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1. Leading indicators have been signalling for some time slower economic growth.  Global growth is projected to decline from 4.6 % in 2004, to about 4.0% in 2005 and 3.5% in 2006.  Growth in the UK and USA is already moderating with the UK only expected to achieve 2.5% in 2005 against 3.1% in 2004 and the US 3.3% against 4.4%; estimates of growth in the Eurozone have been cut to below 1.5% in 2005, while Japanese growth will probably be around 1.5% and the rapid increase in Chinese demand has been reduced slightly.  The problem is will growth continue to slacken and if so how much further, or is it just another pause as was experienced in 2004?

2. There are three principal factors likely to impact growth, namely oil prices, consumer demand and Chinese demand.

(a) Oil Prices

The longer crude oil continues above US$ 50 or even above $45 the greater the impact it will have upon growth, as it acts as a tax on developed countries with a transfer of wealth to oil producers, who are always slower to spend the proceeds on goods and services from developed nations.

(b) Consumer demand

Consumer demand in the Eurozone is flat, while in Japan there are indications it is beginning to grow modestly.  The principal regions where consumer expenditure has grown strongly have been the UK and the USA, particularly the latter where it has provided the principal driver for world economic growth.  In both countries rising house prices have been a major support for rising consumer expenditure, but in both countries house price inflation is slowing rapidly and the indications are that it will continue to slow so that house prices with probably even fall.  In the UK mortgage approvals are down a third on a year ago, repossessions are up 20% on the previous quarter while the ratio of sellers to prospective buyers has shifted substantially with far fewer prospective buyers (gazundering is now common where the buyer demands a lower price just before contract or even just before completion).  In the USA there has been a sharp fall in mortgage equity withdrawal, which is largely used to finance consumption, and this has been accompanied by a sharp decline in the consumer confidence index. UK consumer confidence has also declined.  Against this background retail sales in both countries are slowing and this could herald consumers starting to re-trench in the face of very high debt levels.

(c) China

Growth in China has been reduced modestly from the very high levels reached in the first half of 2004.  The consensus is that the current growth rate will now be held but any slippage would impact world growth.

3. With current strong corporate cash flows in most developed countries, corporate investment will probably rise, but this would only offset a small part of a decline in growth in consumer expenditure.  This leaves government expenditure as the main factor for growth, with all developed countries running huge budget deficits.  In the UK the probability of fiscal tightening, with possible increased taxation, would further depress consumer expenditure.

Markets

4. Equity markets have reflected this uncertainty about the economic outlook, with most western markets having moved in a narrow range since the beginning of the year, while the US market has been locked in a range since early 2004.  However, while the economic outlook may be clouded, the position of the corporate sector globally has improved enormously.  Profitability has increased through careful attention to margins, debt has been paid down so company balance sheets are much stronger, capital investment reduced from the heady and often wasteful projects during the boom to 2000, with the result that corporate cash flow is now strong.  This improvement has been reflected in equity markets, excluding the technology, media and telecommunications sectors (TMT) as the chart below shows.
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5. The UK equity market broke out upwards from a previous trading range with FTSE 4600 on the upper side last September and rose to FTSE 5060 early this year, where as expected
 it hit resistance.  Since then it has backed off to below 4800.  The market is not expensive at this level and the price/earnings ratio (earnings per share divided into price per share) at 13 is now around historic levels as the chart below shows.
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6. The market will probably continue to trade within the present range during the next few months, while the economic outlook becomes clearer.  In the meantime profits will probably grow 7% or more, reducing the price earnings ratio further.  This could later in the year provide the impetus for the market to rise through the FTSE 5100 level or FSE All Share 2550 level, provided the economic prospects for 2005 then appear reasonable.

7. In the US market, equity valuations do not look compelling on an absolute basis nor particularly cheap relative to bonds, especially with the Fed. (the US central bank) intending to continue lifting interest rates from the current 3.00% (the low was 1%) to a ‘neutral’ rate, which is probably around 4%.  Corporate earnings growth is expected to be around 8% this year bringing the price/earnings ratio down to 16 ½.  The market could labour for sometime around current levels.  Although economic growth in Continental Europe will probably only be modest, the corporate sector has improved with a greater focus on margins and stronger balance sheets.  Corporate earnings are forecast to grow by least 6% putting the market on a prospective price/earning ratio of 13 ½, at which level European equities are reasonably attractive.  The market could go better towards the end of the summer.  Similarly, although Japanese economic growth is only expected to be modest, the corporate sector is in much better health, with corporate restructuring resulting in stronger balance sheets and a more concerted focus on profitability.  As a result profits are now at a record level, which the chart below shows. 
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8. With improved margins, corporate earnings are forecast to increase by 10% and this could continue to push the market higher.  In Asia and other emerging regions economic growth continues to be strong and yet equity valuations tend not to reflect this growth and so remain at a large discount to developed markets.  Over the medium term this superior growth should be reflected in much higher equity prices.

9. The general trend of short term interest rates is stable to upwards.  The Bank of England’s ‘repo’ rate, having been lifted from 3.5% to 4.75% has been held at this level since August 2004.  There could be one more 0.25% rise.  The US Fed funds rate has been raised from 1.0% in June 2004 to the current 3.00% and it will probably reach 4% by the end of this year.  The European Central Bank has held its rate at 2% since June 2003 and seems likely to continue to do so for the rest of this year, while Japan will probably continue its zero interest rate policy for the foreseeable future.  Against this background bonds have traded in a narrow range with the UK Government 10 year benchmark yield moving between 4.5% and 4.8%.  With inflationary pressures increasing modestly and so short term interest rates trending upwards, bond yields generally could move gently higher and so bond prices decline.  In this environment corporate bonds will be at greater risk, since lower economic growth will increase their credit risk marginally at a time when their yield spreads over government securities is historically low.

10. In the currency markets the US dollar, having been weak against most currencies, has since November stabilised, trading in a narrow band, which against sterling has been $ 1.87 - $ 1.92.  While the US continues to have a massive current account deficit with the rest of the world, logic says the dollar should continue to fall, but its superior economic growth, rising short term interest rates and the fact almost everyone is a bear of the dollar may mean it has now fallen to a sustainable level.  Since last September sterling has moved in the range of 1.41 - 1.47 against the euro and it will probably continue in this range for the time being, but longer term it is over valued against both the euro and the US dollar.

11. Charts of equity and currency markets are attached. 
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