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Report by the Independent Financial Adviser 

1. Growth in the developed economies is gradually slowing as the consensus estimates below show:

	% Growth per

Annum
	2006
	2007
	2008

	UK
	2.7
	2.6
	2.4

	USA
	3.4
	2.7
	2.8

	Eurozone
	2.7
	2.1
	2.0

	Japan
	2.2
	1.9
	2.3


2. Consensus forecasts for this year and 2008, which have tended to be adjusted downwards, are still probably too high.  The almost synchronised lifting of interest rates has around an 18 month delayed impact on economic activity, which scarcely seems reflected in the above forecasts.  Moreover, interest rates are still on an upward trend with the Bank of England expected to lift rates from 5¼% to 5½% with a possible further rise to 5¾%, the European Central Bank expected to lift rates from 3¾% to 4% and there could be a further quarter point rise to 4¼%, while the US Fed is still more concerned about the risks to inflation than the risks to growth, so its latest report said “further policy firming might prove necessary to foster lower inflation”.  At the same time money supply growth has been very rapid in the UK and Eurozone, which can be a warning signal of future inflation, while actual inflation in western economies has surprised on the upside in spite of soothing words that it should fall back soon.  The peak in the interest rate cycle is tending to be rolled forwards.

3. In contrast economic growth in Asia appears to be accelerating, with China currently reporting 11% year on year growth, India around 8% and the rest of East Asia in the range of 4% to 6%.  Although China will need to restrain activity, it will only probably moderate a little, so growth in Asia will continue to be fast.  Against this background economic growth in Japan will tend to be supported with so many trading partners in the region and now that China has overtaken the USA as Japan’s biggest export market.

4. There are two factors that could further impact growth negatively, particularly in the developed world.  The first is the housing recession in the USA, which has been gradually unfolding for about a year.  In spite of the consensus that it will have only a very mild impact on the total US economy, the situation in the US housing market continues to ratchet downwards and in some aspects the trends are heading towards the lows of the early 1990’s as the following charts show.
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5. The stock of unsold homes at over 8% is the highest since the property crunch of 1990 and the spring selling season is not having much impact on it.  Consequently new home building has slumped.  Inevitably house prices are weakening and this is more pronounced in some regions than others.  US households have relied heavily on their homes as a cash source to support consumer spending.  Against this background the US consumer could become more cautious with an inevitable impact on total US economic growth and there would be a knock-on effect for other developed economies.

6. The other factor that could impact negatively is the price of oil.  The oil price peaked at US$78 a barrel in the summer of 2006 and then fell to $52 in January this year as the chart below shows.
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7. It then seemed that it would settle around the $60 level, but it has since broken upwards to $68, pushed by continuing strong demand from developing countries, particularly China, coupled with a cut in production of 1.2 million barrels a day by the OPEC cartel, a fall in 1.1 million barrels a day in inventories held by developed countries and US gasoline stocks at their lowest level for five years just ahead of the US summer motoring season.  In addition to these demand/supply pressures, geopolitical worries have helped to drive prices upwards with concerns over Iran, fears of disruption in Nigeria following allegations of vote rigging in the recent elections and terrorist attacks in Algeria, a major oil and gas exporter.  Hedge funds have taken advantage of the situation by dealing in the futures market.  Oil prices may remain high for a while; a high oil price acts as a tax on consuming countries and if maintained for a period impacts economic growth.

Markets

8. The economic and financial background to investment markets is seemingly favourable.  Economic growth may be slowing in the developed world, but it is still very positive, while emerging countries continue to grow fast.  Profits are at near record levels, valuations are reasonable with UK equities on a prospective price earnings ratio of 13.0 for 2007, the US on 14.8 and the Eurozone on 13.7, corporate balance sheets are strong with many companies buying back shares, there is ample liquidity supporting a wave of merger and acquisition deals and private equity is very active bidding for mid and now large companies, supported by low rates on corporate debt.  But there are problems.  The US housing recession still has not bottomed and the effect on the US consumer has yet to show.  Central banks are still biased to raise interest rates and liquidity is being withdrawn.  Profit growth is slowing, with corporate earnings now expected to be in single figures, with those in the UK forecast to grow by 5%, in the US by 7% and in the Eurozone by 9%.  Moreover, profits are at or near record levels as a percentage of GDP and at some point labour will press for an increased share, thereby impacting corporate profitability.

9. However, in the shorter term markets can be more influenced by internal market factors than the macro-economic scene, although in the longer term this is bound to steer markets.  Equity valuations may appear reasonable, but they should be if the profit cycle is near a peak.  Further, if the more lowly rated mining and energy sectors are excluded from the UK index, the price earnings ratio rises and the residual valuation becomes less reasonable.  Within markets the risk premium (the extra return investors should demand for the extra risk they take when investing in equities rather than government bonds) is currently around half the 7% equity risk premium that existed for most of the last century.  Volatility (the range of price movements) is also very low and the valuation differential between high quality stocks, particularly high quality growth stocks, and lower quality stocks is currently exceptionally small.  The ‘spreads’ (the margin in yield) of corporate bonds over government bonds and between high quality and low quality corporate bonds are at record lows, again showing risk is priced at a very low level.  This indicates that investors are over confident, not paying due attention to risk.  This situation often occurs after a long bull run.   It requires a market correction to restore normal relative valuations within the market.  Moreover the bull market is now over four years old, which is long for a bull market, and a meaningful correction would seem due.  There were the beginnings of a correction at the end of February and into March, but the market recovered previous levels with almost indecent haste.  The pattern of corrections is often a fall, recovery (known in the market as a “dead cat bounce”) followed by a further fall.  This occurred in March and then April 2005 and again in May and then June 2006.  Some very experienced investors have either raised a meaning proportion of liquidity or bought put options of up to 25% for the portfolios they manage ahead of what they see as a coming market correction. 

10. The weight of money invested in commercial property over the last five years has pushed prices up and so yields down, so that the yield margin over government bonds is at a record low as the chart below shows.
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11. As a result the total return on property (capital and net rental income) has been strong – 19% in 2005 and 18% in 2006 – but most of the performance has been from capital through yield margin compression.  Going forward yield compression has probably come to an end, so performance will be geared to rental growth, which remains firm, particularly in central London where it is accelerating.  Total returns on property will be more in the region of 8% this year and 6% thereafter.

12. The US dollar has weakened a little further against sterling from $1.96 to $2.00 over the quarter.  Technically, this move has broken through support and so the US dollar could be headed for further weakness.  With Japanese interest rates so low (currently 0.5%) the yen will probably continue to be weak at Yen120 to the US$ and Yen 240 against sterling.  Sterling has held relatively steady against the euro at around Euro 147-150.  However, on a long view sterling would seem to be seriously over valued.
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