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espile signs that mon-
clary policy is suc-
ceeding in- reducing
domestic demand pressurcs,
underlying problems on the
current account and inflation
are set 1o persist,
Against the background of
Sluggish domestic demand,
the supply-side of the econ-
omy is suflering. Output and
producl_lvny growth are fall-
ing while corporate profits
arc being squeezed. This en-
vironment is reducing in-
vestment intentions and will
result in labour shedding.
Accumulating evidence of
a slowdown in the economy
will emerge this quarter.
While this may point 1o
scope for an ecasier policy
stance, the economy will not
be able to tolerate this with-
out higher inflation.
The key to the movement
of domestic inflation will be
the movement of pay and
carnings. Signs on this front
have not been encouraging.
Furthermore, historical ana-
lysis of pay scttlements in the
1980s implies that average
scltlements are unlikely to
declinc by more than 1.§
pereentage points over the
course of any one¢ pay round.
Thus, even on a fairly
optimistic outlook, sctile-
ments would only fall to 8
per cent by mid-year. In view
of this, only a large declinc in
wage drift (overtime and
bonus payments) would pre-
venl eamings growth rising
to 10 per cent by the summer.
This is unlikely, as estima-
tes of wage drifi produced
from the CBI's manufactur-
ing pay data bank suggest the
contribution of wage dnfl to
camings growth is unlikely to
fall below 1-1.5 percentage
points. At its lowest over the
1980s, wage drifl still addcd
1.4 per cent to growth in
average camnings. Clearly av-
erage camings have further
room to advance.

' he Chancellor’s com-
! mitment to reducing
inflation points to in-
terest rates remaining high
for some time. Furthermore,
a tight fiscal policy in the
Budget is required to help
reduce domestic economic
pressurces. Dut, just as im-
portantly, the Budget nceds
to address underlying eco-
nomic imbalances,
Only if fiscal policy is
successful in encouraging a
rise in savings while giving
incentives to industry to
boost investment, can in-
teresl raics be cul. Even then
it is likely that without some
controls over bank lending,
lower interest rates, with a
deregulated  financial en-
vironment, will allow con-
sumer borrowing and credit
growth lo risc. In fact, any

attempt to boost the econ-

Major facing
tough Budget
balancing act

omy over the next year and
before an clection could
mcan a grealer inflation and
current account problem,

The current account deficit
Temains an important long.
term problem for the econ.
omy. The Government's
surplus minus the privale
sector’s deficit is identically
cquivalent to the deficit on
the current account.
+ For the current account de-
ficit to remain unchanged the
private seclor's deficit must
be cut by an amount equa! to
any fall in the Budget sur-
plus. More importantly, the
current account deficit must
be reduced to prevent a run
on sterling.

This implics that the
Government would have to
announce a very tight fiscal
policy, aimed at boosting the
Budget surplus. Or the pri-
vate scctor would have to
reduce its deficit sharply,
cntailing a cul in investment
and stocks. Either way a
recession would be likely.

iven this, it is clear

the Chancellor has a

difficult balancing act
to perform. On the one hand,
Mr Major will need to keep
interest rates high and fiscal
policy tight to counler rising
inflationary pressures and a
further deterioration in the
current account dcficil.

On the other hand, he will
be keen to avoid a recession,
which would seriously hit in-
vestment intentions and pre-
vent a longer-crm improve-
ment in productivity and the
current account.

Also, a rccession would
seriously undermine  the
Govermment's popularity. Ir-
onically, il intcrest rates do
not fall sharply before the
next clection, a political risk
factor is sel to re-emerge as a
ncgative influence on sterling
and gilts,

Against_this background,
cash remains the most attrac-
tive option, There will be
little scope for short yields to

Furthermore, yields at the
long end are not yet high
cnough 1o take into consid-
eration the risk factors in-
volved. With real yiclds on
long gilts standing at only 3.5
per cent, longer-ferm inves-
tors should be increasingly
attracicd to those available
on harder currency European
bond markets.

Real yiclds in Germany
are 5.1 per cent, in France 6
per ceni and in the Nether-
lands 7.3 per cent. Thus the
short-term strength of ster-
ling makes a switch into
harder currency bond mar-

kets advantagcous.
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