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17 August 2009

Economic activity: levelling off or growing?

Chart a: Recession in the developed economies
has been deep...

It is clear that a remarkable economic recovery is
underway in Asia, led by China and India, but is the
same true of the developed economies? Recent
economic figures for Germany and France have
prompted many commentators to predict that recovery
has started. But is this true or is it more a levelling off of
activity? Moreover, not only have financial markets been
expecting recovery, as shown by the strong rise in
equities in recent months, but they have been looking
for it to start in Europe ahead of the US. Further, the
expectation was that, within Europe, the UK would be
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Developed countries gdp may have stopped falling...

What are we to make of these perceptions in the context of the gdp figures for Q2 that have just been released?
The analysis below suggests that output may have stopped falling in the developed economies but that recovery
is still some way off. And despite perceptions, the US looks like being the first economy to get closer to the output
level reached prior to the start of the recession, based on consensus forecasts, in the next two years.

Figures for Q2 2009 show that economic growth in the Asian emerging markets as a whole was about 10%
annualised. Although this disguises weakness in some of the smaller economies in the region, the Asian
economies that have reported gdp for Q2 all showed a strong rise. These include, China, up 15% annualised on
Q1, Singapore, up 21%, South Korea, up 10% and Indonesia up by 5%. Overall, the Asian economies are
showing signs of a stronger recovery than evident in the developed economies so far. The expectation in the
August Asia Pacific Consensus Forecast is for Asian growth excluding, Australia, Japan and New Zealand, to be
4.6% this year, accelerating to 7.8% in 2010. Consensus Forecasts for the advanced economies is for a fall of
4.1% in 2009 and a rise of just 1.2% in 2010. But recent economic figures for the eurozone in Q2, and within it,
Germany and France, suggest that perhaps recovery is now underway in the developed economies as well. The
facts are that eurozone gdp dropped by 0.1% in Q2 (expectations were for a fall of 0.4%) but economic growth in
both Germany and France was 0.3%. However, do these figures mark the start of economic recovery or are they
just a sign that perhaps the worst of the falls in gdp are over?

...but an economic recovery still seems some way off...

Focusing on the developed economies, chart a shows that the falls in gdp have been very sharp, especially in
Japan and the eurozone and, within the latter, Germany. On average, gdp has declined for 5 quarters so far in this
recession. Although the size of the declines has diminished, this does not yet look like recovery. And chart b
illustrates why this is. Manufacturing output, which has led the downturn, is still well off the level reached before
the recession started. Japan has showed the biggest fall in manufacturing activity, followed by the eurozone, the
US and the UK.

Chart b: ...led by a sharp fall in manufacturing Chart c: ...and resulting in sharp peak to

activity... trough declines in gdp
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United Kingdom
?lghtmove house prices (00 01) (Aug)

United States

Empire manu. survey (13:30)

EU-16 trade balance (nsa) (10:00) (Jun)
€1.9bn

(24-28)
Jul +1.3%

Y-0-Y -6.2%

+0.6% Y-O-Y Jul -0.55% May
Aug (f'cast) -1.50%
Median 2.20% Range -5.0%:+8.0%
Treasury Intern$at Capltal Data (14:00)
ay 19.8
Jun . +$30. Obn
Median +$17.5bn  Range+$15.0bn:+$54.6bn
Tue 18 |Consumer prices index (nsa) Producer prices (sa) (13:30) German ZEW survey (10:00)
Jun +0.3% Y-O-Y +1.8% | Jun +1.8% Y-O-Y -4.6% | Jul
Jul (fcast) 0.3% Y-0-Y +1.5% | Jul (f'cast) -0.2% Y-O-Y -5.8% | Aug (f'cast) +500
Median -0.3% Range -0.5%:-0.1% | Median -0.2% Range -1.3%:+1.2% | Median +45.0 Range +35.0:+55.0
Retarl prices mdex (nsa) PPI core (sa) (13:30)
+0.3% Y-O-Y -1.6% | Jun +0.5% Y-O-Y +3.3%
JuI (f'cast) 0.7% Y-O-Y -2.2% | Jul (f'cast) zero  Y-O-Y +2.7%
Median -0.2% Range -0.8%:-0.1% | Median +0.1% Range -0.1%:+0.3%
RPI ex-mortgage interest payments (nsa) Housing starts (sa) (13: 30)
Jun +0.3% Y-O-Y +1.0% | Jun 0.5
Jul (fcast) -04% Y-O-Y +0.8% JuI (fcast) 0. 600mn
Median -0.3% Range -0.6%:-0.2% | Median 0.598mn Range 0.54mn:0.62mn
Burldmg permits (13:30)
Jun 0.570mn
Jul (fcast) 0.580mn
Median 0.576mn Range 0.52mn:0.59mn
Wed 19| CBI industrial trends survey (11:00) German producer prrces (07 00)
Jul -59 Jun -0.1% Y-O0-Y -4.6%
Aug (f'cast) -50 Jul (f'cast) -0. 3% Y-0-Y -6.7%
Median -51 Range -55:-45 Median -0.2% Range -1.0%:+0.1%
EU-16 current account (sa) (09:00) (Jun)
May -€1.2bn
Thu 20 | Retail sales volume (sa) Initial claims (W/e 15/8) (13:30)
Jun +1.2% Y-O-Y +2.9% | Previous 558K
Jul (f'cast) -0.3% Y-O0-Y +2.1% | Forecast 545K
Median +0.4% Range -0.5%:+1.0% | Median 550K Range 540K:567K
Money supply, M4 (prel sa) Leading indicators (15:00
Jun -0.2% Y-O-Y +13.8% | Jun +0.7%
JuI (f'cast) -0.2% Y-O0-Y +13.7% | Jul (f'cast) +0.6%
Median +0.2% Range -0.2%:+0.2% | Median +0.6% Range +0.1%:+1.0%
Public finances - PSNCR Philadelphia Fed Survey (15:00)
Jun +£19.0bn  Cumulative  +£42.8bn | Jul
Jul (f'cast) -£5.0bn  Cumulative  +£37.8bn Aug (f'cast) 40
Median -£5.8bn  Range  -£10.0bn:-£5.0bn | Median -2.0 Range -13.7:+2.0
Public finances - PSNB
Jun +£13.0bn  Cumulative  +£41.2bn
Jul (f'cast) -£1.0bn  Cumulative  +£40.2bn
Median +£0.5bn  Range  -£5.0bn:+£4.9bn
Fri 21 Existing home sales (15:00) French manufacturrng PMI (08:00) (prel)
Jun 4.89mn Jul 48.1
JuI (fcast) 4.98mn Aug (fcast) 49.0
Median 5.00mn Range 4.80mn:5.10mn | Median 49.0 Range 7.2:49.6
Frlench services PMI (08:00) (prel)
Ju
Aug (fcast) 46 0
Median 46.3 Range 45.8:47.5
therman manufacturrng PMI (08:30) (prel)
45.7
Aug (fcast) 48.0
Median 47.0 Range .0:49.2
German servrces PMI (08:30) (prel)
Ju
Aug (fcast) 49 5
Median 48.6 Range
EL|J -16 manufacturrng PMI (09:00) (flash)
Ju 46.
Aug (fcast) 47. 5
Median 47,5 Range 46.4:49.5
ELlJ -16 services PMI (09: 00) (flash)
Aug (fcast) 46 5
Median 46.5 Range 45.6:49.0
Mon 24| Nationwide house prices (07:00) (Aug) EU-16 industrial orders (10 00) (Jun)
May -0.2% Y-O-Y 30.1%

NB: UK data released at 9.30 a.m., unless otherwise stated. Market medians are as of preceding Friday. Release times of US
data are stated in brackets after the description of the indicator. Events are listed in the events column on the next page.
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Other Countries

Main events

Real GDP (00: 50) (prel) * US Fed to purchase notes/bonds (16:00‘)
Q1 3.8% Annualised -14.2% * Bank of England to purchase £1.4bn o
Q2 (f'cast) +0.5% Annualised +2.0% gilts at a reverse auction
Median +1.0% Ran? -1.0%:+1.6%
GDP deflator (00:50) (pre)
+0.9%
QZ (f'cast) Y O Y +2.0%
Median +1.8% Range zero:+2.8%
Tue 18 |Leading index (final) (06:00) Canada int'l secs transactions (13:30) » Bank of England to purchase £1.4bn of
Jun (prel 79.8% May +C$18.9bn gilts at a reverse auction
Jun (f'cast) 79.9% Jun (f'cast) ~ +C$7.0bn
Median 79.8% Range 79.8%:79.9%
Coincident index (f|na|) (06:00)
Jun (prel) 87.8
Jun (f'cast) 87. 9%
Median 87.9% Range 87.9:88.0
Wed 19 Canada consumer prices (12 00) * Bank of England releases minutes of
Jun +0.3% Y-O-Y -0.3% | its August 5/6 MPC meeting (09:30)
Jul (fcast) -0.2% Y-O-Y -0.8% | « US Fed to purchase notes/bonds (16: 00‘)
Median -0.2% Range -0.2%:zero | « Bank of England to purchase £1.4bn o
Canada consumer prices, core (12: 00) gilts at a reverse auction
Jun zero  Y-O- +1.9%
Jul (fcast) +0.1% Y-O-Y +1.9%
Median +0.1% Range -0.3%:+0.1%
Thu 20 Canada wholesale sales (13:30) *« UK DMO to auction £1.1bn of 1.25%
May 3% index linked bonds due 2032 (10:30)
Jun (f'cast) 03% » Bank of England releases Trends in
Median -0.1% Range -0.2%:+0.5% | Lending report (09:30)
« ECB member Bini Smaghi speaks in
Italy (17:00)
Fri 21 * US Fed Chairman Bernanke speaks at
Jackson Hole conference (15:00)
* US Fed member Madigan speaks at
Jackson Hole conference (17:45)
Mon 24 Canada retail sales (13:30) (Jun)
May +1.2%




2009/10 calendar of
central bank meetings

European ECB (1.00%)

3 September, 8 October, 5
November, 3 December
US FOMC (0-0.25%)

23 September, 4 November,
16 December, 27 January
UK MPC (0.50%)

10 September, 8 October, 5
November, 10 December

Rolling calendar of UK
data releases and events

CBI distributive trades (27/8)
GfK consumer conf (28/8)
Q2 GDP (28/8)

PMI manufacturing (1/9)
Mortgage approvals (1/9)
PMI services (3/9)

Industrial production (8/9)

Rolling calendar of US
data releases and events

Consumer confidence (25/8)
Durable goods (26/8)

New home sales (26/8)

Q2 GDP (27/8)

Core PCE deflator (28/8)
Uni of Michigan conf (28/8)
Chicago PMI (31/8)

Chart d: Wide output gaps to persist for many years These declines in the level of manufacturing activity reflect

the massive reduction in stock levels that has occurred

% of potential output Forecast in the developed economies, possibly the worst in 50
i —_— years. But the rapid pace of I|qU|dat|_on appears to be
) ] easing and stocks are now therefore likely to add to gdp

in the next quarter or two, even if the drawdown does not
°1 T end completely. However, absent a recovery in consumer
27 us Euro zone demand, in company investment or in government
4 S spending, any boost to gdp from this source is likely to
6 | — prove temporary.
-8 1 Japan UK

-10- In terms of the peak to trough fall in gdp, see chart c,
2006 2007 2008 2009 2010

Japan has seen the biggest drop, nearly 9% so far,
followed by Germany, the eurozone, the US and France.
These declines are worse than those recorded during the 1980s or 1990s recessions, in terms of gdp falling
below potential growth. Our analysis suggests that the output gaps that have opened, see chart d, are also larger
than in the 1980s and 1990s downturns. This means continued downward pressure on price inflation and the
persistence of low interest rates and non standard monetary policy measures in those economies most affected
by the recession for longer to ensure recovery occurs.

..anumber of important factors will prevent a rapid recovery...

The factors that stand in the way of a rapid economic recovery in developed countries are captured by the rise in
unemployment depicted in chart e. Although the pace of job losses will slow as economic activity levels off,
unemployment will still rise as long as growth remains below potential. This will restrain consumer spending,
and raise saving rates, already compounded by high debt levels. With consumer demand weak and residential
housing markets likely to remain under intense pressure for some time, companies are unlikely to expand
investment spending, especially in a more constrained credit environment. This means that economic growth
will take longer to return to its previous peak. We have estimated how long that could be for some developed
economies, using consensus estimates of gdp levels up to the end of 2010. It shows that only the US of the major
economies will return close to its 2008 gdp level by that time.

...leading to important implications for financial markets

The implication of this analysis is that the recovery will be long and protracted in the developed economies, and
the better performance of the Asian emerging market economies cannot be quickly emulated. Further, the latter
will lead the world economic recovery. Of the major economies, the US seems most likely to recover to its pre-
recession level first. But this is not the trend evident in financial markets, with the dollar currently being sold
relative to the euro, yen and sterling. That could therefore reverse, unless supported by improved economic
performance of the other areas. In addition, financial markets may be expecting too much monetary tightening
over the next two years. This implies that inflation expectations are too high and that government bond yields could
stay lower for longer or fall from current levels. But the rise in equity markets, if led by the emerging markets,
seems more solidly based. However, the current commodity price trends might not be sustained for much longer
if demand from the developed economies does not come through to sustain the rise in prices that has been seen
in recent months.

Chart e: Rising unemployment also to be a

Chart f: US economy to recover to its pre-
recession level first

feature for many years
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Trevor Williams, Chief Economist, Corporate Markets
* All charts are sourced to Lloyds TSB Corporate Markets Economic Research, Bloomberg and Datastream
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