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The fiscal chaos in Europe has highlighted, quite dramatically, the consequences
of fiscal incontinence. It has unsettled global markets due to the impact of the
tough austerity measures on growth and because it has sharply focussed investors'
minds on the uncomfortably similar risks present in most of the developed world.

Even without, as yet, being directly affected by the European malaise, the US
economy is showing clear signs of a relapse in growth. The Fed has
acknowledged the faltering pace of expansion and has recommitted to keeping
rates on hold for an extended period. The downward momentum of inflation and
the heightened risks in the housing market, support this policy of maintaining rates
at extremely low levels. As is the case in most developed countries, fiscal support
in the US has already been stretched to the limit. 

While there have been several encouraging economic releases such as growth in
industrial production, rising capital spending and an uptick in capacity utilisation,
these have been swamped by a number of disappointing developments. Private
sector jobs rose below expectations, consumer confidence declined sharply and
the PMI has peeled over. But the really bad news has been in the critical housing
area. Prior to the 30th April closing date for the tax credit scheme, home sales and
housing starts appeared quite encouraging. But the expiration of the scheme
proved to be a major tipping point. Foreclosures in May hit a record for the second
consecutive month with bank repossessions climbing 44 percent above year ago
levels. This is despite several banks writing off part of the principal owing by
homeowners as a less costly alternative to foreclosing and taking possession.
Housing starts in May fell to a five month low and new home sales slumped a
dramatic 33% to the lowest level on record. Mortgage applications collapsed 38%
to a 13 year low despite mortgage rates being close to all-time lows and house
prices having fallen almost 30% from the 2006 peak. 

With unemployment still near record levels and the housing market threatening to
nosedive again, it is difficult to believe that the US recovery is sustainable. Could
the root cause of the recession – housing – now be the source of a double dip in
the economy? 

The recent pace of growth in the US has been boosted by the massive stimulus
initiatives and the rebuilding of inventories. An analysis of the first quarter GDP of
2.7% reveals that the final sales component was just 0.8%, indicating the
significance of the inventory component. Now that inventories have been rebuilt to
more normal levels, and given that the stimulus initiatives are waning, growth is
already set to moderate.

This is being recognised in the two main US leading indicators, both predicting a
period of sub-par economic growth ahead (the ECRI is the most bearish, pointing
to just 1½% real GDP growth in the second half of this year!). As the recent
collapse in housing is not yet in the figures, the outlook is bleak indeed.

Against this background, the US is in no position to introduce aggressive debt and
budget deficit reduction measures. They cannot cut interest rates, will be loath to
cut expenditure ahead of the election, but will want to keep the growth engine
running to avoid tipping the economy back into recession. This suggests more
quantitative easing which, of course, means greater deficits and more debt!  
Even if a double dip is avoided, we question whether the market has priced in the
severe growth setback which now seems increasingly likely.

US New Home Sales
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US House Prices: Case-Shiller Index
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US Mortgage Applications
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