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PENSION FUND COMMITTEE – 23 FEBRUARY 2007

OVERVIEW AND OUTLOOK FOR INVESTMENT MARKETS

Report by the Independent Financial Adviser

1. At the beginning of each calendar year economists and market pundits give their views on the outlook for the year. The consensus for this year may be summarised as strong optimism. A ‘soft landing’ in the US is expected with economic growth slackening from the estimated 3.3% in 2006 to 2.6% in 2007. Similarly, growth in the UK is forecast to moderate only a little from the 2.6% in 2006 to 2.4% in 2007, while that in Europe is seen declining from 2.6% to 2.0%, but with the probability growth will be much stronger. While in the Far East, Japan is expected to slacken from 2.7% to 2.0%, China is projected to continue expanding at around 10%, with India a little lower than that and the rest of the area in the 4% - 5% range. 

2. The recent rise in inflation, which in the UK is pushing 3% on the consumer price index and 4.4% on the retail price index is seen as a temporary blip and that the trend will soon be down.  The fall in the oil price since the beginning of the year from (Brent crude) US$61 to the current US$54 (it has touched just below US$50) will assist, and for the UK the decline in the US$ against sterling from $1.86 to $1.96 is a further help.  But until additional supplies become available in the longer term from Saudi Arabia and, encouraged by the higher prices of recent years, from other areas, the present price weakness could be temporary, brought  about by a mild northern hemisphere winter, the sharp rise in oil inventories and the unwinding of speculative positions. However, demand from the developing world, China and India in particular, remains strong and is rising.

3. There are other factors that could tarnish the optimistic outlook. The US housing market remains soft as the following charts show. 
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8. Supply of new homes has risen sharply

J\M’ “mw% o

80 82 84 86 88 90 92 94 96 98 00 02 04 06

80 82 84 86 88 90 92 94 96 98 00 02 04 06

US ratio of new houses for sale vs houses sold %

The importance of mortgage equity withdrawal to US GDP
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4. Although there has been a small rise in the sales of new homes in November and December, house prices are expected to decline this year, while mortgage equity withdrawal, which finances consumer expenditure, has fallen sharply. Even if there are tentative signs the housing market has bottomed out, as the Fed. hinted, the fall in equity withdrawal, coupled with a negative savings rate could cause the consumer, who has been a major support of world growth, to moderate his spending. 

5. Further, only two months ago expectations were that there might be just one more increase in interest rates in the UK and that the next move in the US would soon be down. The Bank of England surprised the market with 0.25% increase in January to 5.25% and the peak could now be 5.5% - 5.75%, particularly if wage claims start rising. The resultant higher mortgage rates will cut consumer income and impact consumer confidence. In the USA rates are at best on hold at 5.25% for some time, but if inflationary pressures continue strong, the rate could be increased. In the EU the European Central Bank will probably lift the current rate from 3.5% to 3.75% or even 4.00%, while the Bank of Japan is keen to raise rates from the current 0.25% to a more normal level for that economy, which could severely impact the ‘carry trade’ practised principally by hedge funds of borrowing where interest rates are low to invest where they are high. A reversal of flows back to Japan could cause the yen to harden sharply, as it did in 1998 when panic unwinding caused it to strengthen from yen 145 against the US$ to yen 115 in a matter of weeks. This could also lead to a tightening of world liquidity, which has been driving the global financial asset prices.

Markets
6. Equity markets similarly display almost unqualified optimism. In the UK 80% of investors are confident that the UK market will perform well over the next year, with half believing the FTSE 100 will break through the 7,000 barrier to a new all time high and six out of ten more confident than 12 months ago. In the US the nine leading Wall Street strategists polled by Barron’s forecast the S&P index rising to between 1440 and 1600 (currently 1428) over the year, with none mentioning a decline. This optimism is reflected in the market. Volatility is very low, with the Vix index, which measures it, hovering just below 9.9 compared with 24.0 in the May 2006 correction and 45.0 in the market low before the invasion of Iraq in 2003. A low Vix index shows a low concern for risk in the market and that the risk premium in the market is well below normal. This absence of concern for risk is reflected in the corporate bond market, where ‘spreads’ (the margin of yield over government bonds) are at record lows, even on bonds with ‘junk’ status, indicating that investors regard the possibility of default as negligible to non-existent.

7. Equity valuations are not expensive with a PE (price earnings ratio) in the UK of 14.0 for 2006 and 13.1 prospective for 2007, in the US of 15.6 for 2006 and 14.8 for 2007 and in Europe of 14.2 and 13.1. Expectations of companies’ earnings growth are declining in the UK from around 14% in 2006 to 7.5% in 2007, with similar moves in the USA and Europe. Corporate profits as a percentage of GDP are near record levels as the following chart for the US shows. The picture is much the same for the UK and Europe.
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8. Unless one can see corporate profits taking a much larger and record share of GDP, one would expect the next movement to be down. 

9. Consensus in markets can be dangerous. It can be the result of ‘talking one’s own book’, in having invested one does not want to see the market go down. This happened in the UK market in 2000 just before the break. The last time Wall Street strategists were all agreed that the market would rise was in 2001 and it fell 13%! Asset prices are currently inflated. A correction would clear the air and price risk back into the market, which could then recover and even end the year higher than at the beginning. The danger is the higher the market moves before a correction, the bigger the correction.

10. Bond yields have moved up in recent months as the table shows. 

	
	Sept 2005

%
	Feb 2006

%
	May 2006

%
	Nov 2006

%
	Feb 2007

%

	Benchmark 10 year
	4.3
	4.1
	4.7
	4.7
	5.0

	4¼% Treasury 2055
	4.1
	3.7
	4.1
	3.9
	4.1

	Less inflation (RPI)
	2.5
	2.4
	2.6
	3.6
	4.4

	Real Yields
	1.6
	1.3
	1.5
	0.3
	-0.3

	Treasury Index Linked 2055
	1.1
	0.5
	1.0
	0.6
	0.9


11. Even if the current RPI inflation of 4.4 is regarded as a blip, bonds do not represent good value, particularly when set in the historical context that in the past the ‘real’ yield (ie inflation adjusted) has normally been in the range of 2.0% to 2.5%.

12. With the weight of money being invested in commercial property, the net rental yield on property has fallen dramatically since 2002 as the chart below shows. 
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13. This has resulted in sharply rising capital values and strong total returns (capital and net rental income) of 19% in 2005 and 18% in 2006. Commercial property has the attraction of being less volatile than equities, while providing a measure of real growth. Even so it is difficult to see yields moving much lower and if they merely hold current levels, capital growth will be limited by rental growth, so total returns will be much lower. 

14. The US dollar has weakened against most currencies, including sterling moving from $1.86 to $1.96 over the last three months. It is difficult to see its long term trend being reversed, apart from shorter term rallies, while the current account deficit remains so large. The current level of US interest rates provides some support, but any reduction in interest rates would tend to undermine the dollar.  The exception has been the yen, which has remained weak against the US$ at yen 120 partly because of the ‘carry trade’ (see paragraph 4) and partly due to Japanese investors, particularly private investors, investing their savings overseas to obtain a higher rate of interest.

A F BUSHELL
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