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Our monthly economic review is intended to provide background to recent developments in
investment markets as well as to give an indication of how some key issues could impact in the
future.

It is not intended that individual investment decisions should be taken based on this

information; my colleagues and I are always ready to discuss your individual requirements. I

hope you will find this review to be of interest.

While a coalition may not have been the result that the main 
parties wanted, this appears to be the will of the electorate.  
Perhaps more importantly, it could enable the government to be 
more radical in its fight to put 
the economy back on a sound 
footing than might have been 
the case had the Conservatives 
won an overall majority. 

It is not that they might have 
been any less committed to 
slashing state spending if 
standing alone but rather that, 
if the Governor of the Bank of 
England was correctly quoted as 
suggesting that whoever won the 
election would face a generation 
in opposition, then a problem shared is a problem halved. In 
other words, the Conservatives – clearly the senior partner in 
the coalition by right of seats and popular votes – can do what 
it really must, while sharing the “blame” with the Liberal 
Democrats. 
 
This is not, however, a one-way street. In return for fulfilling 
the vital function of helping to take the flak, a party that has 
been in opposition since its last coalition participation during 
the Second World War (and even then, it had no places in the 
War Cabinet) will benefit from being able to gain experience in 
power and demonstrate what it can do. 

Whether or not we like the idea of proportional representation 
and the prospect of semi-permanent coalition government, a 
broadening of the political spectrum now seems inevitable. 
What effect it will have on the long term economic future has 
yet to be determined.

Will the cuts be sufficient?
The first round of public spending 
cuts will only be the tip of the 
iceberg as we already know; the 
forthcoming Budget (22nd June) 
will be even more revealing but, 
while we may not be in as deep 
trouble as Greece or Spain, we 
certainly must start living within 
our means. This is likely to 
involve unpleasant cuts in many 
aspects of public expenditure 
and, while steps must be taken 
to protect front-line services, it 

is interesting to note that according to the Sunday Times (16th 
May) average regular pay in the public sector is almost £460 
a week, while in the private sector it is only just over £420 a 
week. This gap of almost 10% is in addition to the fact that most 
public sector employees enjoy final salary pension schemes, 
while many of the rest of us do not. 

This is by no means critical of public sector workers, simply a 
recognition that the cost of government is simply too high. Cuts 
need to be made but should, wherever possible, be sensitive 
to the needs of individuals. Better that they suffer a pay and 
recruitment freeze, than lose their jobs.

The economy
The good news is that (as we predicted last month) growth for 
the first quarter of 2010 has been revised upwards to 0.3% from 
0.2%. The fact that this is slower than the revised figure for 
the end of 2009 is, according to the Bank of England’s Inflation 
Report for May, probably due to temporary factors such as the 
weather. Business surveys point to a return to faster growth 
for the second quarter and few now 
predict that even the first tranche of 
spending cuts will push us into double-
dip recession. The Bank of England’s 
projections for Gross Domestic Product 
growth are in the 2% - 3% a year range 
for the end of this year and beyond. 

Unemployment rose slightly during 
the first quarter of 2010, just scraping 
above 2.5 million; which is good news 
for the economy generally, even if not 
for those directly affected. With the 
economy set to continue growing, we can be hopeful that the 
employment rate will soon bounce back to recover from its first 
quarter fall of 0.3%, to a level of 72% or better.

Markets (Data compiled by the Insurance Marketing Department Ltd.)
May has been something of a rollercoaster for most 
markets, with the FTSE100 ending the month -6.57% down. 
In fact it is now just over 4% lower than at the start of the 
year, but still 17% up over12 months. The main cause for  
this – and the poor performance of other markets – has 
been concern over the Eurozone, thanks to the economic 
condition of Greece and some of the other southern 
European countries. In the case of the FTSE100, this has 
been exacerbated by some internal issues, such as the 14% 
loss in value suffered by BP during the month as a result of 
the ongoing Gulf of Mexico oil spillage and the 6.6% loss of  
value in Prudential’s shares, as it struggles to gain
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acceptance for its proposed purchase of AIA (AIG’s Asian 
business) for what is increasingly looking to be too high a 
price. 

The mid-cap FTSE250 lost -7.03% of its value last month, 
but is still more than 3.5% higher than at the start of 
2010. Meanwhile, on the other 
side of the “Pond”, the Dow 
Jones was down -7.92% and 
the Nasdaq100 -8.29%. Worst 
performer for the month was 
the Nikkei225, which lost a 
whopping -12.17% of its value 
during May. 

Gold, which had peaked at 
more than US$1,240 per troy 
ounce during May, ended 3.48% 
higher at US$1,219.33, while oil, which peaked at about 
US$90 per barrel for Brent crude 1-month futures, ended 
the month -15.35% down at US$74.02. 

Sterling fluctuated significantly against the euro during 
May, hitting a low of €1.14 before ending 2.91% higher at 
€1.184. Conversely, it lost some -4.9% of its value against 
the dollar (which is why fuel prices have not fallen as much 
as crude prices might suggest), ending at US$1.45.

Inflation and interest r ates
Inflation continues to worry , particularly in view of low  
growth rates. Some time ago the Institute of Directors’ 
Chief Economist, Graeme Leach, warned of the possibility 
of what he called “stickyflation” – rising prices against a  
backdrop of zero economic growth. The Consumer Prices 
Index has hit an annual rate of increase of 3.7% and the  
Retail Prices Index, which includes housing costs and 
therefore probably represents a more accurate picture of 
how families are affected, 5.3%. Six months ago, the CPI  
was rising at 1.5% and the RPI was actually in negative 
territory.

While there is still some economic growth – especially 
if what the Bank 
of England says 
are temporary 
factors affecting 
inflation quickly  
pass out of the 
system – this might 
not be a problem. 
But the impact of 
quantitative easing 
is still such that 
there is more money in the economy than there should be 
and this can be inflationary . 
 
According to the Bank of England’s own projections in its 
May Inflation Report, there is a more than 75% chance of 
overshooting the 2% CPI target during the second quarter 
and a 25% to 50% chance of overshooting the target in 
every quarter from now until the second quarter of 2013.  
This is actually worse than its forecasts in the February 
Report. 

Business prospects
News that the balance of trade slipped further into the red 

during March (the latest figures available) was something  
of a shock for economists who had expected recent  
improvements to accelerate. The deficit on goods fell  
from £6.3bn in February to £4.5bn; the problem was rapid  
growth in imports with a fall in exports. Even allowing 
for the service sector, the overall deficit increased from 
£2.2bn to £3.7bn. According to the Bank of England’ s 
Agents’ summary of business 
conditions for May, there has 
been a recovery in export 
volumes, but poor demand from 
our trading partners (especially 
with a weakening euro) is 
constraining recovery in terms 
of value.  

On the other hand, 
manufacturing output has 
continued to rise and credit 
conditions, while still tight, 
appear to be relaxing – although this is largely benefiting  
larger businesses. Employment intentions are also showing 
early signs of recovery with some companies in the 
business services sector reinstating trainee and graduate 
recruitment schemes to cope with expected demand.  
However, while employment in the private sector is at 
least stable, that in the public sector is set for headcount 
reductions. 
 
There has also been a slight recovery in pay rates, but 
higher employment costs largely relate to a return to full 
time working, where there had previously been a reduction 
in hours.

Office for Bud get Resp onsib ility
The creation of an Office for Budget R esponsibility (OBR)  
may sound as if it will only interest economists, because 
it is largely to do with data reporting. But in fact, it will 
be as important to us all as is 
the Bank of England’s Monetary 
Policy Committee (MPC).  
 
The OBR will be involved 
in making an independent 
assessment of the public 
finances and the economy for 
the emergency Budget. But more 
importantly, forecasts will no 
longer be determined by the 
Chancellor’s judgements; he 
will have to accept the OBR’s forecasts for every future 
Budget and Pre-Budget Report. The OBR’s independence 
will ensure that policy is made on an unbiased view 
of future prospects, improving confidence in the fiscal 
forecasts. 

Chancellors will, of course, retain responsibility for fi scal 
policy and will set targets for fiscal policy . They will,  
however, no longer be able to move the goal-posts, as 
the previous incumbent did with the so-called “Golden 
Rule” on borrowing. In each Budget and Pre-Budget Report 
the OBR will confirm whether the Government’s policy 
is consistent with a better than 50 per cent chance of 
achieving the forward looking fiscal target set by   
the Chancellor.

Wisdom for future Budgets

Interest rates round the world

UK 0.50% No change

USA 0.25% No change

Europe 1.0% No change

Japan 0.10% No change

Fluctuations are in the DNA of 
stockmarkets

Exports are more important 
than ever
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