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General

1. The OECD leading indicator for economic activity has turned down modestly signalling a faltering in the recovery of economic growth.
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Although forecasts for economic growth are being reduced, they are probably still too high.

Forecasts of economic growth


2002
Consensus forecasts

2003
Brokers’ estimates

2004

UK
1.8%
2.3%
2.5%

US
2.4%
2.7%
3.6%

Eurozone
0.8%
1.5%
2.4%

Japan
-0.3%
0.4%
1.5%

2. Although government expenditure in the USA and UK is rising appreciably, consumer spending in the US and UK remains the main support to economic growth in the developed world and a rising proportion of this has been financed by equity withdrawal based on rising house process, particularly in the UK, as the following charts show.
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3. Mortgage and consumer debt in the USA and UK are at record levels and, while lower interest rates reduces the financing costs, low inflation means that the real level of debt is not reduced as fast as in previous decades.  When consumers realise this they may adjust their expenditure accordingly, which unless government expenditure and corporate investment take up the slack, will result in lower economic growth.  The Eurozone will probably only achieve low economic growth, while Japan remains mired in recession.  Thus, the possibility of a double dip recession in the Western world cannot be excluded, in spite of the substantial reductions in interest rates in the USA and to a lesser extent in the UK and Eurozone.

Markets

4. Equity markets have fallen very substantially since their peaks in the year 2000 to lows in October 2002.  There was then a modest bounce, but this has since been whittled away and just in the UK new lows were recorded at end January 2003.

The table below shows the fall peak to trough.  Markets are tracking a little above their lows, apart from the US, which is some 10% above.  Markets, apart from the US, are now reasonably valued against long term averages.


Fall Peak to Trough

UK
-50%

USA
-49%

Germany
-68%

France
-62%

Japan (Peak 1990)
-79%

UK Techmark
-96%

US NASDAQ (Proxy for Technology)
-78%

5. A short war against Iraq is probably already discounted by markets, but the danger of a longer war with a sharp upward spike in the oil price would have a further impact.  However, underlying economic growth is below trend and in many sectors companies have little or no pricing power, both of which have severely depressed profits.  In addition in the UK there has been a gradual, but appreciable, increase in company taxation, apart from corporation tax itself, in recent years.  Further the introduction of FR17 under which companies must show the current market value of their pension funds against liabilities, even though the latter are long term, has weakened the perception of corporate balance sheets, while the withdrawal from pension funds of the right to reclaim the tax credit on dividends, which costs the industry some £5 billion a year, has reduced the yield and so total return attractiveness of equities versus bonds.

6. All this has shades of 1974, but like 1974 or any bear market bottom, most or all the bad news is probably already in the market, just as at the peak of a bull market, such as in early 2000, all the good news is in the market and it can then only go one way.  In the rampant pessimism currently prevailing surprises may well be on the upside.

Bond Markets

7. Bond markets have been very strong in recent months, with yields on the ten year government benchmark bonds declining appreciably.

10 year Government bond yields


30.6.02
30.9.02
31.12.02
4.2.03

UK
5.0%
4.4%
4.4%
4.2%

USA
4.8%
3.6%
3.7%
3.9%

Germany
5.0%
4.3%
4.2%
4.0%

Unless the western world moves into deflation, bond yields are approaching, if not at their low point of the cycle.  Moreover, the risks of holding bonds are rising with the prospect of substantially increased government deficits and so of a large increase in the supply of government bonds in the UK, Germany and France and a massive increase in the USA.  Further, with the yield on UK equities now nearly 4%, there will be the attraction for investors to switch back into equities.

8. The following charts of individual country equity indices show that markets have returned to the long term trend, following the bubble of the late 1990’s.

A F Bushell

Independent Financial Adviser

February 2003
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