





year US Treasury yields had risen from just over 2.0% to just over
3.5% by the end of Q2. The rise in yields in the US and elsewhere
is probably a reflection of a shift in concerns amongst government
bond investors. Three to six months ago they were focussed on
the prospect of deflation; by the end of Q2 this year yield levels
probably reflected an expectation of a return to at least moderate
inflation in the not to distant future. Contrast government bond
yields in the US, Eurozone and the UK with those in Japan. In
Japan it appears that the performance of Japanese government
bonds reflects an expectation that deflation is back with a
vengeance in the world’s second largest economy.

Chart 4: Ten-year government bond yields since January
2008
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The economic outlook

The first quarter of this year has turned out to be one of the worst
on record for the global economy. UK economic growth fell by
2.4%, German economic growth by 3.80% and Italy’s by 2.63%.
Meanwhile outside Europe, US economic growth plunged by
1.40% and Japan's plummeted by an astonishing 3.76% — a record
fall ... even for Japan. Unsurprisingly the Consensus Economics
forecasts for the 2009 full year make for grim reading, as Chart 5
shows.

Over 2009 the US economy is expected to perform the best of the
G4 economies, since it is only expected to shrink by 2.8% in total.
The next best performer according to the forecasters is expected to
be the UK which is expected to contract by 3.7%, followed closely
by the Eurozone which is expected to shrink by 4.2%. Over the full
year however, Japan is expected to collect the wooden spoon for
economic growth. It is expected to shrink by 6.6%.

Chart 5: 2009/2010 GDP forecasts
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The good news is that some growth is expected in 2010, although
it is expected to be very minimal. The G4 economy expected to
rebound most strongly as the chart shows is the US, followed by
Japan. And although the UK and the Eurozone are expected to
grow in 2010, these expected growth rates, if they turn out to be
correct, will be so small that the economic environment will be
indistinguishable from recession.

Chart 6 shows the Consensus Economics views of inflation this

year and next for the G4. Japan and the US are expected to have
experienced deflation over the course of the year, while inflation

is forecast to be positive in the Euro area and particularly so in the
UK. In fact inflation in the UK is expected to be almost unchanged
between 2009 and 2010, where it is expected to stick close to the
MPC's target. Inflation is expected to pick up in both the Eurozone
and the US, but Japan is expected to remain mired in deflation next
year too.

Chart 6: 2009/2010 Inflation forecasts
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