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In summary: 
US economic activity is strengthening after a harsh winter and the 
economy is leading the global upswing in the developed world. 
Whilst good news for global growth, the US economy that is 
emerging is playing a smaller role in driving global growth than in 
the past. Signs of this are already apparent as, despite leading the 
upswing, the US trade deficit has not deteriorated as in the past.  
 
This is not a US ‘stagnation’ forecast, however, as although 

weaker consumer spending is an element, we also see better trade performance from the US. Instead, the 
greater pressure will be felt in the rest of the world, particularly the emerging markets. Deflationary pressures that 
have been apparent in recent inflation figures are also likely to persist.  
 
UK house prices are rising strongly again despite very weak earnings growth. Low interest rates and various 
forms of monetary and fiscal stimulus schemes have reignited confidence. While rising house prices are 
indicative of a recovering economy, questions are being asked over its sustainability. We find that a chronic lack 
of supply is to blame and believe it is time for the government to enter the market to provide additional supply. 
 
Elections in South Africa next week are certain to return a majority for the ruling African National Congress (ANC) 
despite corruption allegations. However, the race for second place could sway the future direction of policy at a 
crucial time for an economy struggling with a febrile labour situation and anaemic exports. Reform is needed but 
far from guaranteed. 
  
China has begun to slow but we do not believe significant stimulus is likely. Measures so far have been for the 
support of, rather than an acceleration in, economic activity. 
 

The US leads the recovery, but the world’s locomotive is fading  
 
The US economy is picking up again after a harsh winter and is leading the developed world’s recovery. 
However, there are signs that the US is playing a smaller role in driving global growth than in the past. This is 
likely because the economy has become more oriented toward domestic producers and is unlikely to grow as 
strongly as it previously did. This will have important implications for global trade, emerging markets and global 
inflation. 
 

The improvement in US trade performance 
Despite leading the recovery, the US net trade position has not deteriorated as one would expect. Usually, the 
economy leading an upswing would experience a surge in imports which would prompt a worsening of the trade 
position and possibly drag on GDP growth. Instead, net exports in the US have been largely stable at around       
-2.5% of GDP since 2009. The most compelling reason for this is that the US dollar is more competitive today 
than during the last recovery. This has helped boost exports as a share of global trade and encouraged more  
onshoring (bringing production back to the US from overseas locations) such that an increase in US demand now 
has less effect on imports and growth in the rest of the world. 
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Long run consumer spending drivers are flagging 
The financial crisis has exposed an underlying weakness in US consumer spending and given high debt levels (in 
the household and government sectors), household borrowing and income growth will likely remain subdued 
going forward. Arguably, the Federal Reserve is now trying to trigger a return to borrowing through boosting asset 
prices and wealth. The risk is that this causes another bubble.  
   

Conclusion 
Pulling this together brings us to the conclusion that the US is likely to be less of a locomotive for global growth 
than it has been in previous cycles. Consumer spending is likely to be more lacklustre and, of the demand 
generated by the US, more is likely to be met by domestic rather than overseas production. This is not 
necessarily a ‘stagnation thesis’ because the US could still perform well as trade performance drives growth.  
 
This is not good news for the rest of the world, particularly for those economies which have relied on selling to the 
US. The emerging markets are vulnerable in this respect and it is notable that the surplus in these economies has 
declined significantly from 5% to 1% of GDP since the crisis, according to figures from the International Monetary 
Fund. It is also notable that much of the improvement in US trade has been because of trade with the ‘Fragile 
Five’ (Brazil, India, Turkey, Indonesia and South Africa). These economies are now adjusting, but analysis 
suggests that there will be no return to pre-2007 export growth.  
 
Clearly then there will be continuing pressure on emerging economies to restructure and reorientate their 
economies toward domestic rather than external demand. However, this takes time and in the interim there will 
be excess capacity and slack as the world economy moves to a new configuration. Consequently the deflationary 
pressures which have been apparent in recent inflation prints around the world are likely to persist.  
 

UK: Taming the housing market 
 
Boom times are back  
The UK housing market is booming once again and Chancellor George Osborne is tightening tax laws. He is 
seeking to close obvious loopholes, but the strategy is also in response to fears that foreign investors could be 
fuelling the next property bubble. In our view, the Chancellor should pay more attention to the woeful lack of 
supply of new homes. 
 

It’s a lack of supply, stupid 
Given a growing population, demand for residential property is rising. However, with supply so inadequate, house 
prices must rise in order for the market to clear. In London, the population has grown 5.6 times faster than the 
availability of property in the last three years alone. According to our calculations, the annual supply of London 
property needs to more than double just to stop the imbalance worsening.  
 

Will it all end in tears… again? 
Judging whether the market is now in a bubble is difficult. However, evidence suggests that despite high house 
prices and relatively weak earnings growth, mortgage affordability is still good because of low interest rates. At 
some stage the Bank of England will raise interest rates though. We should then see mortgage payments rise as 
a share of disposable income, which will eventually reduce housing demand. The danger is whether new buyers 
will still be able to afford their mortgages, or whether we start seeing the number of delinquent mortgages pick up. 
 

Caution required 
It may soon be time to take precautionary action, before the housing market becomes dangerously overheated. 
Given concerns about the fragility of the economy and the risk of deflation, authorities may have to rely on 
measures other than interest rate hikes to cool the housing market. A likely course of action could be from the 
Financial Conduct Authority (FCA) in partnership with the Bank of England’s Prudential Regulation Authority 
(PRA). These bodies are now taking steps to improve loan quality which we believe make a lot of sense.  
 
However, the only real policy that has any chance of working in the long term is the provision of additional supply. 
The private sector has historically never been able to produce the number of homes that are now required to 
stabilise supply relative to population growth, so the government must consider entering the construction market. 
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If they fail to do so and house prices continue to rise aggressively, the UK could find that the average household 
will no longer be able to get on to the housing ladder, which will ultimately raise demand for social housing, and 
therefore increase costs for the exchequer in the long run. It’s time to build again. 
  

South Africa: Zuma zooms on 
 
Despite South Africa’s anti-corruption watchdog publishing a damning report on ’security’ upgrades to President 
Zuma’s home, opinion polls continue to point to victory for the ruling ANC in elections on May 7th. The race for 
second place, between the reformist and market-friendly Democratic Alliance and the left-wing populist 
Economic Freedom Fighters, could sway the direction of future policy. At present though, the polls suggest no 
particular political push is likely so the base case is for more of the same. The only positive we can offer is that 
we should see more movement on reform post-elections, when there is more political capital to spend.  

 
Still fragile 
South Africa has been slow to make macroeconomic adjustments to remove its ‘Fragile Five’ label. This fragility 
stems almost entirely from its poor export performance, which has been driven largely by a fall in local 
production and lower global commodity prices. While South Africa is powerless to affect commodity prices, it 
could at least do something to address its local production problems. Labour disputes are frequent and costly, 
particularly in the mining sector. Reforms to labour institutions and the market as a whole would help address 
this issue, and encourage new investment in industries capable of generating export revenues.  

 
Domestic picture still weak 
Growth since 2009 has been dependent upon public consumption and public infrastructure investment, which 
between them have accounted for nearly 40% of growth in that period. However, private investment has been 
weak and consumption is faltering in the face of tighter credit conditions and high inflation. The National 
Treasury’s commitment to keep expenditure growth to just 2% per annum in real terms (excluding interest 
payments) is to be welcomed but will limit fiscal support for growth. All in all this looks set to be a tough year for 
South Africa, whatever the electoral result in May. 
 

China: The dragon begins its descent 

Chinese GDP growth slowed in the first quarter of 2014, from 7.7% at the end of last year to 7.4%, year on year. 
Although this was better than expected, data generally points to continued softness in the second quarter and we 
do not expect a significant stimulus response. While we have seen some policy fine tuning, this is likely to have 
only a marginal impact at the macro level. We have already heard that growth of 7.2% would apparently be in 
keeping with the growth target of ‘about 7.5%’, and that growth is currently at acceptable levels. Growth will have 
to weaken much further before significant stimulus is enacted.  
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