but i t is unl ikely to reduce i t s ign i f i can t l y . Unlike previous 
postwar cycles, there is unlikely to be a balance-of-payments 
constraint upon a prolonged expansion of consumer demand. Thus, 
even i f domestic capacity were to be f u l l y u t i l i s e d , demand could 
be sat is f ied by increased imports. However, the behaviour of 
the UK economy over the past decade does not support the view that 
unemployment can be reduced to " f r i c t i o n a l " levels simply by a 
general expansion of aggregate demand. This is a necessary but 
not a su f f i c ien t condition for the achievement of f u l l employment. 

The number of unemployed in the UK, at around 1.4 m i l l i o n , is s t i l l 
only the small difference between two very much larger aggregates, 
v iz . the working population, about 26 m i l l i o n , and the number in 
employment, about 24.5 m i l l i on . When the size and composition of 
these two aggregates is changing the relationship between 
unemployment and the level of demand is unl ikely to be a stable 
one. Changes in technology and in product market conditions 
continuously a l ter the demand for labour, while sh i f ts in 
demographic factors and in the part ic ipat ion rate, (par t icu lar ly 
of women), af fect the number seeking work. 

While there is underut i l isat ion of capacity in most sectors of 
the UK economy at the present time, the difference between 
potential supply and actual demand seems par t icu lar ly evident in 
labour markets. I t is not necessary to look beyond these 
markets themselves to see at least one type of d i s to r t i on , 
contributing to unemployment, which is open to correction by 
government act ion. This is the large discrepancy which exists 
for any given job , between the wage-cost to the employer and the 
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take-home wage o f the employee. Added to th i s are recent , 
uncompensated increases i n the non-wage costs to the employer 
o f o f f e r i n g add i t iona l employment. 

Taken together , these fac tors must aggravate any others causing 
a discrepancy between the supply and demand fo r labour. 
Perhaps i n recogni t ion o f t h i s f a c t , the French Government have 
j u s t announced t h e i r i n ten t i on to abol ish the employer's 
nat ional insurance con t r i bu t i on f o r the f i r s t year o f employment 
o f people under the age o f twen ty - f i ve . Decreases in taxat ion 
l i k e t h i s are no d i f f e r e n t from payro l l subsidies in t h e i r e f f e c t 
on the demand f o r labour, and the precedent f o r pay ro l l subsidies 
in the UK was establ ished by the i n t roduc t i on o f the regional 
employment premium. In previous issues o f the Commentary we 
have argued f o r the re in t roduc t ion o f an amended form o f REP to 
increase the demand fo r labour in Scot land. 

I t should be noted tha t such measures have income as wel l as 
s u b s t i t u t i o n e f f e c t s . However, i f a f u r t h e r st imulus to 
aggregate demand were requ i red , t hen , as we have also argued 
p rev ious ly , a programme of pub l i c cap i ta l expendi ture, preferably 
adding to the stock of product ive assets i n such sectors as 
a g r i c u l t u r e , f o res t r y and communications, would be appropr ia te . ' 

Whatever s p e c i f i c measures are adopted, one can sympathise w i th 
the sentiment expressed by the Nat ional I n s t i t u t e i n i t s 
November Review, when i t says tha t "a coherent government po l i cy 
is very much needed - and the sooner the b e t t e r " . 

The so -ca l led " i n d u s t r i a l s t ra tegy" which was announced by the 
Government in November 1975 is ne i the r a s t ra tegy nor a p o l i c y . 
I t i s a system of committees through which i n d u s t r i a l i s t s can make 
representat ions to government about the problems and oppor tun i t ies 
fac ing t h e i r p a r t i c u l a r i ndus t ry . As such, i t can provide a major 
par t o f the in format ional basis on which government might construct 
a po l i cy f o r the development of the economy. The establ ishment 
o f the indust ry working par t ies marked a s i g n i f i c a n t tu rn ing -po in t 
i n government th ink ing about the economy. Up to November 1975, a 
crude macro-economic view was combined w i th ind i f fe rence or 
h o s t i l i t y towards leg i t ima te business concerns. Since tha t t ime, 
there has been a greater w i l l i ngness to see the economy as a micro-
economic process in which the proper func t ion ing o f i nd iv idua l 
agents was worthy o f respect fu l a t t e n t i o n . This i s an improvement, 
but i t does not y e t add up to a p o l i c y . 




