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1. Forecasts of economic growth have not yet been revised to reflect the recent and continuing turmoil in financial markets and the real factors driving such turmoil.  Recent consensus estimates continue to reflect gently slowing global growth.

	% Growth per annum
	2006
	2007
	2008

	UK
	2.8
	2.8
	2.2

	USA
	3.3
	2.1
	3.8

	Eurozone
	2.9
	2.7
	2.3

	Japan
	2.2
	2.5
	2.2

	China
	10.7
	10.6
	11.0


However, consumer and business confidence will have been affected by recent events.

2. In the UK household budgets were already being squeezed by rising taxes and higher inflation.  Real disposable income grew by just 1.3% in 2006, the lowest pace since 1982 and less than the average increase of the past two decades.  To maintain spending, consumers have reduced the amount they save and the savings ratio, now 2.1%, is the lowest since 1960.  The rise in interest rates is pushing the cost of variable rate mortgages higher, while borrowers who took out two year fixed mortgages at low rates in 2005 will find the cost of renewal has risen by 30% or more.  There could also be sub-prime problems in the UK, where such loans rose by 28% last year.  All this has yet to impact the “High Street” and other areas of the economy, including consumer confidence.  In the USA the problems in the housing market, which began in the well publicised sub-prime sector, are continuing to unfold.  Interest rates on conventional mortgages have risen 1 percentage point in the last month and by 3 percentage points on sub-prime loans to 11%.  The median price of new homes dropped 10% in the three months to end June 2007 and the price for all houses in the 20 major cities fell by 3.2% in the 3 months to end June, with drops of up to 11% in some areas.  Increasing re-possessions, particularly in the sub-prime market, will put further downward pressure on prices.  The stock of unsold houses is now 7.8 months supply.  See charts below.
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‘ 2. Building permits provide no sign of optimism
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3. New home sales are down

| o00s us 000

| 1400 1400|
| 1200 1zooi
| 1000 1000/
)‘ 800 800 |
| 800 600 |
400 400 |
- 200 1 200 ‘

\ 70 74 78 82 8 90 94 98 02 06 |

Sales of new one family houses

|__Source: Thomson Financial Datastream

4. Existing home sales declining
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6. Prices declining on some measures but not others |
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3. This has already impacted consumer confidence with the Michigan consumer confidence index dropping sharply from 90.4 in July to 83.3 in August and retail stores such as Wal-Mart, Home Depot and Macy’s reporting much tougher trading conditions and issuing profit warnings.  July car sales were the lowest in nine years.  The savings rate is negative for the first time since 1934 and with house prices falling, equity withdrawal to support consumption is probably no longer an option.  Further, the Goldman Sachs confidence index, which is based on chief executives’ assessment of business conditions for the coming quarter and regarded as a leading indicator of company sentiment, has dropped to its lowest level since the third quarter of 2002 on concerns about financial market volatility and mixed US economic data. The Fed. has stated that financial market conditions have deteriorated to the point where “the downside risks to growth have increased appreciably.”

4. The recovery of economic growth in the Eurozone slowed sharply to 0.3% in the second quarter.  While Germany is the dominant economy, it is heavily dependant on exports, which could become less buoyant with conditions tightening in the export markets.  Italy is slipping towards recession.  French house prices fell 1.5% in July and Spain’s construction bubble is bursting.  Business confidence in Japan seems to be holding up, probably because a large part of its exports now go to China and the rest of Asia, while growth in China will probably continue at a high level, but its exports could be affected by softer conditions in developed markets.

5. Against this background, the trend towards higher official interest rates will probably be tempered, if not halted.  The Fed. (US central bank) has already reduced its little used discount rate from 6 ¼% to 5 ¾% (the rate at which it will lend against collateral to the banks).  It is currently holding the more significant Fed. funds rate (the rate at which banks lend to each other) at 5¼% but the market is pricing in two ¼% cuts by the end of the year.  In July, the Bank of England appeared set to increase its “repo” rate by a further ¼% to 6% over the next few months, but this must now be in doubt.  The European Central Bank seems to be weakening in its resolve to lift its “repo” rate by ¼% to 4 ¼%, and the market, which had been expecting the peak to be 4 ½%, is now looking for a lower peak.

Markets

6. The awaited and much needed correction in financial markets has at last arrived.  The trigger was, as expected, the problems of the sub-prime mortgage market in the USA and in particular who was holding these sub-prime mortgages, which had been securitised and sold on to other institutions, thereby causing problems for creditors who were not the original lenders.  However, the problems of the US sub-prime market were just a symptom of the much wider malaise of the under pricing of risk in both the fixed interest and equity markets.

7. In the bond market real yields are still far too low.

	
	Sept
	Nov
	June
	August

	UK Gilts
	2005
	2006
	2007
	2007

	
	%
	%
	%
	%

	Benchmark 10 year
	4.3
	4.7
	5.5
	5.0

	
	
	
	
	

	4 ¼% Treasury 2055
	4.1
	3.9
	4.5
	4.2

	Less inflation (RPI)
	2.5
	3.6
	4.3
	3.8

	Real yields
	1.6
	0.3
	0.2
	0.4

	
	
	
	
	

	Treasury Index Linked 2055
	1.1
	0.6
	0.9
	0.8


8. Nominal yields temporarily spiked upwards in June, when inflation was perceived to be more of a problem, but real yields remained far too low compared to the 2% - 2 ½% that has been the norm over the long term.  Since June nominal yields have fallen with the “flight to quality” (being Government securities) in the current financial turmoil, but real yields are little changed.  US and European nominal bond yields have followed a similar trend with a spike followed by a fall, but real yields are higher because of lower inflation.  Superimposed on this the “spreads” or yield margin of corporate nominal bond yields over nominal government bond yields had been progressively squeezed (known as “yield compression”) since 2002 as the following charts show.
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9. BBB is the lowest investment grade bond.  BB is “junk” status.  Thus, in recent years the risks for holding lower quality bonds had been under priced in terms of “spread” or yield margin.  Also, debt has been issued to finance highly leveraged mega private equity buy-outs with too low a “spread”.  This hunt for yield enticed lenders into very high risk areas, such as US sub-prime mortgages, where mortgagees were granted loans, who had poor credit histories with no deposit and very low interest payments the first year, after which the rate would jump to 8% or now 11%.  Defaults are now inevitable, but with the mortgages securitised, then packaged with other debt into CDOs (Collateralised Debt Obligations) and sold on, it is not known globally which institutions now hold these CDOs and so could suffer loss.  Known losers so far have stretched from US hedge funds to a German regional bank.  Risk is now being re-priced at a more appropriate “spread” for corporate bonds and other debt, a process that probably has further to run.  Marginal debt such as for highly leverage buy-outs or sub-prime mortgages, together with certain CDOs, is now virtually unsaleable.

10. Risk had also been mispriced in the equity market in that the spread in valuations between the best quality growth stocks and lower quality cyclical or other lower quality stocks had been compressed.  Thus, the range of price earnings ratios of stocks in the MSCA World index sorted in quintiles was 39x – 11x at end 2006 compared with a historical average of 50x – 9x since 1970.  Low quality was overpriced and best quality under priced.  Further, the market generally had been supported by merger and acquisition fever and in particular a number of larger stocks by the prospect or possibility of a private equity buy-out and so their price included a bid premium.  Banks have suffered as they have been left with bonds to fund private equity buy-outs, which they are now unable to sell on.  Thus the re-pricing of risk, which began in the credit and bond markets, inevitably spread to equity markets, bringing with it a sharp rise in volatility (the range of daily price movement), which in recent years had been very low, as the following charts show. Equity prices were also depressed by hedge funds and other institutions, which hold sub prime mortgages or CDOs that are at the moment unsaleable, having to sell liquid assets such as equities to raise cash to meet redemptions.
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11. The correction in the UK equity market has brought it back so that this year’s price/earnings ratio is around 12x and next year below 12x and that in the US market to 15x and 14x respectively, which is reasonable historically.  However, profits are probably at a cyclical peak in the western world.  Adjusting for this, valuations need to look reasonable and this probably means that the immediate upside is limited.  The FTSE 100 peaked at 6716 on 13 July and then fell 12.8% to close at 5858 on 16 August, where there is strong technical support, and the All Share index fell 12.6% from 3467 to 3031, where again there is strong support.  The market could trade in a range above these lower levels, testing them again on occasions, until it becomes clearer the extent the turmoil in the credit markets will impact the real economy.  The decline in the USA has been less steep at 7.6% to a low of 12,845 on the Dow Jones or of 9.1% to a low of 1411 on the S&P, but still well above strong technical support, so the US market could still have further downside.  Continental markets have fallen by between 10% and 14% from their highs.  New leadership will probably emerge from the market correction, which could be big stocks performing relatively better than medium and small caps, which hitherto have outperformed, and growth stocks starting to outperform against value stocks.

12. Currency markets have also been impacted by the turmoil in the credit markets, with a sharp increase in volatility and some sizeable movements.  Sterling has weakened against the US dollar from $2.03 to $1.98, but the main move has been in the Japanese yen which has strengthened as hedge funds and others have unwound some of their “carry trade” (borrowing low interest yielding yen to invest in a high yielding currency).  Thus the yen has hardened against the US$ from Yen 122.4 to Yen 113.9 from mid July to mid August and the move has been even sharper against sterling from Yen 248.5 to Yen 226.1.  If currency markets continue to be volatile, the yen could hold on to its gains or even harden further because of the uncertainty (see chart below).
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13. Some base metals, such as copper, nickel and zinc, have corrected by between 13% and 27%, but others, together with gold and oil are little changed during the financial market turmoil.

A. F. Bushell

Independent Financial Adviser

September 2007
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