
Extracted from Economic Trends, No. 130, August 1964.

Short-term economic forecasting in the United Kingdom

In the summer of 1962 the Organisation for Economic Co-operation and 
Development decided to make a comparative study of methods of short
term economic forecasting employed by governments of member countries. 
Various countries, including the United Kingdom, were invited to submit 
memoranda describing the techniques they employed. The account given 
in this article was originally prepared in response to this request. It has been 
modified and brought up to date for publication.

Short-term forecasts are made in the United Kingdom 
of the movement of total demand, domestic activity and 
the balance of external payments. They are considered 
an essential basis for short-term management of the 
economy, that is, for decisions influencing the level of 
domestic activity and the balance of external payments. 
All the departments concerned either with the individual 
components of the forecast or with the implications of 
the outcome in aggregate terms collaborate in their 
preparation under the leadership of the Treasury.

Forecasts are usually made three times each year 
looking some twelve to eighteen months ahead, on the 
assumption that current fiscal and credit policies are 
unchanged. In addition interim reassessments may be 
made from time to time to take into account new 
developments or fresh pieces of information. The timing 
of the three main forecasts is geared to the annual 
Budget which is normally in the first half of April. In 
the autumn a preliminary appraisal of the outlook to 
the end of the following calendar year is prepared. In 
the new year forecasts arc made spanning the whole of 
the coming financial year as part of the material required 
in the preparation of the Budget. In the early summer a 
third set of forecasts is made, taking into account any 
changes made in the Budget and other developments 
and again extending the forecast period further ahead.

Forecasting domestic activity
The forecasts of gross domestic product (g.d.p.) are 

built up primarily by forecasting changes in the indi
vidual components of expenditure. They arc expressed 
in terms of seasonally adjusted scries at constant prices, 
although forecasts of incomes and price movements arc 
a necessary step in the process. The relative magnitudes 
of the components of expenditure arc illustrated by the 
following table relating to 1962:(>)

The predominant aim is to forecast the level of 
activity at the end of the period under consideration and, 
so far as possible, its course between the base date and 
the end of the period. The result is typically expressed 
as a change between the present or recent past and a 
quarter near to the end of the forecast period. Forecasts 
arc not set out in terms of changes between the totals 
for whole years since a given change in these terms is 
consistent with many diflerent patterns of change bc-

(') Th« rijuret in th ii table and eliewhere in the article are 
taken from Preliminary £$timatei of National Incomt and 
Aolonce of Po|rmenu, 1963 (Cmnd 23M).

tween the beginning and end of the period under review. 
A conclusion, for instance, that output would rise 
two per cent, between one year and the next would be 
consistent with either a rise or fall in output between the 
beginning and end of the second year so that the policy 
implications of changes between whole years would be 
quite uncertain. There is no suggestion that it is possible 
to forecast precisely individual quarterly movements of 
demand and output over a period of, say. fifteen months. 
But such a layout, building up to a forecast of the level 
of activity around the end of the period, is intrinsically 
much more informative about expected trends. The 
forecasts arc therefore always cast in a quarterly frame
work, each component of expenditure and the related 
quantities (cmplo>ment, wage rates, etc.) being set out 
quarter by quarter for the base period and for the whole 
future period under consideration.

At I9SB prices

Statistical background
It is useful, before discussing the forecasting in 

detail, to give a brief account of the nature of the 
statistics available. The g.d.p. is estimated in three ways: 

(fl) The sum of expenditures: personal consumption, 
public authorities’ consumption, investment (fixed 
and in stocks) and exports, from the total of 
which is deducted imports and net indirect taxes. 
The g.d.p. derived from expenditure data is 
measured at current prices and also at the prices 
of a base year.

(/>) The sum of factor incomes: income from employ
ment. income from self-employment, profits, rent 
and the surpluses of public undertakings. This 
is a measure of g.d.p. equal in principle to the 
g.d.p. estimated at current prices in («) above.

(r) Finally, the g.d.p. is estimated from output data. 
Roughly half the g.d.p. is accounted for by in
dustrial production for which a monthly index
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Personal consumption .................................. I7 .i0 l
Public authorities' consumption A. 126
Fixed investment .................................. 4.438
Investment in stocks .................................. 113
Export of goods and services ................... 5.274

Total final e x p e n d itu re .................................. 31.052

less Imports of goods and services -5 .553
less Net indirect taxes .................................. -3 .102

Gross domestic product at factor co st... 22.397
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is available. The other components of output arc 
estimated at present on an annual basis. The g.d.p. 
measured from output data is in principle equal 
to the g.d.p. measured from expenditure data at 
constant prices.

Each estimate of the g.d.p. is comprehensive in the 
sense that every component is individually estimated; 
none contains a residual category.

The g.d.p. measured from income (at current prices) 
and from expenditure (at current and constant prices) 
is available quarterly; usually the majority of the figures 
are available about three months after the quarter to 
which they refer. The g.d.p. measured from output is at 
present available only annually, but some approximate 
indication of its movement is provided by the index of 
industrial production.

Apart from the national income and expenditure and 
production figures there are a large number of indicators 
available on a monthly basis which help in the task of 
diagnosing trends in the most recent period (i.e. the last 
four or five months). Perhaps the most important are 
the figures relating to demand for labour, especially those 
for overtime, registered job vacancies and unemploy
ment; the figures for retail sales (which account for 
about half personal consumption), for registrations of 
new cars and for hire purchase transactions; for exports 
and imports; and for new housing starts and com
pletions. There is also a considerable amount of 
information about new orders and orders on hand and 
about investment intentions which is mainly forward 
looking.

Organisation o f  material
The first step is to organise the statistical material 

for the recent past in a suitable way to provide a 
starting point for the forecast. There are two main 
problems. Each of the seasonally adjusted series is 
liable to a degree of random or erratic fluctuation and 
some attempt has to be made to establish its underlying 
trend. A good deal can be done, for example, by 
processes of averaging, to smooth out erratic fluctua
tions but there remain difficulties in handling the most 
recent observations. Secondly there are problems of 
consistency between series. For instance, although 
variations in the timing of payments in relation to work 
done should be reflected in counterpart changes in 
recorded stockbuilding, in practice this does not 
always happen; and some series, for example those for 
changes in stocks and imports, are not always consistent 
for each quarter. Not infrequently, there are discrep
ancies in the measurement of g.d.p. from income data 
and from expenditure data although both are estimates 
of the same thing. Bearing in mind that each component 
of the g.d.p. measured both from expenditure and in
come data is separately estimated, usually on the basis 
of sample enquiries, and that separate corrections are 
made for seasonal variations, it is not surprising that in 
practice these measures sometimes move differently. 
The g.d.p. estimated from output data is not so far

available on a quarterly basis, but it sometimes happens 
that the index of industrial production by itself suggests 
a movement in total output different from one or both 
of the other measures.

The preparation of an account of past developments 
which is consistent as far as possible with all the 
information available, including statistics (such as those 
of unemployment) which are not national income 
statistics and other indicators such as retail sales or 
wage rates for the very recent past, is therefore an 
important preliminary stage of the work. There are 
various methods of dealing with these problems and the 
choice between them depends on the nature and extent 
of the inconsistencies. It should be emphasised that 
these difficulties and discrepancies cast some doubt on 
the validity of precise statements about the recent past.

The forecasting process
The forecasting process relies rather extensively on 

programme or survey material {e.g. for public authori
ties' consumption and fixed investment) and also on the 
detailed knowledge of the relevant departments about 
particular items {e.g. for imports and exports, detailed 
studies of particular commodities and markets; for 
wage rates, an examination of current settlements and 
claims). The components of demand are then built up, 
largely by a process of successive approximation, into a 
total which is internally consistent on the basis of past 
experience. The methods employed are always under 
review. They have been evolved gradually as the prac
tice of forecasting has developed and are still being 
modified fairly continuously to take advantage of new 
techniques or new pieces of information. For example, 
the growing quantity of quarterly national income data 
and the availability of computers are making possible 
more refined mathematical investigations which in turn 
make possible the use of predetermined relationships at 
various stages of the forecasting process. The following 
paragraphs thus describe the present state of a develop
ing system.

The first step is to make preliminary forecasts of all 
components of expenditure other than personal 
consumption; these are treated as more or less in
dependent variables. Given the basic assumption of 
unchanged fiscal and credit policies the final outcome of 
any forecast is critically dependent on the changes in 
exports and fixed investment.

Exports
A forecast of exports of goods and services is required 

both for assessing demands on the home economy and 
for estimating the prospects for the balance of payments. 
The way in which this is prepared is described below in 
the section on forecasting the balance of payments. For 
that purpose forecasts in current values are needed, and 
these are translated into volume terms {i.e. at constant 
prices) for purposes of forecasting demands on the home 
economy, export prices being forecast primarily by 
reference to past trends, and the outlook for home costs.
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As regards fixed investment, a good deal of informa

tion is available about intentions and plans in both the 
public and private sectors and this is supplemented by 
other indicators, for example, statistics of engineering 
and building orders of industrial development certificates 
and the R.I.B.A. figures for architects' commissions, 
etc. At present forecasts are made separately for eight 
headings which provide an approximate division 
between the private and public sectors.

The five headings for the private sector are manu
facturing, distribution and other services, shipping, 
private housing and a residual category. The Board of 
Trade conducts sample enquiries into the investment 
intentions of the first three categories. Until 1963 three 
such enquiries were made for each year, the first being 
in the middle of the previous year, the second at the end 
of the previous year, and the third in the middle of the 
year in question (coinciding with the first enquiry for 
the following year). Laic in 1963 the timing of the en
quiries was modified. A first estimate for 1965 was 
collected then (at the same time as the second enquiry 
for 1964) instead of in the middle of 1964. In addition, 
a qualitative enquiry was instituted in the spring of 
1964, asking firms if plans for 1964 and 1965 had been 
revised up or down or left unchanged since the previous 
main enquiry at the end of 1963. The mid-year full 
enquiry (giving final forecasts for 1964 and a second 
main forecast for 1965) was postponed until the early 
autumn of 1964. Except in the new spring enquiry, 
firms are asked to forecast their expenditure in terms of 
the money they expect to spend in the calendar year 
taken as a whole.

There arc various problems in using these surveys as 
the basis of a forecast of the change in investment at 
constant prices during the forecast period. First, there 
is the question of obtaining from the individual fore
casts supplied by contributors an estimate of the 
aggregate level of expenditure in the year concerned. 
While the relationship between forecast and out-turn 
has varied very much from company to company it has 
been found that, in the aggregate, firms' forecasts are 
in excess of actual expenditures in a fairly systematic 
way. The proportionate excess varies with the first, 
second and third forecasts (the constancy of the pattern 
from year to year depending on there being no great 
change in business outlook). The practice therefore is 
to take as the forecast of the change in expenditure 
between one year and another, the change between the 
aggregated forecasts for the first year and the comparable 
forecasts lor the second year {i.e. first forecast to first 
forecast, second to second, and third to third). Secondly, 
the price basis on which firms make their forecasts is 
not precisely known since they arc asked to return the 
intended value of expenditure. In the normal way it is 
assumed that some allowance should be made to
r^ucc the expected rate of change to a constant price 
basis. ‘

Having derived a percentage change between whole

years in this way the important questions to consider 
arc how closely to rely on it as the basis of the forecast 
and what quarterly path to interpolate. Something 
depends on which of the intentions enquiries is available. 
Experience has shown that first forecasts, made in the 
middle of the year preceding the one to which they 
relate, can be unreliable at times when there is about to 
be a change of trend. Third forecasts, on the other hand, 
made in the year to which they relate, have generally 
given more reliable results. The approach used in 
evaluating the available survey results is to try to set 
them in a cyclical context. With the accumulation of 
experience in handling the results of the intentions 
enquiries, attempts can be made to anticipate the effects 
of changes in the level of activity that have occurred 
since the last enquiry or which may be in prospect as a 
result, for example, of a recent Budget.

The other forward looking indicators already men
tioned are used as corroborative evidence, particularly 
in assessing the timing of possible cyclical turning 
points. For example, the balances of'ups' over ‘dow'ns’ 
in the answers to the F.B.I. questions, 'Do you expect to 
authorise more or less expenditure on (a) buildings, 
(b) plant and machinery in the next twelve months than 
you authorised in the last twelve months?' show a 
clear cyclical fluctuation related with a time lag to actual 
investment expenditures by manufacturing industry.

For private housing the main indicators arc the 
recent figures for starts and completions which arc 
available monthly and the direct, half yearly, enquiries 
by the Ministry of Public Building and Works into the 
number of starts intended by builders. The enquiry to 
builders and property developers, who account for over 
85 per cent, of private enterprise housing, is also made 
three times for each year, the first being in the middle 
of the previous year, the second at the end of the 
previous year, and the third in the middle of the year in 
question (coinciding with the first enquiry for the 
following year). The forecast also takes into account 
likely financial position of building societies and the 
level of interest rates are also taken into account.

For the residual category (which includes agriculture) 
the normal practice is to extrapolate past trends.

The three headings considered for public investment 
are nationalised industries, public services and public 
authority housing. In all cases the forecast is derived 
from the plans of the various authorities and depart
ments concerned which are agreed by the Treasury and 
published every autumn. The totals of expenditure 
(and. in the case of housing, the number of tenders) 
authorised relate to financial years and there may be 
difficulties in assessing the quarterly evolution par
ticularly when authorisations are changing substantihily 
from one financial year to the next. The problem is 
aggravated by the tendency of some of the quarterly 
expenditure data for the past to fluctuate rather erratic
ally (perhaps because some figures are of cash payments) 
which makes it hard to measure recent performance at 
all closely. In the past big changes in plans have
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generally taken longer to achieve than has been antici
pated. If on occasion the change authorised between 
two financial years is large and implies a very rapid 
change of pace, either upward or downward, in invest
ment, the quarterly figures written in to the forecast may 
provide for some carry forward into a succeeding year 
or even beyond the forecast period.

The enquiries on which the forecasts of investment 
are based make possible a breakdown of the total 
between the main types of asset, i.e. plant and machinery, 
vehicles and building. Sometimes the asset picture 
makes necessary some modifications to the forecast of 
total investment if, for example, the implied demand for 
building exceeds what is believed will be the capacity of 
the industry (though such unfulfilled demand is taken 
into account in the general assessment of the forecast 
pressure of demand).

The initial investment forecast, built up in this way, 
may be modified at a later stage in the exercise in the 
light of the forecast for total demand which finally 
emerges. But in the ordinary way such changes would 
be slight because the feedback from future trends in 
activity to fixed investment is likely to be fairly small 
within the twelve to eighteen months reviewed by a 
forecast.

Public authorities' consumption
The forecasts of current expenditure by the central 

government on goods and services are derived from the 
Budget Estimates and, for the period after the Budget 
year, from forward estimates which departments are 
required to submit as part of a survey of total public 
expenditure. This information covers a great many other 
payments than current expenditure on goods and 
services {e.g. subsidies, grants to persons and capital 
expenditure). The first step therefore is to extract the 
total of items of current consumption. This has then to 
be corrected for price changes between one year’s 
Estimates and those of the previous year. Since the price 
basis used by departments in preparing their estimates 
is not uniform, departments are asked to make the 
necessary revaluation. Finally there are the familiar 
difficulties of assessing the quarterly evolution of 
expenditure from the past into the future. These 
difficulties are at least as important for public authori
ties’ consumption as for investment because of the 
difficulty of eliminating fluctuations from the payment 
figures which do not represent any change in the under
lying trend.

Information about future current expenditure on 
goods and services by local authorities is derived mainly 
from the estimates of expenditure on education, health 
and certain other services used for determination of the 
general grant by the central government, and from 
estimates of relevant expenditure for specific grants such 
as for roads and police. The expenditure covered by this 
information comprises about three-quarters of current 
expenditure on goods and services by local authorities,

though the total of grants from the central government 
amounts to a smaller proportion.

Investment in stocks
The function of stocks in the economy makes it 

particularly difficult to forecast changes in them 
precisely. The general approach to the question is 
based largely on an analysis of how stocks have moved 
in relation to changes in output in the past. Over the 
whole period for which quarterly stocks and output 
figures are available {i.e. from the beginning of 1955) 
stocks in total have tended to rise about as fast as output 
but with fairly marked short-term differences. The ratio 
of total stocks to total output has fluctuated cyclically, 
but about an apparently rather stable level, in periods 
when, for example, demand other than stockbuilding 
has risen sharply there has tended to be some initial 
counterpart movement in stockbuilding in the opposite 
direction and the stock/output ratio has fallen abruptly. 
This has tended to be followed by subsequent increases 
in stockbuilding and a recovery in the ratio.

In forecasting, the idea of a tendency to restore or 
maintain a long-run average value for such ratios is a 
useful way of establishing some presumptions about 
possible rates of stockbuilding which would over a 
period be consonant with the rest of the forecast. 
In dealing with the initial part of the forecast period, 
however, more weight is given to cyclical considerations, 
starting from the recent history of the rate of stockbuild
ing and making allowance for the character of the 
coming phase of the cycle as indicated by the forecasts 
of other elements of demand.

The stock/output ratio is examined by detailed sectors 
{i.e. manufacturers’ stocks held as finished goods, work 
in progress and materials, and stocks held by retailers 
and wholesalers) as well as in total. In manufacturing 
industry there has been some shift from stocks classified 
as materials to stocks classified as finished goods within 
a roughly constant long-term ratio for the total.

Personal consumption
The forecast of personal consumption is built up by 

forecasting individually all the main components of 
personal income, direct taxes, consumer prices and 
personal saving. To a large extent changes in income, 
and hence in consumption, are dependent on the 
change in output a large part of which is represented by 
personal consumption itself. An iterative method is used 
to obtain forecasts of personal consumption and total 
output which are mutually consistent. The first step is 
to postulate (largely by reference to past experience) 
changes in personal consumption and in total output 
that appear to be likely to result from the forecasts so 
far made for other changes in demand. Given the 
assumed change in output a forecast for income from 
employment can be built up and with this a complete 
personal income and expenditure account. If this results
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in a forecast of consumption different from that 
postulated, the output forecast is modified accordingly 
and the personal account revised to bring the relation
ships into order.

Personal disposable income. The relative magnitudes 
of the components of personal income before tax are 
indicated in the following table relating to 1962:

W afcs and salaries
Forces' pay .................................................

Per cent, 
of total

...................  65

...................  2
Employers' contributions • 4  4  « e • 3
Current grants from public authorities 8
Rent, dividends and interest P e l

Income from self-employment ... 9

Total personal income before tax ................... 100

The practice at present is to make a single forecast of 
the combined wage and salary bill, partly because some 
of the statistics cannot be adequately separated between 
wage incomes and salary incomes. The framework of 
thought that has been used is illustrated (on an annual 
basis) below.

Percentage increase on corresponding figure in previous year

Totof
tvoges and 
salaries

Numbers 
of wage 

and salary 
earners

Woges
and

salaries 
per head

Hourly
wage
rates
index

Earnings differential

Irrevers
ible

Reversible
residual

1959 A B 0 5 4 3 2 8 0 6 0 9
I960... 7 0 2 0 5 7 4 2 0 6 0 9
1961... 8 1 \ A 6 5 6 4 0 6 - 0  5
1962. . 4 7 0 7 4 0 4 5 0 6 - M

For the first column, the wage and salary bill, published 
information is used. Column 2 is derived in a fairly 
simple way from published civil employment data 
and column 3 is obtained by dividing column I by 
column 2. The hourly wage rate index (column 4) is 
published and the relation of its movement to the 
movement of the wage and salary bill per head (column 
3 divided by column 4) yields the ‘earnings differential'. 
This is a composite residual embracing for example, 
the effect of changes in the amount of overtime and in 
bonus payments and in the relative number of wage 
earners and salary earners. For forecasting purposes 
the earnings differential is divided into two parts. First, 
a trend factor (shown in column 5 as the irreversible 
earnings differential) which is estimated to be an increase 
of 0-6 per cent, a year. Secondly, a residual factor 
(shown in column 6 as the reversible earnings differential) 
which has fluctuated roughly in proportion to fluctua
tions in the pressure of demand for goods and services 
in the economy as a whole (defined below). The relation
ship is conceptually very imperfect because the hourly 
wage rates index covers only manual operatives and 
excludes all salary earners so that the ‘reversible 
earnings differential in reality reflects not only changes

(such as the amount of overtime pay) which can be 
directly ascribed to fluctuations in the pressure of 
demand but also any unusual changes in the compo
sition of the wage and salary bill.

The field of knowledge about the determination of 
earnings is one in which rapid development is taking 
place, centred particularly on the analysis of the wage 
and salary bill and the nature and causation of ‘wage 
drift'. The improvement in understanding should lead 
to the adoption of alternative and more refined methods 
of forecasting.

In forecasting, each component of the analysis is 
estimated in turn. For wage rates, the main considera
tions are what has happened in past periods of similar 
pressure of demand for labour and current information 
about the stale of wage negotiations. The rate of change 
of wage rates has shown some cyclical fluctuation in the 
past but the bargaining processes have been much 
influenced by habit and convention and in practice 
past experience has generally proved a useful guide, 
though in assessing its relevance to any particular 
circumstances attention has to be paid also to develop
ments in prices (which may influence collective 
bargaining) and, nowadays, to the development of 
incomes policy. In addition to these rather general 
considerations there is always a good deal of informa
tion available about the current size of wage settlements, 
the intervals between them, the main claims outstanding 
and the actual monthly, increases in the wage rates indices 
all of which help to determine the forecast, particularly 
for the earlier part of the forecast period.

The ‘irreversible earnings differential' is extrapolated 
at the same rate of increase as in the past. The forecast 
for the ‘reversible earnings differential’ and the forecast 
for employment are inter-related. The form of the 
relationships between output, employment and output 
per head (and also between output, employment and 
unemployment which is discussed below) is not fully 
identified or understood. Various rules of thumb have 
been deduced from analyses of past changes in output, 
employment and the labour force, and work is proceed
ing both on the nature of the relationships and their 
magnitudes. The convention used at present is that a 
change in the level of activity (/>. a change in the 
pressure of demand for goods and services) will be 
reflected roughly equally in a change in the reversible 
earnings differential and in an abnormal change in 
employment (abnormal in the sense of being additional 
to the absorption of the underlying change in the labour 
force). The pattern of changes may allow for some time 
lag, especially in the response of employment to a 
change in the pressure of demand. The employment 
forecast may also be modified if, for instance, there is 
an unusual supply of particular types of labour, e.g. 
immigrants or juveniles, or if there has been a large 
change negotiated in the length of the standard working 
week.

Dividend income paid to persons is assumed to be 
related after a time lag to changes in profits. Other
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property income (rent and interest) is normally assumed 
to continue recent trends. Income from self-employment 
has in the past tended to move sluggishly but with some 
cyclical variation in its rate of change. A continuation 
of the recent trend is normally assumed with some 
allowance for the cyclical character of the whole 
forecast.

Almost all the other components of personal dis
posable income can be forecast from the government’s 
own information. Forecasts of Forces’ pay, current 
grants to persons, and national insurance contributions 
are based on information about the numbers involved 
and current or prospective rates of pay, benefit and 
contribution. Direct tax payments are built up by 
applying the appropriate marginal rates of tax to the 
various kinds of personal income.

Consumer prices. Most of the analysis and forecasting 
of prices is in terms of the monthly retail price index, a 
linked Laspeyres index, excluding from its coverage 
expenditure by the relatively higher income groups. 
One advantage of using this index, apart from the fact 
that it is available monthly, is that a very detailed 
breakdown of its components is available.

The retail price index is forecast in three broad 
categories:

(«) Those kinds of foods of which the price fluctuates 
largely as a result of short-run changes in domestic 
supplies

{b) Rent and rates
(c) Other goods and services
The average price of the foods considered separately 

has large short-term fluctuations about its trend. The 
procedure is usually to assume that these prices will be 
normal at the end of the forecast period. This part of the 
forecast is particularly subject to error but-it is useful to 
take separate account of it especially when prices are 
abnormal in the base period.

The forecast of the rent and rates index is usually an 
extrapolation. Sometimes (as when there was legislation 
to remove certain kinds of rent control)a more elaborate 
study is carried out. Allowance is also made when 
unusual changes in local authority rates are expected.

The average price of the remaining group of goods 
and services (about 80 per cent, of the total) is assumed 
to move, after a time lag, in the same way as costs, 
which are made up of import prices, specific indirect 
taxes and normal labour costs.

Import prices are derived from the work on the 
balance of payments. Specific indirect tax rates are 
assumed to remain constant in line with the general 
assumption of unchanged fiscal policy. For labour costs 
the relevant concept is taken to be the change in the 
cost of labour, defined below, less a trend increase in 
output per man, whether or not this is the actual 
increase in output per man expected in the forecast 
period. The theory underlying this assumption—which 
past experience in the United Kingdom broadly 
supports—is that business men generally fix their prices 
on the basis of a standard or normal degree of capacity

working; in other words that, given the cost of labour, 
short term variations in the level of total output and 
output per head make little difference to the price level.

The cost of labour is defined as average hourly 
earnings (corrected to remove the effect of changes in 
overtime) plus average employers’ insurance and pension 
contributions, all of which are derived from earlier 
stages of the operation. Hourly earnings are corrected 
for the effect of changes in overtime because it is 
believed that changes in average earnings due to more 
or less overtime being worked are not a factor affecting 
prices. An exception is the rise in overtime that may 
result when the standard working week is cut. This 
manifestly puts up normal costs and attempts are made 
to allow for any substantial changes of this kind.

The resulting forecast of prices may be modified if 
special factors are known or expected to be present. 
One fairly recent example was the larger than usual rise 
for a time in prices charged by the nationalised in
dustries which followed a review of their financial and 
economic obligations.

Finally it is necessary to convert the forecast changes 
in the retail price index into a forecast of the consumer 
price index which is the average value index covering 
the whole of consumers’ expenditure. On an annual 
basis the consumer price index has usually risen by 
about nine-tenths of the increase in the retail price index 
though this may be upset by, for example, a sharp change 
in the pattern of consumer spending following a sharp 
change in price relativities. The relationship is much 
weaker on a quarterly basis. In the ordinary way the 
nine-tenths relationship is used to provide forecasts of 
annual changes, but it is not applied automatically to 
each quarter partly because the consumer price index 
required is a seasonally adjusted one and because there 
are frequently difficulties in reconciling the data on such 
a short term basis.

Real personal disposable income (r.p.d.i.). The indi
vidual forecasts of personal incomes, direct tax payments 
and national insurance contributions, and of consumer 
prices yield a forecast of real personal disposable 
income (r.p.d.i.). As already indicated, the rate of change 
in r.p.d.i. is associated with the rate of change in total 
output. In practice, consistency of the relationship can 
be disturbed by a large number of factors including 
changes in the distribution between sectors of the 
national income or within the field of personal income, 
changes in taxes, import prices or seasonal food prices.
It is never easy to handle the complex combinations of 
special factors that can occur and have occurred in the 
past but, nevertheless it is worth comparing the forecast 
of r.p.d.i. built up in successive steps with the forecast 
growth of nonconsumption demand and of output to 
test the plausibility of the relationships between them.

Personal saving. Since the beginning of the 1950’s 
there has been a very large rise in the proportion of 
r.p.d.i. saved, with considerable fluctuations from year 
to year. The fluctuations in the saving ratio appear to 
have been associated to some extent with fluctuations
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in net lending on hire purchase and by banks. In the 
following table net saving is equal to the difTcrcncc be
tween disposable income and consumption (the con
ventional national income definition of personal saving). 
Gross saving is equal to net saving plus an adjustment 
for the assumed effect on consumption of changes in 
hire purchase debt and bank advances.

Perceniofe of penonal dispoioble income

1956
1957
1958
1959
1960
1961
1962

•  •  • 6 6
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There is no hard and fast way of making this adjust
ment. It seems unlikely that an increment in net lending 
would result in an equal addition to consumption over 
and above what it otherwise would have been, and 
reasonable to suppose that the addition to spending on 
consumption is considerably smaller in the case of 
bank lending (some of which is in respect of. for 
example, house buying) than hire purchase lending. For 
forecasting purposes rule of thumb conventions have 
been adopted about the extent to which such borrowing 
generates additional consumption.

Real net saving is forecast in two stages, first the 
‘borrowing effect’ and, secondly ‘real gross saving’. So 
far as hire purchase debt is concerned, the change in 
debt in any period is equal by definition to credit 
extensions /ejj repayments of debt. Although the method 
of forecasting hire purchase business explained in an 
article ‘Hire purchase and instalment credit statistics’ 
in Economic Trends, September 1961, seemed to work 
fairly well in the later I950’s, it has not been so success
ful in recent years. Presumptions about the future 
course of hire purchase business are now established 
from the size and structure of existing debt, from the 
credit policy of the government and from any special 
features in the prospects for the main categories of goods 
bought on hire purchase.

The change in bank advances classified as personal 
and professional is also separately estimated. There is 
little to go on here apart from rather general inference 
from the government's credit policy. But useful pre
sumptions about the likely future change in net lending 
can sometimes be established simply from recent 
developments and from experience of comparable 
periods in the past.

The year to year changes in r.p.d.i., gross saving and 
the difference between them (spending out of income) is 
shown in the following table.

The table shows that there have b<^n substantial 
fluctuations in the marginal propensity to save (even 
after allowing for the supposed effects of borrowing on 
saving). Their causes are not fully understood. One 
possible factor in the short term is a lime lag before

spending habits adjust to a change in the rate of growth 
of r.p.d.i., so that when there is a sharp upturn in 
r.p.d.i. the marginal saving ratio is for a time unusually 
high, and vice versa. For forecasting purposes the usual 
assumption is that the marginal (gross) saving ratio will 
be roughly what it has been on average over a run of 
years, but this is modified if the forecast rate of growth 
of r.p.d.i. represents a sudden change from the past.

Changes m incomt, saving

Real ptrsonol 
dlspoiobte 

income
Rtol grosi 

saving

Reoi spending 
■ out of 
income

Change in real 
gross saving 
as percentage 
of change m

r.p.d.i.

1951.52 . 244 261 - 1 7 107
1952-53 ... 660 159 SOI 24
1953-54 ... 486 - 1 487
1954-55 . 708 93 615 13
1955-56 . 413 201 212 49
1956-57 ... 294 112 182 38
1957-58 ... 213 - 7 3 286 - 3 4
1958-59 ... 885 399 486 45
1959-60 .. 1.072 237 835 22
1960-61 ... 689 259 430 38
1961-62 ... 37 -1 8 3 220 -4 9 5

Note: Estimates prior to 1956 are considerably less reliable than the 
later ones.

Personal consumpiion. The forecast for personal 
consumption emerges by subtracting the forecast for 
net saving from the forecast for r.p.d.i.

Imports
The next step is to consider how the change in total 

final expenditure given by the sum of the preceding 
demand forecasts will be met by changes in imports of 
goods and services and changes in home output. The 
way ih which the forecast of imports is made is described 
in the section on forecasting the balance of payments.

The subtraction of the forecast of imports of goods 
and services and of the forecast value at constant lax 
rates of net indirect taxes from the aggregate forecast 
for total final expenditure yields the forecast of the gross 
domestic product at constant factor cost.

Pressure o f  demand and unemployment
The relationships between output, employment and 

unemployment are at present the subject of a good deal 
of investigation both here and in other countries. The 
system of thought now used to assess the implications 
of the g.d.p. forecast for the pressure of demand for 
goods and services and for unemployment, is based on 
the idea that the change in unemployment can be 
explained as a consequence of differences between the 
actual growth of output and what may be called its 
potential rate of growth. The latter is defined as that 
growth of output which would ensure a constant pressure 
of demand as measured by unemployment and other 
labour market indicators, with allowance for time lag. 
There is no way of measuring this rate of growth 
directly but it is possible, for example by means of 
multiple regression analysis, to allow for the eflTect on
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output of changes in the pressure of demand and by 
this means to estimate values for past rates of change 
of output associated with a constant pressure of demand. 
The analyses that have been made suggest that in the 
period 1952-62 the potential rate of growth was 2J-3 
per cent, per annum, with a rather higher rate, perhaps 
a little in excess of 3 per cent., in the latter part of the 
period. An index of the potential rate of growth inter
polated as a quarterly series from estimates obtained in 
this way, compared with an index of actual quarter by 
quarter output provides an indicator of the degree of 
utilisation of the productive potential of the economy.

Unemployment has tended with a considerable degree 
of consistency to move after an interval towards the 
level appropriate to the degree of utilisation. Because the 
process takes time unemployment tends to be low in 
relation to the concurrent level of utilisation on the 
downswing of a cycle and high in relation to it on the 
upswing. This approach suggests that a variation of one 
per cent, in the degree of utilisation of the productive 
potential has been associated with a change of the order 
of 50,000 in the number unemployed by the end of a 
period of adjustment.

The forecast for the potential rate of growth is based 
on an extrapolation of the current estimates of recent 
experience with some allowance for any known special 
factors such as fluctuations in the rate of change in the 
population of working age, large changes in the stan
dard working week and the recent rate of fixed capital 
formation. A comparison of this rate with the output 
forecast yields an implication for the pressure of demand 
and hence for the change in unemployment.

Forecasting the balance of payments
As already noted, forecasts of the balance of payments 

are made concurrently with those of domestic economic 
activity and the two are closely inter-related at many 
points. The material on imports and exports of goods 
and services, which is required for both purposes, is 
combined with estimates of property income, transfer 
payments and long-term capital flows to reach an 
assessment of how the ‘basic’ balance of payments of 
the U.K. (on current and long-term capital account) 
is likely to move.

As in the case of the domestic economy, the organisa
tion of the statistical material for the past is an important 
preliminary step, since much depends on a correct 
understanding of past relationships and a proper 
assessment of the trend of developments at the time 
the forecast is made.

World economic prospects
The first stage in assessing prospects for the external 

accounts is an appraisal of prospects for the world 
economy. Forecasts are made of the movement of gross 
national product (g.n.p.), and its main components, in 
the main industrial countries, drawing on the informa
tion available from these countries and from parallel

studies made both in the U.K. and by international 
organisations. From this material a forecast is made of 
the short-term trends in world industrial production 
and in the exchange of manufactures between industrial 
countries. For primary producing countries attention 
is focused on potential export earnings and aid 
receipts, since their external financial resources are often 
the dominant factor determining the level of their 
imports. The forecast of their export earnings depends 
on the implications of the review of industrial countries' 
activity for demand for the major industrial materials 
and for changes in commodity prices; and also on a 
review of prospects for international trade in the main 
foodstuff's. It is supplemented for the countries of 
the sterling area by more deUiled country by country 
appraisals of their balance of payments prospects. This 
leads to a forecast of industrial countries' exports of 
manufactures to primary producing countries which, 
combined with the forecast of trade between industrial 
countries, gives a view about the trend of world trade 
in manufactures.

Exports
In the short run it is primarily conditions in overseas 

markets which determine the value of exports of goods. 
The forecast is thus essentially a demand forecast, 
founded upon the prior study of world economic 
prospects. The views of official British representatives 
in a number of the most important markets are sought 
on the likely development of U.K. exports to these 
markets. Separate forecasts are made of the value of 
exports to each of the main areas to which the United 
Kingdom exports—Western Europe, the sterling area 
(each accounting for over one-third of total exports). 
North America, the rest of the world and, in a few 
cases, for sub-areas or important individual markets.

The particular method by which the forecast is made 
varies from area to area depending on the amount of 
background information available and on indicators 
which the analysis of past experience suggests are the 
most relevant to demand for U.K. exports. For example, 
from past experience it appears that the trend of U.K. 
exports to the United States follows fairly closely the 
trend in g.n.p. of the U.S.A., with changes in stock
building playing an important part in the short run. 
Forecasts of the g.n.p. of the U.S.A. and its main 
components thus provide a basis for this element in the 
export forecast. It is necessary, however, to make an 
independent assessment of prospects for exports of 
transport equipment, especially cars. The forecast of 
exports to Western Europe is based as far as possible 
on reviews of the economic outlook in the principal 
countries concerned, though statistical information 
about short-term changes is not sufficiently compre
hensive to allow more than a broad assessment of their 
prospects to be made. The changes that have occurred 
over the past decade in factors affecting United Kingdom 
exports to Western Europe (e.g. the removal of import 
restrictions, the growth of tariff discrimination and
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the growth of interest of United Kingdom exporters in 
these markets) all add to the difficulties of establishing 
from past data relationships useful for forecasting. 
Figures for past periods, however, show that the develop
ment of private investment in Western Europe has an 
important effect on United Kingdom exports of capital 
equipment; changes in rates of stockbuilding also may 
have an important effect. For the sterling area and the 
rest of the world—comprising mainly primary produc
ing countries—the forecast is based on the study of 
prospects for their export earnings and their likely aid 
receipts, since these largely determine their ability to 
import. Any knowledge or expectation of changes in 
import restrictions is also taken into account and the 
domestic prospects of the more developed sterling 
area countries are examined in more detail.

Such commodity information as is available, for 
example from statistics of orders, is examined for its 
consistency with the market forecasts. The forecast 
is reviewed in the light of expected relative movements 
in United Kingdom costs and prices and is compared 
with the forecast for world trade as a whole, derived 
from the study of world economic prospects. The 
implications for the U.K. ‘share’ of world exports of 
manufactures provides an alternative viewpoint from 
which the forecast can be judged, though by no means 
an unambiguous one. It is not easy to discern the relative 
importance of the factors influencing the U.K. share of 
world exports of manufactures, and there have been 
large short-term and cyclical movements in the share in 
the past (even after seasonal adjustment) which make it 
difficult to establish the trend and to form a view about 
the future. This approach, however, helps to bring 
explicitly into the forecasting process considerations 
such as the competitive position of the U.K. in world 
trade.

Imparls
Over a run of years the volume of imports of goods 

has risen somewhat faster than home output (a phenom
enon common to most, if not all, industrial countries) 
with fluctuations about the trend in part associated with 
fluctuations in the rate of slockbuilding, which has an 
import content considerably higher than that of final 
expenditure as a whole. The relationship, however, is 
not a simple one because of the incidence of special or 
short-term factors whose effects are not easily measured. 
Examples arc the progressive liberalisation of imports 
from quantitative restriction, the varying size of 
harvests, and the variability of fuel imports due to 
abnormal weather or changes in the pattern of inter
national oil sales. An important feature of the import 
forecast is the attempt to accommodate such factors. 
The forecasts of import prices, especially for food and 
industrial materials, make use of the commodity price 
forecasts in the review of world economic prospects 
(allowing for differences in the commodity composition 
of world trade and of United Kingdom imports).

The approach to the total import forecast is two-fold.

There is the detailed commodity by commodity approach 
designed to bring in any special features or information 
about particular commodities within the framework 
of the genera] forecast for final demand and stock- 
building. There is also the aggregative approach which 
deduces imports (by volume) as a function of the 
forecast changes in total final sales and in stockbuilding 
(the latter being assumed to have an import content of 
about one halO allowing for some upward trend in the 
use of imports. Tliis provides a genera) check on the 
results of the detailed approach.

The main features of the commodity approach are as 
follows:

(i) Food imports (about a third of the total) appear 
to have a very slow upward trend but in the short 
term they are influenced a good deal by home 
and overseas supply prospects.

(ii) Imports of industrial materials (two fifths of the 
total) are forecast by considering possible con
sumption and stock changes for major industrial 
materials in the light of trends in the using 
industries based on the forecast growth of 
industrial production. At this stage any special 
factors expected to affect imports of particular 
industrial materials, e.g. sales from United 
Kingdom government stockpiles, can be taken 
into account as well as recent trends in these 
imports. The forecast built up in this way is 
compared with one based on an estimated 
relationship between industrial production, slock
building and imports of industrial materials 
derived from past experience.

(iii) The forecast of imports of oil (a tenth of the total) 
is based upon an assessment of future internal 
and export demand. The effect of expected stock 
changes is allowed for and advice is sought about 
possible changes in refinery throughput which 
would affect the distribution of imports between 
crude oil and oil products.

(iv) Imports of finished manufactures (about a 
seventh of the total) are forecast within two 
broad heads: consumer and capital goods. The 
former are related to the forecast of consumers’ 
expenditure and stockbuilding (bearing in mind 
the likely trends for particular commodities such 
as cars or clothing) and the latter to the investment 
forecasts, having regard to possible changes in 
the share of imports. Attempts are made to 
allow for the effects of any recent or expected 
tariff changes or measures of liberalisation.

Invisibles
Forecasts are made separately of each of the main 

debit and credit items in the invisibles account, against 
the background of the expected developments in econ
omic conditions in the United Kingdom and overseas. 
There arc indications that, if certain items are excluded, 
e.g. government transactions and interest on sterling 
liabilities the remaining invisible debits and credits are
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in some degree connected with the growth of output in 
the U.K. and in other industrialised countries. It 
is possible to get a broad check on the results of more 
detailed estimation by using such relationships, even 
though they have not as yet been very fully developed.

Government current expenditure and receipts are 
mainly built up from Budget Estimate figures revised in 
the light of the latest information. Forecasts of shipping 
credits and debits are derived from the forecasts of the 
volume of United Kingdom imports and exports and of 
freight rates; account is taken of the likely trend of the 
share of British shipping in world trade (cross trades 
and own trade). Forecasts of travel debits and credits 
are made in terms of transactions vis-a-vis the main areas 
concerned: Western Europe, North America and the 
sterling area. Extrapolation of recent developments is 
supported by some forward guidance from information 
about bookings. The forecast of other imports and 
exports of services is little more than an estimate of a 
trend value.

Interest, profits and dividends (i.p.d.) is the most 
important item in the invisibles account, for debits and 
credits are large and the balance between them fluctuates 
considerably. The forecasts of income from direct 
investment are derived from views taken of the prospects 
for company earnings overseas and in the United 
Kingdom, bearing in mind the industrial and, for credits, 
the area distribution of investments. For oil companies’ 
earnings use is made of forward estimates by the major 
companies.

Long-term capital
Official transactions are forecast from the current 

programme for loan drawings and loan repayments. 
Repayments are usually known, but loan drawings 
cannot be forecast with any precision for the timing of 
drawings is often uncertain (even where the amounts 
are specific and settled) and contingent expenditure can 
rarely be foreseen.

Private investment flows have been found most 
difficult to forecast with confidence. This is partly 
because, as with some of the components of i.p.d., much 
of the information underlying the figures has been
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available only from 1958; as a result, there is little 
experience of the way in which changes in investment 
flows are associated with other related variables.

Direct investment flows, like the debits and credits 
arising from these investments, are influenced by 
economic prospects here and abroad. It has also been 
found that the proportion of profits which are re
invested by companies operating abroad tends to be 
fairly stable. For oil investment reliance is placed on 
forward estimates made by the major companies. 
Portfolio investment is sensitive to unforeseeable move
ments of relative interest rates and of confidence. The 
forecasts of a number of the remaining items within the 
private investment account are little more than extra
polations of past experience adjusted for any perturba
tions which can be foreseen. It is recognised that the 
forecast of total private investment is subject to a wide 
range of error, which has been increased by the emerg
ence of a widely fluctuating flow of inward portfolio 
investment in recent years.

Balancing item and monetary movements 
The methods described above lead to a forecast of the 

identified balance of current and long-term capital 
transactions. In order to arrive at an implied forecast 
of the balance of monetary movements (broadly, the 
balance of changes in short-term assets and short-term 
liabilities) it would be necessary to forecast the balancing 
item. The balancing item has fluctuated widely in recent 
years and, although it is possible to advance some 
speculative hypotheses about these movements, they 
provide no basis for a quantitative forecast. Neverthe
less, the apparent existence of a persistent positive 
element in the balancing item, reflecting errors and 
omissions in the current and long-term capital accounts, 
is borne in mind in judging the significance of the fore
cast of the identified balance. No attempt is made to 
make a quantitative estimate of likely changes in the 
items that make up monetary movements—the reserves, 
net sterling liabilities and other short-term capital 
movements. But some light may be thrown on these by 
the separate estimate of the balance of payments of the 
overseas sterling area mentioned above.

H. M. Treasury
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