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1. The effect of the easy monitory conditions, which has helped to lift economies in the developed world from near recession in some areas following the bursting of the asset bubble in March 2000 is waning, while the massive budget deficits in most developed countries could begin to have distorting economic effects. The following figures show the trend of economic growth since 2001.

Consensus Forecasts

GDP% Growth
2001
2002
2003
2004
2005

UK
2.2
1.6
2.2
3.1
2.6

Euro zone
1.6
0.9
0.4
1.7
2.1

US
0.5
2.2
3.1
4.6
3.7

Japan
0.4
-0.4
2.7
2.8
1.6

2. Economic growth is now peaking, as has been shown in more recent indicators, and consensus estimates particularly for the latter part of 2004 and for 2005 are probably behind events and so too high.

In the UK growth has been running above trend for sometime and so there is a negative output gap as the chart shows.

[image: image1.jpg]excess capacity in the US and, especially, the eurozone =~ =
% GDP Output gaps % GDP

80 82 84 86 88 90 92 94 96 98 00 02

—UK Eurozone* us

*Assumes trend growth of 2.3%. Source: HSBC




The more consistent level of economic growth in the UK than in other countries has been driven by strong consumer expenditure, supported in large measure by an increasing asset bubble in the housing market, as the following chart shows.
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3. Valuations indicate that the housing market is now well above the peak reached in 1989. While the Bank of England’s target in raising interest rates is the negative output gap, with the threat of higher inflation and the need to bring economic growth back to trend, an additional concern must be to reduce the heat in the housing market and so hopefully lesson the risk of a collapse in consumer expenditure. As a result base rates, which have so far been raised from 3.5% to the current 4.3/4%, may have to be lifted above current expectations of a peak of around 4¾% - 5%.

4. Recent US economic growth has been very fast, but its current rate is clearly not sustainable. The level of employment has at last started to rise, but the increase is not as strong as in previous economic recoveries, the growth in earnings is low, consumer debt is at record levels and the consumer over borrowed. As a result consumer expenditure will probably decline to a more moderate rate. Against this background the Fed will probably hold interest rates at 1% and traditionally does not change rates in the months immediately before the Presidential elections, which would then defer a rate rise to 2005. In the medium term the problem of the twin deficits – budgets and balance of payments -  remains.

5. The Eurozone’s lead economic indicator has already rolled over and is heading steeply downwards, which would point to growth much lower than consensus estimates of +1.7% in 2004 and + 2.1% in 2005. Consumer expenditure in the Eurozone is scarcely rising and so growth within the Eurozone is almost entirely dependent on exports, supported by increasing global demand, but with the rise in the euro, export growth is being reduced. The European Central Bank was expected to cut interest rates from the current 2% to support economies, but has delayed doing so.

6. After 14 wasted years of little economic growth and several false starts since its asset bubble burst in January 1990, Japan’s current economic recovery has caught many by surprise. While several structural problems still have to be resolved and the current recovery is being again driven by exports, this time particularly to China as well as to the rest of Asia, it is also feeding through to private capital investment and also hopefully with falling unemployment to consumer spending. So the recovery this time looks more firmly based. Growth in the rest of Asia is accelerating rising from 6.3% in 2003 to an expected 6.8% in 2004 and 6.7% in 2005. In China the economy is over heating with growth of over 8% and the authorities are seeking to rein it back.

Markets

7. With the recovery in economic growth and the possibility of increasing inflationary pressures, which have been given added momentum of the rise in the oil price from the OPEC target of US$ 22- $28 to the current US$36, only partly offset by the decline in the US$, together with the prospect higher short term interest rates in the UK and later in the USA, bond yields have risen from their lows.



June 2003
April 2004

Government Bond Yields %

UK  10 year 

4.2
5.0

UK 30 year

4.5
4.9

US 10 year

3.6
4.6

US 30 year

4.6
5.4

German 10 year

3.8
4.2

In contrast equity markets have risen strongly over the same period on the prospect of higher economic growth, with the UK and US markets increasing by around 15%, the German by 24% and the Japanese by over 30%. 

8. Looking ahead, bond yields will probably continue to edge higher as fears of inflationary pressures continue and short-term interest rates in the UK and later in the US rise. With the prospect of high bond yields and economic growth peaking, equity markets will struggle, particularly as the liquidity driven recovery in 2003 has priced most stock markets fairly fully for growth. So in the UK the FTSE 100, which is currently just over 4500, could still reach the 4800 area, where technically there is considerable resistance, and then back off to 4500 or lower, while in the US equity markets have traditionally been strong in presidential elections years and so there may still be some limited upside potential. Longer term the problem of over valuation of equity markets, particularly in the US, remains. It will probably be worked out over several market cycles, as occurred during the period 1965 – 1982. So for some years equity markets could be locked into a structural bear market, in which there could be significant major rallies, by the end of which trend profit growth could bring valuations down to more moderate levels.

9. With the continuing massive US balance of payments deficit, the decline in the US dollar will probably continue with intermittent rallies. While the Asian currencies, particularly the Chinese, hold their parties against the US dollar, and the Japanese intervene to hold the yen down, most of the dollar’s weakness will focus on the euro forcing it higher. Only if Asia, including Japan, allow their currencies to float higher will pressure be lifted from the euro.

10. Charts of the UK and US equity markets and sterling against the US dollar and the euro are attached.

A.F. BUSHELL

Independent Financial Adviser

May 2004
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