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After the strong performance in the 2009 recovery year, the outlook for 2010 was
forecast to be somewhat muted given the persistent problems plaguing world
economies. For most of the year world markets moved in line with this expectation.
However, in the final quarter world markets gathered momentum and ended the year
on a decidedly more upbeat note. The MSCI World index, for example, closed 9.6%
higher with 8.6% being contributed in Q4 (chart 1). Similarly, the US advanced 13% of
which 10% came in the final three months. Interestingly, in the US, the rise in
December alone (6.5%) was the strongest December since 1991.

There were three main developments in the US which generated this improvement in
investor sentiment: somewhat healthier economic numbers, the agreement to extend
the Bush tax cuts, and Bernanke’s QE2 program. The positive economic data included
industrial production and capacity utilisation recording the highest readings since
October 2008, a surge in retail sales and further solid advances in the manufacturing
and service ISM’s (chart 2). These all conspired to suggest that the economy is finally
in transition from recovery to expansion. 

The second major influence – the extension of the Bush tax cuts, together with the
substantial additional fiscal easing measures tagged onto the bill – is estimated to
provide a stimulus equal to almost 40% of the first stimulus bill. It effectively eliminates
any risk of a double dip in the US. Although Bernanke’s QE2 program – the third key
confidence booster – has failed to achieve its objective of lowering interest rates (rates
have actually moved decisively higher since its introduction), it does ensure that there
is a significant buyer available to mop up the heightened Treasury issuance that the
increased fiscal easing will require. It is interesting to note that Bernanke’s ‘exit
program’ (a hot topic in early 2010) had to be switched 180º to the QE2 stimulus
package, which indicates how justified the concerns in early 2010 were. It also
highlights just how dependant the US economy is on life support programs.

These new measures will, of course, impact negatively on the deficit. It will be recalled
that the mid-term elections were fought on the basis of fiscal restraint, yet barely two
months later a massive new stimulus program is introduced (politicians!). 

Despite this major boost to US growth in 2011, the stubbornly high unemployment, the
ongoing crisis in the housing market, and the requirement for state and local
governments to raise taxes and cut expenditure, still pose significant downside risks to
the outlook. The recent upward pressure on interest rates (chart 3) will impact heavily
on the fragile housing market. The looming battle in Congress over the massive
spending cuts the Republicans are demanding this year could also prove a dampener
on 2011 growth. Given that the economic recovery is hugely dependant on stimulus
programs, the risk that it will not become self sustaining shouldn't be underestimated. 

However, at present the outlook for the US, and indeed the global economy, is clearly
perceived to be positive. The IMF has forecast world GDP growth at an above trend
rate of 4.2%, not far below the 2010 estimate of 4.8%. Developing economies are
forecast to grow by 6.4%, just below the 7.1% estimated for 2010. The consensus
earnings forecast of 15% for global markets is also strongly positive (chart 4).

Among the G7 countries the US is perhaps (rather surprisingly) the best placed: near-
trend growth is forecast, inflation is very low, and monetary and fiscal policy is hugely
stimulative. On the other hand, Europe’s sovereign debt crisis has the potential to
balloon skywards again in view of the substantial refinancing and new funding
requirements in 2011.

Although the economic and earnings forecasts are clearly very positive, we expect
equity markets to be volatile and produce returns in single digits at best.
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