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Here in italics are the forecasts I made a year ago, and in keeping with tradition the Headmaster’s report.

Although earnings growth slowed in November I expect earnings ( ie wage growth plus

overtime and bonuses) to be between 3% and 4%. This is because there are now 2

vacancies for every unemployed person. Employers will want to keep good staff and raise

salaries to do so.

WRONG
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you can see from the chart earnings growth has averaged around 2.2%

Please note that if CPI inflation stays below 1%, then earnings growth at 2.5% or more will

increase real wages at least in line with long run trend.Real wages grew on average 1.8% in 2016, this is below the long run average of 2.5%.

I expect CPI inflation to be +1.5% by the end of the year ( domestically produced goods

and services rising by +2.5%, but Chinese origin goods falling by 5% due to a further

devaluation of the Rnb.

No data yet, but likely to be wrong: expect 1.3% year on. Correct on China.

I expect real GDP to be +2.2%. However if there is an early referendum in July with a vote

to stay in, then I expect 2.6% as post vote investment spending will pick up again.

CORRECT on GDP

I expect nominal spending to grow by +3.7%; within this consumer spending will be +4.5%,

investment spending will slow sharply by big corporates because FD’s, after an unusual

surge in optimism, are now reverting to type and have become more cautious.

WRONG: nominal spending has averaged 2.7%, consumer spending has averaged 3.2% but correct on investment spending.

The external trading account ( the balance of payments) will be continue to be a drain in

our flow of spending. And the uncertainty over Brexit weighs on funding and investment

choices.

CORRECT
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I expect base rate to rise in April by 0.25% and again in October by 0.25%. The reason is

this. Assuming the velocity of money is reasonably stable( ie consumer confidence doesn’t

collapse) then the rate of growth in liquidity today will drive nominal GDP within 9 months,

and price increases within two years. I expect the Bank of England to argue in April that

they are increasing base rate because liquidity growth( ie money held in current and

deposit accounts plus national savings) will drive spending. The will also state that the

weakness of sterling particularly against the dollar represents monetary loosening, and

that an increase of 0.25% will strengthen sterling sufficiently to offset this. And as the

economy moves towards full capacity prices will increase. 
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 as the B of E responded to the Brexit result.

Sterling will be $1.40 up until March, then $1.48 before reaching $1.50 by year end.

Sterling will be €1.30 up until March then €1.36 before reaching €1.38 by year end.

( assuming ECB continues its programme of QE)

Please note the above assumes the Government is able to show the nation that the future

of the UK is best served within a reformed EU. If it fails in this and there is a media frenzy

for Brexit, we should expect a sterling crisis.

Over the next six months, if the UK press and media report that an exit is a growing

likelihood, then we must expect a sterling crisis.

This would take sterling to $1.20 or below and € 1.10 or less. I do not usually recommend

buying currency forward, but if you are exposed, do it now.

BROADLY CORRECT

House prices; Nationwide average +5%, London sub £3 million +7%, but top end

speculative property prices I expect to fall by another 10%, the bubble has been pricked by

changed expectations from Russia, China and Hong Kong.

CORRECT ( at last got one right!)

Government revenues should rise by £30Bn and its spending by £20Bn, thus the deficit

will fall by £10Bn but the Government will still be spending 50Bn more than it is earning.

This is still an expansionary fiscal stance, in no way can it be described as austere.

CORRECT
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on through quantitative easing in the USA, UK,

EU and China has driven share prices above earnings growth ( the evidence is higher

than long run average P/E multiples). Apart from China and the EU, no further QE is

expected. Thus share prices will either stabilise and wait for profits to rise to justify the

price or will fall to match the current level of profits. Given the return on bonds is so low it

is likely that share prices will pause rather than crash. The FT 100 is down 5% for the year

2015, but this is almost all due to oil and mining stocks which have crashed.

WRONG
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The oil price will stay below $40 unless there is an unforeseen collapse in supply from the

middle east due to Sunni vv Sharia vv Isis or some other peculiar unknown!

Some commentators are using the oil price as evidence of a sharp drop in demand due to

faltering growth. They are wrong. Oil consumption in the USA rose 6% in 2015. The price

drop is due to excess supply which is in turn due to Saudi Arabia determined to keep its

market share. Eventually the Saudis will see their plan is a mistake.

Broadly correct. The Saudis have seen the error of their ways and have agreed to cut production, pushing the price to $50.

Headmaster’s Report

We are disappointed with this years performance. Martin-Fagg was beginning to show some promise  in 2015 which has evaporated. We are forever hopeful but maybe it is time to consider a different approach. We regret this boy is showing little or no interest in horticulture.

FORECASTS FOR 2017

UK GDP  2.1%

UK inflation 3% by year end, earnings growth, 2.5%

Base rate: 0.25% but long run interest rate and mortgage rates up 1% due to inflationary expectations and Trump.

UK Balance of Payments deficit falls to 5% of GDP

FT 100 up 5% to 7,300

FT 250  no change on year

UK house prices  3.5%

Consumer spending: 3.5% ( credit card debt outstanding up 10%)

Exchange rates:
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.20

£: Euro : 1.25

Unemployment 5%

Oil  $50

The next year or so

When the events change I change my mind, what do you do?

This was said by Paul Samuelson in 1970, a Nobel price winner for economics. 

2016 will prove to be the year of turning points. When the history books are written there will be much conjecture as whether it was the Brits who triggered the radical change which took place in Europe 2017-2025, or whether the groundswell for change was peaking elsewhere anyway.

In Q3 2016 the eurozone’s real GDP was only 1.8% higher than the last peak in 2008. Real GDP per person in Germany grew by 11% , in France under 1%. It fell 8% in Spain, and 11% in Italy.

The idea that a customs union plus a currency union would drive convergence was always wrong, but now we have the proof. The currency union has driven divergence. Before the  2008 crash relative wages in France and the Med. countries rose towards German levels but without commensurate increases in productivity.

Today the pattern is reversing: relative wages are falling in the South relative to Germany.

Greece and Portugal are 60% lower, Spain and Italy 25% lower, France 4% lower.

This is a massive economic failure.  The interactions between an individuals material progress and his or her choices at the ballot box are unpredictable. But most humans believe that someone somewhere must be the cause of their deteriorating living standards.

The culprits in no particular order:

Immigrants

Globalisation

Economists and other so called experts

The ruling elite, particularly the EU Commission

Bankers

Big business

And so they vote for any party or individual who wants to control immigration, raise tariffs to protect jobs, increase pensions and welfare spend but simultaneously reduce taxes.

It is clear that at a system level, globalisation, free trade, and the free movement of labour is growth enhancing. But at the individual level there are big gainers and big losers.

Trade and technology is constantly evolving with rapid shifts in production and its location.

Almost all job markets are now subject to frequent radical shifts which affect lives. National boundaries are becoming irrelevant: with 3D printing almost anything can be produced anywhere. Anyone can trade with anyone else and sell regardless of scale. 

SME’s today can enter into global trade arrangements using platforms such as taskrabbit ( a web platform for skilled plumbers, painters, home improvement specialists etc.

Sama is a platform which connects vis the internet clever people in developing countries to create algorithms for data mining, project management etc.

Etsy is an online market place similar to ebay which connects buyers and sellers.

The net is allowing individual access to individuals and by pass big business.

BUT the consequence of radical shift is loss of income for those who fail to recognise or who are unable to adapt to the changing environment. The big debate will be how to help these individuals. Increased welfare tends to breed inflexibility, mass retraining programmes tend to be too late, broader and better education opportunities are not always taken up even if made available.

The political shift we are seeing is the consequence of a step change in technology. The political landscape is reflecting the economic landscape. The shift in technology has created big winners, it redistributes income and wealth to the first movers and efficient followers. The political landscape always reacts: you will remember the Chartist movement which began 1838. Here are their six pillars written by the new industrial working class.

All men to have the vote (universal manhood suffrage)

Voting should take place by secret ballot

Parliamentary elections every year, not once every five years

Constituencies should be of equal size

Members of Parliament should be paid

The property qualification for becoming a Member of Parliament should be abolished 

The Luddite movement:  The Luddite movement began in Nottingham and culminated in a region-wide rebellion which lasted from 1811 to 1816. Mill owners took to shooting protesters and eventually the movement was brutally suppressed with military force. The luddites were protesting about  the use of machinery in "a fraudulent and deceitful manner" to get around standard labor practices, rather than the new technology itself.

The Corn Laws were measures enforced in the United Kingdom between 1815 and 1846, which imposed restrictions and tariffs on imported grain. They were designed to keep grain prices high to favour domestic producers who were mostly the big landowners and who ran Westminster at the expense of the poor.

The Navigation Acts of 1651. These acts were designed to tighten the government's control over trade between England, its colonies, and the rest of the world. England's American colonies could only export their goods in English ships.

And more recently:

The EU–US Open Skies Agreement is between the EU and the USA signed in 2007. Basically USA airlines can operate freely within and to the EU ie pick up and put down passengers at any airport. The EU airlines have free access to the USA but they cannot pick up and put down within the USA, nor can they buy a controlling stake in a US airline.

Nice bit of Trumpenomics.

The Global Outlook

Trump will raise the USA growth rate to over 3% in 2017, and with it interest rates and the dollar will rise. The USA is 26% of the global economy which will manage 3% growth.

The EU region will post stronger growth despite political turmoil, I guess 2%. Italy will ignore the ECB and rescue its banks in whichever way is best for Italians. On this, I think member states will begin to ignore Brussels as a whole until it produces a significant reworking of the EU model to allow more individuality for member states.

China has confounded all the pessimists ( me) yet again and the recent stimulus seems to have worked. They are also cutting export prices to maintain volume. This suggests either they were making fat margins or they are putting sales and cash before profit. Or they are raising productivity through automation.

To see how the political landscape reflects the economic keep an eye on Chile: over the last 25 years rapid growth resulted in a significant increase in income inequality. The pensioners and students are rioting.

The oil price will sit around $50, if it rises above, US production will expand to bring it down again.

The recovery of China plus US growth will cause commodity prices to steadily rise again, good for Australia, parts of Africa and Canada.

Finally why did Trump win? An excerpt from HBR article on why the working class voited for Trump in their droves.

Professionals order them around every day. The dream is not to become upper-middle-class, with its different food, family, and friendship patterns; the dream is to live in your own class milieu, where you feel comfortable — just with more money. “The main thing is to be independent and give your own orders and not have to take them from anybody else,” a machine operator said. Owning one’s own business — that’s the goal.

Small businesses make up: 99.7 percent of U.S. employer firms, 64 percent of net new private-sector jobs, 49.2 percent of private-sector employment, 42.9 percent of private-sector payroll, 46 percent of private-sector output, 43 percent of high-tech employment, 98 percent of firms exporting goods, and 33 percent of exporting value.

And in the UK

The usual definition of small and medium sized enterprises (SMEs) is any business with fewer than 250 employees. There were 5.4 million SMEs in the UK in 2016, which was over 99% of all businesses. Micro-businesses have 0-9 employees. There were 5.3 million microbusinesses in the UK in 2016, accounting for 96% of all businesses.

Although the vast majority of businesses in the UK employ fewer than 10 people, this sort of business only accounts for 32% of employment and 19% of turnover. Large businesses, with more than 250 employees, accounted for 0.1% of businesses but 40% of employment and 53% of turnover.

Small businesses are nimble, customer responsive, quickly reinvent themselves, and are the bed rock of most economic systems. This is where future growth will come from.

2017 will be another year of unexpected change, all the forecasts will be wrong. All we can do is embrace change whilst being mindful of one fundamental;

Each individual is capable of more they they realise, great leaders unlock this capability.

Have a restful Christmas, an exciting 2017 and be happy!  Dec 12 2016
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