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1. The recovery of the economies of the developed world from near recession, following the bursting of the asset bubble in March 2000, through low interest rates and rising government expenditures has been impressive, but the robustness and sustainability of the recovery is now in doubt.





Consensus Forecasts

GDP% Growth
2001
2002
2003
2004
2005








UK
2.2
1.6
2.2
3.1
2.6

Eurozone
1.6
0.9
0.4
1.7
2.1

US
0.5
2.2
3.1
4.5 
3.7

Japan
0.4
- 0.4
2.7
4.1
1.8

2. In all areas, other than the Eurozone where growth has been disappointingly low because of market rigidities, particularly in the labour market, as well as the rise in the euro, growth is forecast to be lower in 2005 than this year. In the UK, USA and Japan growth seems to have peaked in the first quarter of this year and indications of second quarter growth are already lower. Recent data, which are not yet in consensus forecasts for 2005, are causing further doubts such as slower retail sales growth in the UK in July, a sharp decline in the growth of payroll employment in the USA and declining wages in Japan.

3. These may be just normal mid-cycle hesitations, when the initial above trend recovery in growth settles down to a lower sustainable trend rate, but there are additional factors causing concern. The sharp rise in oil prices (see chart below) which, is effectively like a tax on the developed nations, will reduce economic growth. 
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The problem of trying to moderate sharply rising house prices in both the UK and the USA, which are already overvalued (see charts below) without causing a crash that would probably result in a collapse of consumer confidence when the consumer is already over borrowed on both mortgage and non-mortgage debt. The difficulty of China trying to achieve a soft landing in restraining its too rapid growth, without causing a recession, which would impact not just the rest of Asia and commodity producers, but also western developed nations.  Added to all this, is the ever present wild card of geopolitical fears and terrorism.
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4. Finally, interest rates are rising as central banks seek to restrain growth and any increase in inflationary pressures, which is normal at this stage of the cycle, but does create additional uncertainty. The Bank of England has already lifted its repurchase rate from 3.50% to the current 4.75% and consensus expectations are that it will be 5.00% by end 2004 and reach a peak of 5.50% by mid 2005, which is about a neutral rate for the UK. The US Federal Reserve started in July increasing the fed funds rate from 1% to the current 1.50% and it is expected to reach 1.75% by end 2004 and 3.00% by mid 2005. The European Central Bank is not expected to lift rates until well into 2005 as the eurozone’s much slower rate of growth means economies are still operating well below capacity, which the Bank of Japan has stated that it will not move from its zero interest rate policy until inflation has turned positive for several months. 

Markets

5. At the beginning of 2004 the consensus view was that equity markets would move moderately higher during the first half of the year and then be flat in the second half, whereas most markets have been flat in the first half even though corporate profits are rising sharply. In the UK the FTSE All share is up a mere 1%, the US S&P is up 2% and in the eurozone France and Germany have risen by 5% and 2% respectively. Only in Japan have markets made more progress, with the Topix rising by 14%. It would seem that markets have built the current fears into their pricing structure and also increased the equity risk premium over fixed interest to accommodate the geopolitical/terrorist risk, as the continuing disturbances in the Middle East, Iraq in particular, or the Madrid bombing do not seem to have had more than a temporary impact. This could allow the markets to ‘climb the wall of worry’ during the second half of the year to show a moderate rise by the year-end.

6. With the increased level of fear in markets bond shares staged a modest recovery, with the UK benchmark yield (10 year gilts) having risen from a low of 4.2% in June 2003 to 5.2% earlier this year, it has recently settled back to the current 5.0%. The trend has been the same in the US (3.6%, 4.9%, 4.4%) and in Germany (3.8%, 4.3%, 4.2%). The recovery is probably temporary. As markets become used to living with a higher level of fear, the real economic factors of rising short term interest rates and increased inflationary pressures, together with the huge supply of government paper to fund the large budget deficit, will probably reassert themselves and bond yields will again move modestly higher (i.e. bond prices fall).

7. Charts of the UK and US equity markets and of sterling against the US dollar and the euro are shown below.
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