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HERMES: FISCAL CONSOLIDATION IMPORTANT – WHOEVER WINS THE ELECTION
By Neil Williams, Group Chief Economist:
From a gilts market perspective, the Chancellor was probably right to resist ‘fiscally
expensive’ give-aways today. Growth may be better, but there’s still some hard work to do –
whoever’s the next government - on deficit and debt reduction.
Prolonged growth and lower inflation have admittedly made this a brighter Budget than the
Chancellor expected a year ago. With the UK’s ‘sugar rush’ continuing, equities and
conventional gilts should welcome the nudging up of growth projections, and the fact that
Osborne is not surrendering the fiscal reins.
The gilts supply of ‘only’ £133bn planned for the year ahead is at the lower end of
expectations. This should impress, given what he could have done with the proceeds from
bank asset sales, and inference in the fiscal arithmetic of possible tax cuts at the end of the
next Parliament.
But, the fiscal screw will have to stay tight if the underlying budget deficit is to be whittled
down, and returned to the black in 2018/19. The UK’s broadening recovery has helped, but
better growth over the term should really have squeezed the headline deficits by far more
than they have.
So, let’s not get too carried away.
First, the deficit is still high. Even including special items like the transfer of the Royal Mail
Pension Plan and QE profits, the likely 5%-of-GDP deficit for 2014/15 will still be the G7’s
widest after Japan.
Second, while the headline deficit falls on better growth, the structural, less growth-sensitive
part of the deficit will fall by less, begging further reform and consolidation.
And, only this year is the net-debt-to-GDP ratio expected to have peaked, at 80%. This is
disappointing given real GDP is now 5% up on its pre-crisis peak. This 80% ratio is more than
twice Japan’s was when Japan limped into a ‘lost decade’ in the mid 1990s.
This means, for financial markets, a blend of more fiscal consolidation – whether skewed
toward spending cuts or tax hikes - and ways to protect recovery will still be needed, whoever
wins May’s general election.
Meantime, the chance of temporary CPI deflation, an unfixed euro-zone, and real wages –
the missing recovery piece – still to creep up, will keep the monetary stance loose. The first
BoE rate hike thus looks off the cards till around the next scheduled Budget, in spring 2016.
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Notes to Editors:
Hermes Investment Management
Hermes is focused on delivering superior, sustainable, risk adjusted returns for our clients – responsibly.
Hermes manages assets on behalf of more than 200 clients* across equities, fixed income, alternatives
and real estate, with £28.6 billion* assets under management. In Hermes EOS, we have the industry’s
leading engagement resource, advising on more than £134.0 billion* of assets.
We believe in Excellence, Responsibility and Innovation
•
Excellence: We aspire to excellence in everything we do. This manifests itself most visibly in
our investment performance. We will only offer products to our clients where we believe there is
a strong investment thesis and where we can deliver sustainable alpha.
•

Responsibility: We believe it is our responsibility to lead discussion and debate about the
fiduciary responsibilities of fund managers to our clients, their stakeholders and, ultimately,
society at large. We have always sought positive engagement with the firms in which we invest.

•

Innovation: We have the entrepreneurial culture to identify forward-looking products that meet
those needs, along with the resources and speed-to-market mentality to develop them rapidly.

Our structure gives clients globally the benefit of access to a broad range of specialist, high conviction
investment teams operating within an established and robust operating platform.
Hermes' investment solutions include:
•
Equities: Global, Emerging Markets, Small & Mid Cap, Europe, Asia Ex Japan, Greater China
•
Fixed Income: Inflation-Linked, Government Bonds, Investment Grade, High Yield
•
Real Estate: Segregated, Unitised, Debt, UK, US Residential, European, UK PRS
•
Alternatives: Multi Asset, Infrastructure, Private Equity
*Please note the total AuM figure includes £3.7bn of assets managed or under an advisory agreement by Hermes GPE LLP
(“HGPE”), a joint venture between Hermes Fund Managers (“HFM”) and GPE Partner Limited. HGPE is an independent entity and not
part of the Hermes group. £0.4bn of total group AuM figure represents HFM mandates under advice. Source: Hermes as at 31
December 2014.

