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1. Consensus estimates for economic growth in the developed world still present a re-assuring picture of steady growth this year and slightly lower next year.  Thus the UK is expected to achieve around 2.6% this year and 2.3% in 2007, the USA 3.5% and 2.5% and the Eurozone 2.5% and 2.0%.  However, the problem is that consensus estimates, comprising a multiplicity of individual estimates, only slowly reflect adjustments and sometimes do not give sufficient weight to a new emerging trend, with the result that the actual outcome can be materially different.  This could be happening in this economic cycle.

2. The US economy, being the biggest in the world, still has a preponderate impact on the rest of the developed world, particularly the western world; Asia and the emerging economies may be becoming less affected.  American consumers represent over 70% of US GDP and in recent years they have substantially helped to support world growth, but they are over borrowed, their savings rate is minimal and now a major support for their expenditure, the housing market, is in retreat.  Initially, when interest rates were low, refinancing mortgages at fixed lower rates reduced outgoings and then as the pace of house price rises quickened, equity withdrawal supported increased expenditure, but now the housing market has turned.  New and existing housing sales have been declining for most of 2006, the supply of unsold houses is increasing sharply, and for the first time since 2000 house prices are declining and as a result equity withdrawal is much smaller.  These trends are shown in the charts on the following page.
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3. In the meantime employment continues to be firm, but a less confident consumer will probably be reflected in lower consumer growth, then a weaker labour market and slower GDP growth.  This will inevitably affect the growth prospects of the trading partners of the US, such as the UK and Eurozone.  Eurozone economic data is tending to be volatile, with recent French consumer spending on manufactured goods sharply down and German ZEW confidence index at a 13 year low offset by a small rise in the Ifo business climate index, but German VAT is to be increased by 3% at the beginning of 2007, which will encourage purchases to be brought forward to 2006.  The EU is downgrading its growth forecasts for 2007.  The UK’s growth forecasts for 2007 could similarly be at risk.  Asia could be less affected as intra Asian trade has increased and domestic consumer spending has grown substantially.

4. Although headline inflation may have peaked, the pressures pushing core inflation are still strong.  Thus, while most commodity prices remain at very high levels, the easing of oil prices from a peak of US$78 to the current $60 level and a similar move in gas prices, is to be welcomed, but this benefit may be offset by the corporate sector seeking to restore margins and by increasing wage and salary pressures.  As a result most central banks are more focussed on the need to contain inflationary pressures than the danger that economic growth may disappoint in 2007.  Thus the next move by the Bank of England will probably be to raise short term interest rates from the current 4.75% to 5%, while the European Central Bank is still firmly in the mode of lifting interest rates from the current 3.25%.  In the US the Fed will probably hold the current level of 5.25% for some considerable time and market observers have now pushed forward expectations of a reduction to the second half of 2007.  The International Monetary Fund has warned that world economic growth is facing the twin problems of high or higher interest rates, which would impact economic growth, and US housing market weakness.

MARKETS

5. In the meantime equity markets have recovered strongly from the sharp correction in May this year and are now generally above the level reached just before the correction, with the FTSE 100 now over 6200 compared with 6050, the FTSE All share 3180 compared with just over 3000, the US S & P 1380 compared with just over 1320 and European indices having moved in a similar manner.  At these levels markets are not expensive in a historical perspective, with the UK on a price/earnings (PE) ratio of 13.6 times (or 15.5 excluding mining and energy sectors) for 2006 and 12.1 for 2007, the USA on 15.4 and 14.4 and Europe on 13.3 and 12.2, but since the beginning of the decade, and particularly since the terrorist attacks of September 2001, the market has been building more risk into prices.  Thus PE ratios have fallen in the UK from a peak of 30 in the summer of 1999 to the current 13½ and in the US from 45 in the spring of 2002 to 15, which has been achieved through rising profits not being fully reflected in rising share prices.  However, current market volatility has dropped sharply and the levels of risk investors are prepared to take on have increased substantially.  Thus, the Vix index, which measures risk, has dropped from 23.8 in June at the end of the market correction to 11.6 currently, indicating that investors are complacent, considering that the present benign conditions will continue and are making no allowance for the twin problems of higher interest rates and the weak US housing market.  2007 could be a difficult year.

6. UK bond yields are little changed over recent months, but the inflation rate has risen thus reducing real yields and so continuing to make bonds unattractive, as the following table shows.

Yield



  Sept
        Feb
  May        November





  2005
       2006        2006           2006





     %             %             %               %

Benchmark 10 year
4.3
4.1
4.7
4.7
4¼ % Treasury 2055
4.1
3.7
4.1
3.9

Less inflation (RPI)
2.5
2.4
2.6
3.6
Real Yield
1.6
1.3
1.5
0.3
Treasury Index Linked

Bonds 2055
1.1
0.5
1.0
0.6
Eventually, when real yields move to a more ‘normal’ level of 2% - 2.5%, present holders will sustain substantial capital losses.

7. There has been little change in currencies over the last three months.  The US dollar continues to be supported by high interest rates so that the enormous US current account deficit has only a limited impact.  Thus, the US$ rate against sterling has remained around $1.87 and against the euro it has strengthened marginally from $1.28 to $1.26, but it has strengthened more against the Japanese yen from yen 115 to yen 119.  Sterling has strengthened marginally against the euro to Euro 1.49.

A.F. Bushell

Independent Financial Adviser

November 2006
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