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7~ he outlook for the gilts

a market is negative, A
2 declining Budget sur-
plus, rising inflationary pres-
sures, imbalanced growth
and a deterioraling trade
daficit all paint to eventual
downward pressure on ster-
ling and an extremely large
nise in gilt yields.

In view of the poor econo-
mic fundamenuals, the rally
in gilts can be viewed only as
2 shor-term phenomenon.
This rally has been based on
an overreaction o specula-
tior: about the possible entry
of sterling into the exchangz
rate mechanism (ERM).

rirst, the strength  of
domestic demand and the
nsing twend of inflatdon
mean the pre-conditions for
ZRM entry do not exist.

Secondly. sterling needs to
enter the ERM at a cradible
and sustainable level. This
means a lower level than 2t
prasent and one Wwhich is
consistent with an improve-
ment in the rade deficit —

DM2.60 for example. To
neutralize the inflationary
impact and to prevent the
domestic economy from
overheating, fiscal policy
would then have to b2
ightened. but this is unlikely
tefors the next election.

Thirdly, if sterling mem-
bership of the ERM occurs
wo soon, ialling interest
rates  could re:gnite  in-
flationary pressures  and
boosi impors.

Finally, sterling’s mem-
bershup of the ERM is un-
likely o lead w an im-
provement 1n the structural
problems facing Briwin.

Onee it is reaiized that
early ERM ceatry contains
nsks, giit vields should nse,
parucularly for longsr ma-
writies. In fact, the poor un-
derlying structure of the eco-
nomy and the ad hoc nature
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of policy means that the risks
awached to holding gilts are
higher than in other govern-
ment bond markets.

From an intemational
perspective, gilts have been
supporied by the combina-
tion of political stability and
a budget surplus. Thesc mar-
ket supports are crumbling.

The political nsk pre-
mium attached to gilts is
high. There is the chancz of a
change in government at the
next election. Furthermore,
for 'the Conservatives to
close the gap in the opinion
polls it 1s likely that an
expansionary policy suance
will be implemented beiore
the election.

The combination of lax
controls on expenditure and
an expected slowdown in
revenue growth will lead 1o 2
failing oudget surplus. Thus,
even aking into account 2
possible incraase in the take-
up ot national savings, ailt
yields will have 10 nise as the
market discounts the chance
of new supply next year.

A falling budget surpius
will also araw zutentior to
the economy's imbalances.
The dechiningt budget survius
means there is a need to
BOOSt private seclor savings
1o reduce the current ac--
count deficit.

Y n addition, the present
Epoiic,' slance 1s not eniy

failing to adequately re-
cuce domestic demand pres-
surss. 2s the strong growth of’
rewail sales. wages and
money suppiy (MO) testify,
butitis also exacsrbating the
urderiying structural eco-
nomic problems.

The danger signals were
clear in last week's manufac-
turing investment intentions
survey. Investment intent-
ions for the next 18 montas
are poor and indicate that
capacaity constraints will act

ail to
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as a future limit to growth
once demand riscs. The lack
of capacity is onz contribu-

tory facter to the persistence
of the cumrent account
deficit.

The continued resilience
of domestc demand means
the cyciical component of
the deficit has not improved
while Britin’s inability 10
produce suificient high quzi-
ity goods implies that the
structural component of the
deficit  will conunue to
detenorate.

» resent policy is not
F tackling either compo-
nent adequately. The
velical component of the
dedcit will only improve 2s
demestic éemand stows. To
exoect the deficit 1o deciine
because ox a surgs in exports
appears optimisuc, particu-
lazly as sterling's 2pprecia-
uon has lea 10 a loss of
competi
poOTl  penetration, particu-
larly or consumer goods.
contines to grow.

Aithough the currsat ac-
count dedcit can be viewed
2s a safety valve for infia-
uonary pressurss, intlation
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itlveness, and as im~-1.

is sull fising. The persisteace
of nflavonary pressurss
mezans there is little scope for
an eariy cut 1n 1nierest rates.

Overall, yieids on gilts ars
not autracuye from an intar-
nanonal perspecuvs.  In-
dzed, the real vield ca 10-
vear gilts is only 2.2 per c=nt

agzainst 3.7 per cent n the
US. 6.3 per ceatin Germany
and 4.5 per cent in Japan.
Even allowing for thz uncer-
tinty over German mone-
tary union and the possiole
u'xd-rcsumuon of inflat-
ionary pressurz in Japan,
vields on gilts are too low.
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