‘Globalisation makes the world go round

come more pragmatic. Yet the
« people who blundered on these
policies and lost the argument at
each turm won the debate. Why?
Globalisation and the loss of
cconomic sovereignry is probably
the main explanadon. It is now
difficult for governments any-
where to act in isolation. Conse-
quently, opposition parties as
well as governments are adopting
policies that appeal to Interma-
uonal investors and the financial
community. And this tends 1o be
& very conservative policy. This is
pamculndy the case in Britain, as
international investors are
" netded to belp service the budget
HAVE you ever taken part in & and trade deficits. This has less-
debate where one side loses all ened the room for manocuvre.
the argument but through sheer Yet the British cconomy is also
weight of numbers wins the vote? benefiting from globalisation.
If you lived in Dritain during the The dercgulation of the Jabour
19803 the anywer would be yes.  market is making Bntain an at-
The economic debate then tractive location for foreign direct
went through many turns: an in~ investment. Although some of
termational monetanst model fa- these jobs are low-skilled and
vounng a strong pound; then do- low-paid, it is better than being
mestic monectary aggregates; unemployed, and as more invest-
followed by sterling’s shadowing ment amves higher skilled jobs
of the Deutchmark, then not will be crested, as we are already
shadowing the mark; and finally seeing in some areas. The
an unsuccessful and coatly at- recovery in world uade during
tempt to stay linked to the mark the last year also boosted our eco-
in the exchange rate mechanism. nomic performance, raising ex-
Two recessibns with an uncon-  ports and business confidence.
rollable boom in berween. Inthe  According 10 the financial
past two years there has been an markers, this recovery in the UK
sbout-rum, and policy has be- and overseas is no different from
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previous ones. Surong growth is
ex
nsing inflavon and higher officia
interest rates.

ed 10 continue, triggerin

Yet most businessmen, work-

ers or the unemployed would not
be so confident sbout growth

rospecta. In Britain, for
stance, people and firms have

benefited from lower Interest

rates which have allowed debis to
fall and balance sheets to im-

rove. Although savings are at a
Klﬂ\ level, uncertainty about the
future, plus the prospect of
higher taxes and interest rates
over the next year mean there s
no ‘feel good' factor. Thus com-
panics will think twice before
they invest.

The intermational environment
is still rough and there are strong
disinflavonary pressures. Tighter

licy is set 1o slow the US and

K economics from their recent
above wend growth, thereby
reducing inflation wormes. And
competitive pressures will
dampen the pace of recovery
elsewhere, This points to steady,

not buoyant, world growth, with
low inflation.

But financial markets and cen-
tral bankers will need 10 be con-
vinced that inflation is not a
problem, particularly as com-
modity pnces have nsen sharply
and surveys show that companies
would like to raise prices. Dut it is

hardly surprising that firms want
10 raise prices, ¢ key lssue is
whether they can. But even in
countrics like the US and UK,
which are well into recovery, any
attempt 10 raise either producer
or retail prices has not been suc-
cessful. Large price increases one
month have had 10 be reversed
the next. Overall the inflation
ncws has tended 10 be good.
There is strong price resistance
from consumers 10 higher prices.
Firms are under pressure 10 keep
prices down If they want to main-

tion in the UK manufactunng
scctor was $12 82, considerably
less than Germany's $25.56, Ja-
pan‘s $19.20 and cven France's
$16.31. No wonder investors are
stiracted here. However, costs in
the Far LCast arc considerably
less, at $5.37 in Korea and $5.2)
in Taiwan. Even though South-
east Asia accounts for a rclatively
small proportion of werld de-
mand, that region's production
of hl(" quality, low-cost goods s
prompung significant  pressure
on internationsl companies 1o

Itis difficult for governments anywhere to

actinisolation. Opposition parties as well

as governments are adopting policies that
appeal to international investors — this
tends to be a very conservative policy.

tain market share, There is also
suong international pressure to
downsize and keep costs under
control. These pressures are par-
ticularly acute in Japan and, 1o a
lesser extent Germany. Japancse
companics are ‘hollowing out’,
shifting production to low cost
cenures elscwhere in Asla, while
German companies arc moving
production to clsewhere in
Europe. But all countrics are
affected

Last year, hourly compensa-

keep costs under control. And
with  western LEuropean
countrics, including Britain, con-
unuing to seek inward invest-
ment from Asia this is adding to
pressure for costs to be kept low.,

Labour market developments
reinforce this (rend. Wage
growth is sluggish in most
countries and many of the jobs
being created are either part-time
or low-paid.

The policy cnvironment s
rainforcing  this  disinflationary

trend, particularly in Europe,
where palicy makers are sull
working towards achieving the
Maasincht convergence cnicria.
One should not underestimarte
the political momentum towards
8 single currency but it is also
important to realise that the eco-
nomic environment is becoming
more favourable for a resurrce-
tion of the ERM by the beginning
of 1996. Already a number of
currencies are trading in their old
ERM bands. And the tweo pre-
conditions for a retum 1o these
narrow bands will soon be in
place: the need for low, suable
interest rates; and economies Im-
prowing, albeit gradually, in syn-
chronisavon. Even allowing for
this I still have my doubts about
the likelihood of a single cur-
rency, but it will certainly have
some beaning on UK policy-
making

Throughout Europe inflation
has long been replaced by unem-

loyment as the major problem

ven though the unemployment
rate is hikely to have peaked this

ar in BEurope it will still remain

igh. Yet policy stances do not
reflect this changing economic
environment. Monctary policics
remain tight and there s little
room for liscal manocuvre.

There are three ways 10 reduce
high budget defichs: stronger
growth; government action

through tax hikes or spending trade deficit. A ughrer fiscal and
cuts; » dose of surpnsc inflavion. looser monetary stance is nceded
Even though governments for the trade picture to improve
throughout Burope are ecither Not the other way round.
cutting spending or raising taxes,  The hecalthy export perfor-
deficits arc likely 1o remain high. mance this year reflects not just
Thus markets will worry sbout the improvement in world trade
the inflavionary implications of but the lagged effects of sterling’s
high budgets. And these me- sizable devaluation. Nexr year
dium-term worries will reinforce export may not be so
the caution of central banks to  healthy Additionally, higher sur-
keep monectary policy tight pluses for oil and invisibles have
And, judging ftom their Infla-  diverted suention from the stub-
tion Repory, the Dank of England bornly high level of the nen-oil
certainly remains cautious. Once trade deficit. This shows there is
again the Bank has revised down sull an underlying trade problem.
its medium-term inflanon fore- If demand gathers momentum
cast, expecting underlying infla- import penewtration would rise,
tion 10 be within the bortom hall nggenng a detenoratuon in the
of the Government’s 1-4 per cent  trade deficit. ~
target range in two ycars' time.  Despite its current good health

This is a very favourable outlook,
which bardly justifies higher
rates. Despite this, the Bank be-
licves the inflation nsks are on
the upside, particularly if the

the Brnitish economy is stll suf-
fering from some deep-rooted
problems, linked to the Jow rate
of previous saving and invest-
ment. With the intemational en-

cconomy continucs to grow (00
strongly. Hence the Bank is al-
ready prepanng the ground for a
further tightening. Base rates will
robably nse towards 7 per cent
Cy the middle of next year, slow-
ing activity. This would then cre-
atc an cnvironment for the Chan-
cellor to unveil possible sizable
tax cuts next November
Dut this policy shift could cre-
ate problems for the Achilles heel
of the Brnush economy — the

vironment limiting the room for
policy manocuvre this suggests
we uld learm from our Far
Eastern friends and implement
longer-term policy aims. As they
have shown, investment holds
the key: invesument in education,
nfrastructure and industry,
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