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(lobal trends to pose
problems for sterling

nternational develop-

ments over the next two

months are likely to test
the Chancellor’s anti-intla-
tionary resolve. The possibii-
ity is that Mr Lawson will not
nse to the challenge.

Against the background of
an underlying UK inflauon
problem and a sizeable cur-
rent account deficit, higher
interest rates overseas wall
lead to downward pressure
on sterling. Such potenual
currency nsks are now again
the biggest concern for Japan-
€se Investors.

The tirmness of oil and
non-oil commodity prices
has boosted intlationary pres-
sures in the major nauons.
For Japan and Germany,
these pressures have been
exacerbated by the strength of”
the dollar. This has contnbu-
ted to a nse in intlauonary
expectations and a sharp
upward movement in short-
term money market rates.
German three-month interest
rates have nsen 1.25 points so
far this year, to 6.8 per cent,
while three-month interest
rates in Japan have picked up
0.25 points in the last month.
Bond markets in these econo-
mies have scen yields nsc
across the curve.

The corresponding rates in
the US and Brtain have de-
clined 0.25 points over the
last month, despite higher
| underiying inflationary prob-
lems. These interest rate
trends retlect the importance
of exchange rate movements
in overall economic policy,
and the fact that the dollar
and sterling have sustained
their effective rates recently.

Such currency levels can-
not be maintained while the
global ¢conomic imbalances
persist. Brntain and the US
have sizeable deficits of more
than 3 per cent of GDP.
Mcanwhile, the surpluses of
fundamenually sound ¢cono-
mies such as Japan and West
Germany have grown.

For the imbalances to be
corrected, three things are
needed. Sterling and the dol-
lar must weaken to enhance
competitiveness. US and
Brish demand must slow,
thereby reducing  import
growth, while overseas de-
mand for British and US
goods needs to strengthen.
The strength of the dollar and
sterling is harming competi-
tiveness while the prospect of
tiohrer ctaneces in Japan and

Germany has poor implica-
tions tor the deficit countries.

Tightening is also likely 10
occur alongside intervention
against the dollar by major
central banks. This could pro-
voke higher US interest rates.
causing undesirable upward
pressure on the dollar and
having damaging knock-on
implications for glooal
policy.

[t 1s important that mone-
tary authontues do not over-
react to signs of nsing infla-
tion. Giobal acuvity 1s expec-
ted 10 slow this vear, which
shoulid ease intlationary pres-
sures by year-end. Yet the iag
between the peak in growth
and nsing :ntlatonary pres-
sures could contnibute 10
further monetary tightening.

Last week. figures pointed
to German annual wholesale
price intlation reaching 6.5
perceatin Apnil. This was the
highest rate for seven years
and the latest in a series of
nsing inflationary indicators.

In Japan. import pnce in-
flation has picked up from an
annual rate of minus 8.5 per
cent last November to plus
2.3 per cent in March. Set
against a background of
strong domestic demand
growth and ught labour mar-
ket conditions, nsing intla-
tionary pressurcs have al-
ready fed 1nto  wholesale
prices and eventually wiil
push up retail prices in Japan.

onsequently, we be-

lieve that international

interest rates are trend-
ing higher. The Japanese
authonues arc likely to in-
crease the discount rate trom
2.5 percentto 3 percent. This
would represent the first nse
in the discount rate for nine
years. German money mar-
ket rates are also set to trend
up, and another increase in
the discount rate cannot be
ruled out.

The consequences for Bnit-
ain are twofold. Over the next
thrce months the interest rate
differenual in favour of ster-
ling will decline. This would
result in sterling weakness. As
Britain is not in the EMS,
there is no perceived floor to
sterling if it comes under
downward pressure. The
dilemma for the Chancelloris
that with domestic demand
already slowing he will not
want 10 increase interest rates
but may oe forced 10. in order
1o protect sterhna.

Second, current global
monetary Uughtening could
cause verv slow worid growth
in the lauter half of the year,
curbing demand for Bnush
exports. This would exacer-
bate the current account defi-
cit, unless Bnush policy
curbs import growth by more
than recent trends suggest it
has.

=T Yhe implication is that
the Chancellor wiil

—- have to ughten policy
further 1f he wants 10 regain
his credibiiity as an anu-
inlation iignter.

Against this background
the short end or' the giits mar-
ket does not otfer a favour-
abic aliernauve to cash. How-
cver, the long end of the vieid
curve shouid also suffer
through such a monetary
ugntening. This is because
the current policy stance does
not solve Britain’s underiving
problems.

For the problems to be con-
trolled and for long gilt yieids
to react posttively, the Chan-
cellor needs to set out some
sensidle medium-term policy
for the exchange rate. Sterling
needs 10 be allowed to depre-
Clle 10 2 more sustainable
level. which 1s consistent with
an improvement in the cur-
rent account deficit. As last
week's Bank of England
Quarterly Bulleun pointed
out, adjusting relative unit
labour costs for exchange rate
movements, Briwin sutfered
a loss of competitiveness of 9
percentin 1988 and of 3 per
cent in the lourth quarter of
last year alone.

Further. the  Chancellor
needs to control domestic de-
mand and credit growth in
such 2 way that inflauonary
pressures do not recur with a
vengeance when the economy
Brows strongly again,

There is growing concemn
for international investors
about the potential currency
risk Irom investing in high
yielding currency markets. In
1988-89. only £0.03 billion of
the Bank of England's net gilt
purchases of £13.3 billion was
from the overseas sector.
This year, the proportion will
be higher as the attraction of
gilts for overseas investors
declines.
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