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Recovery gaining momentum

The evidence is mounting that not only is the US economy enjoying a recovery,
but that the recovery is beginning to gain momentum. The index of leading
indicators has rebounded to a five-year high (see Chart below) and the ISM
manufacturing index is back up to a level consistent with GDP growth of 3% at

an annualised pace. We now expect GDP growth to accelerate to a 4%
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annualised pace by early next year, as activity receives a boost from the fiscal

stimulus, an inventory rebuild and a release of pent up investment demand.
However, with few signs of life in the consumer sector, we expect the recovery
to be relatively modest compared with past experiences. Furthermore, as the
initial boost from inventories and investment begins to fade next year, we fear
that GDP growth could begin to slow again, as households shun spending and
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remain focused on paying down debt.
Output and activity indicators suggest the recovery is picking up pace. (Page 2.)

Consumption indicators reveal that household finances remain under pressure,
which is likely to constrain spending. (Page 3.)

Investment indicators are consistent with a rebound in business investment,
helped by lower borrowing costs. (Page 4.)

External indicators highlight the sharp decline in the trade deficit. (Page 5.)
Labour market indicators reveal more modest falls in employment. (Page 6.)
Housing market indicators suggest that the housing recovery continues. (Page 7.)
Inflation indicators show the threat of sustained deflation remains. (Pages 8 & 9.)

Financial markets indicators show a continued rally in equities, while bond
yields remain unusually low. (Page 10.)
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Output and Activity Indicators

e The rapid turnaround in the Conference Board's index of leading indicators strongly suggests that a recovery is
now underway (1). Similarly, the ISM manufacturing index has already reached a level consistent with GDP
growth of 3% at an annualised rate (2). Furthermore, with corporate bond yields tumbling and the early regional
activity surveys showing further improvement in September, there is every reason to expect that the ISM will

continue to strengthen over the next few months.

e We now expect GDP to expand at annualised rates of between 3% and 4% over the next four quarters (3).
However, growth is expected to moderate in the second half of next year, as the boost from restocking and the

release of pent up investment demand fades and consumption growth remains soft.

e The jump in the ISM manufacturing production index to a three-year high points to the recovery in factory output
picking up pace (4). Similarly, the survey evidence points to a further acceleration in the rebound in orders (5).
Nevertheless, the level of both output and orders is still massively below the peak reached last year (6). Even if

activity rebounds strongly, it will be some time before it returns to pre-recession levels.

1. Index Of Leading Indicators (%6m Ann.) 2. ISM Manufacturing Index & GDP Growth
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3. GDP (%q/q Ann.) 4. Manufacturing Output & ISM Production Index
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5. Durable Goods Orders & ISM New Orders Index 6. Durable Goods Orders ($bn)
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Consumption Indicators
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e There are some signs that households are starting to spend more freely, but consumption will remain weak until

the necessary deleveraging is complete. Most of the 2.7% m/m surge in retail sales in August was driven by a

10.6% leap in auto sales linked to the Cash for Clunkers scheme. Nevertheless, it is encouraging that sales

excluding autos, gasoline and food increased by 0.6% m/m (1).

e This is perhaps consistent with the latest rebound in confidence and the increase in household net worth by

$2,000bn in the second quarter, which reflected rising equity and house prices. However, confidence remains

very low by historical standards and net worth is still 20% below its recent peak (2 & 3).

e Despite reducing their outstanding debt by $58bn in the second quarter, at 129% the household debt to

disposable income ratio remains close to record highs (4 & 5). This ratio may need to fall to a more sustainable
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