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Economic Commentary March 2010

After 12 months of huge monetary easing (the lowest interest rates for over 300 years, £200 billion of quantitative easing and a weaker currency), plus a record fiscal loosening, there are signs that the economy is responding. Yet the outlook remains confusing. Despite the upward revision to the Q4 2009 GDP number, there are several complicating factors. The first, inevitably, is the general election and recent polls pointing to a hung parliament is the worst of all outcomes as far as markets are concerned. Secondly, and it is the issue that the Governor of the Bank of England claimed keeps him awake at night, is the spluttering performance of the EU. The Greek debt problem may have wider ramifications whatever the policymakers decide and, given the UK's dependence on Europe for exports, any feelings of schadenfreude about the euro and the eurozone are misplaced. 

Better than first thought.................... 

It was no great surprise that the second estimate of GDP for Q4 2009 was higher than the first. The original 0.1% growth was revised up to 0.3%, which is more in line with industry survey data. The latest revisions were largely attributable to faster output growth in the services sector which offset a disappointingly large fall in business investment (5.8% down on the quarter and 24% lower on the year). It is also clear that destocking continued on a large if diminishing scale. In 2009 as a whole, destocking amounted to £14.7 billion, in real terms equivalent to 24% of the fall in GDP last year. At some stage, this will convert into re-stocking and boost activity.  

The closely-observed PMI surveys point to continued growth this quarter. The services reading in February was a very robust 58.4 (above the 50 which implies expansion), the highest reading for three years. It was a strong rebound from the snow-affected January result. Manufacturing also remained buoyant in February, at 56.6 for the second month, the best performance since the autumn of 1994. Even construction, still lagging, is inching towards the 50 mark, on 48.5. 

In the personal sector, most of the key numbers appeared to stall in January. The housing market, retail sales, personal lending, house prices, mortgage approvals and unemployment offered few signs of a robust recovery but most the indicators at least held on to the gains of recent months. The data reflect a combination of bad weather and caution in the personal sector and confirm the perception of a slow and patchy recovery, two steps forward and one back at times.  
...but doubts remain. 

Of concerns about the immediate outlook, the inflation risk is the easiest to discount. Although the CPI is currently outside the target range, no policy action will be taken. The MPC will want to be certain that recovery is underway before tightening policy, and these are very early days. Secondly, Mervyn King will want to avoid taking any action that might be interpreted as political this close to an election. And, finally, the Bank of England has forecast inflation to fall in the second half of the year. There is no point, therefore, addressing a problem now that will go away anyway in the next few months.  

More worrying, and more contentious, is the debate about the public sector and the size of the fiscal deficit, which will be an integral part of what will pass for debate in the forthcoming election. When to tighten, by how much and how are issues that will divide the parties and create uncertainty until the result is known. And with opinion polls suggesting a hung parliament is a possible outcome, this damaging uncertainty may extend into 2011.
Finally the Greek debt problem has brought the weakness of the eurozone into sharper focus. It is now apparent that to join the single currency, the Greek public finances were heavily massaged. The true deficit figure is above 12% of GDP and not the reported 6%, more than four times the official limit. The choice for the euro authorities is to impose austerity measures and risk domestic disruption or to provide support from the other members to Greece. But this would invite similar claims from the other countries of southern Europe when public sector finances throughout the area are fragile.

At the same time, growth in the eurozone is spluttering. A surprisingly good Q3 2009 (of 0.4%) was followed by a dreadful 0.1% in Q4, with some countries sliding back into recession. The causes vary from country to country but in general the initiatives that helped last year have ended and the boost has proved temporary. For the UK, looking to use export growth to replace consumption to drive the upturn, it is bad news. Over half of our exports are still sold in the eurozone.  Greece is a bigger market than Brazil and our exports to China and India are only a little less than to Greece. Unless the UK starts to re-direct its export efforts to the faster-growing emerging markets, overseas sales are likely to disappoint, the benefits of a weaker currency dissipated and efforts to re-balance the economy will stall.
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