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1. Consensus opinion is that economic growth in the developed world is generally slowing as the figures below show:





Forecast

%
2003
2004
2005
2006
2007

UK
2.2
3.2
1.7
2.0
2.2

USA
3.0
4.2
3.5
3.3
2.4

Eurozone
0.5
1.7
1.3
1.8
1.4

Japan
1.4
2.3
2.5
2.7
2.6

2. However, as usual there are a number of ‘known unknown’ factors that could impact economic growth so that it deviates from the consensus forecasts. Where will oil prices settle? Slowing economic growth in the developed world should see prices pull back from the current US$65 level to the US$50s, which would still be well above the medium term forecast of US$35 – US$40, but a supply disruption from whatever cause could send the price sharply higher. Will the US house price bubble burst/deflate and so cause the US consumer, which represents 20% of world demand, to retrench, particularly in view of the high level of personal debt?

3. Will over heating in the Chinese economy, where growth has climbed back to almost 10%, be followed by a hard landing when the authorities try again to restrain it? Will Japan’s recovery be aborted by slower world growth, particularly in China? How firmly is the very modest Eurozone recovery based and in the UK will the consumer retrench in the face of the high level of personal debt and a softer housing market? It is possible that at least one of these events will occur, leading to lower global growth than the consensus in 2006.

4. Inflation will probably not be a problem. Unless oil prices move sharply upwards again, the impact of the past rise will soon drop out of the annual figures. Low cost producers such as China and India will tend to keep the price of manufactured goods stable or even declining, leaving just the service sector as the source of modest inflation. Thus with low inflationary pressure and slowing economic growth, short term interest rates are near their peak or have already started being reduced. In the UK the Bank of England has already reduced rates by 1/4% to 4½% and they could be cut to 4% by late in the year. The Fed in the US has already lifted rates in ¼% steps from 1% in June 2004 to the current 4½%, and the delayed impact of this, coupled with a stronger US$ in 2005, will slow the economy and so rates may peak around 4¾% to 5%.

5. In the Eurozone, rates, which had been held at 2% since June 2003, were increased to 2¼% in December 2005, will probably only be lifted another ¼% even though the economic recovery is weak, while in Japan zero interest rates will probably be maintained throughout this year. 

Markets

6. In spite of slowing economic growth and potential factors which could impact growth negatively, equity markets have been very firm since end October, but the bull market will have run for three years by March 2006 which is longer than the average of just over two years over the last forty years. Moreover, there are other signs that the market is in the later stage of its bull run. Corporate profits as a percentage of GDP in the US are approaching a cyclical peak as the chart below shows and the same trend is evident in the UK.
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Source: Thomson Financial Datastream. *After tax profits (with IVA & CCADJ
adjustment) of non-farm non-financial corporate sector as % non-farm non-financial
corporate sector GDP.
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7. While there are reasons for this strong trend in profitability, such as the decline in the strength of organised labour in the face of global competition, particularly from low cost producers, it is always dangerous in a market to say it is different this time. However, most markets are still trading on reasonable valuations for this stage of the cycle, with the UK equity market on a prospective end 2006 price earnings ratio of 13.6, the US of 15.0 and Eurozone of 13.0. This could allow western markets to make further progress during the first half of 2006, supported by artificially low bond yields, but the UK market could encounter technical resistance around 6000 on the FTSE 100 or 3000 on the all share index. Further, the private investor has only recently returned to the equity market in the UK and strong private investor participation in the market, with high unit trust sales, are a normal mark of the last stages of a bull market. Thus this year could be the year to ‘sell in May and go away’ in western markets. The Japanese market has already doubled from its low of spring 2003 and so it could be due for consolidation, but with continued economic growth and corporate restructuring to focus on profitability, it could have further upside potential.

8. The enigma of low bond yields not only continues, but in the UK becomes more extreme. While ten-year benchmark government bond yields in the principal developed country bond markets are little changed over the quarter, the very long dated UK government conventional and particularly index linked yields have fallen dramatically.

Yield
September 2005
February 2005

4¼% Treasury 2055
4.1%
3.7%

Less inflation at say RP1
2.7%
2.7%

‘Real’ Yield
1.4%
1.0%

Treasury Index Linked Bonds 

2055
1.1%
0.5%

9. Even the 20-year index linked bond only yields 1.1%. Money in non-inflationary conditions is expected to earn about 2.5% and on this basis the above yields are not sustainable. These yields have been driven down (i.e. the prices of the bonds bid up) by pension funds striving to match their liabilities with very long dated assets. But driving yields lower merely aggravates the problem, as pension fund liabilities are valued by reference to bond yields, and lower yields increase liabilities. UK equities on a 2.9% yield or even cash at 4.5% are better investments.

10. Currently there is a bubble in the long bond market. Eventually yields must rise to a more normal level and when they do, purchases made on current yields will then show substantial losses.

11. The US Dollar was much firmer in 2005 contrary to consensus opinion at the beginning of last year, but its period of strength is probably waning, as the factors giving it temporary support weaken. The Fed. is near the end of its measured increase in short term interest rates – the Homeland Investment Act encouraging US corporations to repatriate retained profits by end December 2005 is no longer an influence; and at the start of 2005 a large number of traders, hedge funds and other institutions had built up large short positions in US dollars, a lot of which have probably since been liquidated. The large US balance of payments current account deficit will probably now re-assert itself, which coupled with the desire by some countries to diversify some of their foreign exchange reserves from US dollars and the possible opening up of new short positions by traders, could send the US dollar lower over the course of 2006. Sterling is also overvalued and will loose support as interest rates are reduced, but it may not weaken substantially against the US dollar, holding to around the £1.70 to $1.75 level. Both the US dollar and Sterling will probably decline against the Euro, sterling from the current (146 towards (140, while the Japanese Yen, which has been surprisingly weak reaching Ұ208 against sterling, could firm towards Ұ190.

12. Charts of stock market indices and currencies are attached.

A F Bushell

Independent Financial Adviser

February 2006
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