
 

International equity markets recovered strongly in 2009, closing the year 27%
higher thanks to a meaningful recovery in the financial crisis and economic
meltdown [chart 1]. The global recession is technically over but, at the start of
2010, we still have US unemployment at a 26 year high, capacity utilisation at 71%
(just off multi-decade lows), sharply lower household wealth with a further barrage
of foreclosures still likely, and fiscal deficits at unprecedented levels. Other
developed economies are in a similar state of disrepair. The steady stream of
seemingly positive economic data has much to do with the low bases against which
current numbers are being compared.

The rebound appears fragile and we remain deeply sceptical about the
sustainability of the recovery, particularly in developed markets. The massive fiscal
and monetary stimuli have successfully limited the damage which would otherwise
have resulted from the worst financial crisis since the great depression. However,
economies cannot continue to survive on artificial boosters indefinitely. Indeed,
fiscal deficits in 2010 and forecasts for 2011 are already at unsustainable levels
[chart 2] and the scope for further quantitative easing is minimal. 

The cost of funding these seriously alarming deficits has to come from higher taxes
or reduced budget expenditure. The latter is not an option while the economy is
already at risk of dipping back into recession. If the Obama administration acts
responsibly and attempts to reduce its burgeoning debt burden (unlikely) then even
higher taxes (or cost cuts) will be required.  

The Fed has forced both short and long term rates to unsustainably low levels to
aid the recovery, particularly the all-important housing market [chart 3]. But, despite
the benign inflation outlook, rates will soon start to rise for several reasons: the
continuing growth in the Fed’s loan requirements, an increase in corporate debt to
finance the higher short term growth expected and, of course, concerns about
fiscal credibility and inflation (would you lend money to the US government at these
ridiculous rates, with a secular weak dollar in prospect?). If foreign investors finally
cut their ongoing investments in US Treasuries (let alone sell some of them!) rates
would rise even more sharply. 

Rising interest rates will obviously seriously damage the economic outlook,
aborting the incipient housing recovery and hobbling vital small company growth. 
The Fed has thus far succeeded in keeping rates low but will not be able to do so
indefinitely. The impact of higher interest rates and taxes on future growth will be
felt for years to come. While the rebuilding of inventories will keep the recovery
rolling on for another quarter or two, the sustainability will ultimately depend on the
consumer. And the consumer, certainly in the developed world, has taken a huge
plunge in wealth, in borrowing ability, in retirement savings and in confidence. The
persistently high level of unemployment (which, in the US, will take well over five
years to get back to pre-recession levels), and the inevitable future rise in interest
rates, will weigh on spending patterns for the foreseeable future.

Despite these severe macro challenges, equity analysts around the globe are
remarkably bullish on the outlook for earnings growth. In the US for example
operating earnings for the S&P500 companies in 2010 are expected to be 33%
higher than the 2009 forecast and up 90% on the latest reported earnings of
September 2009 [chart 4]. Forecasts for world markets are not dissimilar. If these
earnings are achieved the p/e in the US will fall from the current 28.9 to just 15.2 by
end 2010 which is well below the 10 and 5 year averages of 20.3 and 17.8
respectively. This is what is sustaining the market’s positive tone for now.
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