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In summary: 
Evidence is building of a slowdown in global growth, repeating 
the pattern seen in recent years where a strong start to the year 
fades in the spring. We see the current downshift as a 
consequence of the inventory cycle and tighter fiscal policy in the 
US against an ongoing backdrop of fiscal austerity and bank 
deleveraging in Europe. Equity markets have reacted negatively to 
the slowdown in previous years and they may do so again. Much 
of the current rally has been driven by defensive rather than 
cyclical growth-sensitive stocks. Central bank money printing has 
played a key role in driving investors into bond-like equities with 
recent action by the Bank of Japan (BoJ) accelerating the trend. If 
weaker growth brings expectations of more central bank action, 
2013 could see the market avoid another ‘sell in May’.  
 

In Europe, first quarter data shows industrial production stabilising, however, leading indicators suggest that 
the pace of economic contraction may be about to worsen. Meanwhile, inflation is falling quickly, and 
when tax increases are excluded, some countries appear dangerously close to deflation. The European 
Central Bank (ECB) has reacted by cutting interest rates, although we argue that more is needed to lift the 
economy. Unfortunately, the use of quantitative easing (QE) still seems to be some way away.  
 
The recent fall in Chinese growth was caused by a reduced contribution from investment, consistent with 
the story of rebalancing towards consumption and away from investment. However, rebalancing is 
likely to be a long process with China still facing substantial investment requirements. 
 

Another year of ‘sell in May'? 
 

For the past three years, equity markets have started the year strongly on the back of increased optimism 
about the world economy, only to lose faith in the spring and fall back. Recent figures suggest that 2013 is 
following a similar pattern. The latest Purchasing Manager’s Indices’ (PMI) showed output fell in the US, 
China and the euro area, indicating a loss of manufacturing momentum globally in April. There was further 
disappointing data from the US, including an increase of just 88,000 jobs and falls in retail sales and orders 
for durable goods in March. Elsewhere, China reported weaker-than-expected GDP growth for the first 
quarter: 7.7% y/y compared with expectations of 8%. 
 
Genuine slowdown or statistical quirk? 
There has been a suspicion that statisticians have been overcompensating in their seasonal adjustments in 
the first quarter as a result of the impact of the financial crisis. Consequently, we get a false impression of 
first quarter strength, which then unwinds sharply as the seasonal adjustments go into reverse in the 
second quarter. However, this year, the weather has been more ‘normal’, commodity prices are better 
behaved and the euro crisis has not re-erupted. Therefore, we see the current slowdown as a consequence 
of the inventory cycle and tighter fiscal policy in the US against an ongoing backdrop of fiscal austerity and 
bank deleveraging in Europe  
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The US avoided the fiscal cliff, but not fiscal tightening  
Although the worst was not realised, US taxes still rose by around 1% of GDP; primarily on wage earners. 
In addition, the sequester kicked-in on 1st March bringing with it sharp cuts in defence and welfare 
spending, which could result in non-farm payroll figures seeing a loss of 30,000 jobs per month. As a result, 
we forecast that growth in the second quarter will nearly halve to 1.6% (q/q annualised) after 2.5% in the 
first quarter. 
 
Will slower growth end the rally in equity markets? 
Despite the increasing signs of slower activity, equity markets and risk assets generally continue to rally. 
Investors may simply be looking through the current weakness and taking the view that the US is on the 
road to recovery having made considerable progress in deleveraging and restoring the health of its banking 
system. This would be in line with our macro view where we see the US economy picking up pace again in 
the second half of the year and growth potentially heading back towards 3%. 
 
A three-speed world economy 
The three-speed world has become a feature of the world economy with the emerging world still enjoying 
the strongest growth, the US recovering and Europe stagnating. The current pattern of market behaviour 
(rise in risk assets accompanied by a rally in government bonds) suggests that liquidity is driving risk assets 
by forcing bond yields down and pushing investors out along the risk curve in a search for yield. Investors 
are also anticipating the BoJ’s impact on global bond markets and although there is little evidence in the data 
that capital is flowing out of Japan yet, we believe this is the start of a major theme in markets. 
 
‘Bond-like’ stocks leading the equity rally 
Looking at the sector breakdown of the rally it is clear that the search for yield is driving markets, not 
expectations of stronger global growth. Defensive sectors are being bought for their steady dividends and 
relative insulation from the economic cycle. Slower growth could lead to another ‘sell in May’, but if it leads 
to expectations of even more QE or other central bank action, 2013 could buck the recent trend and the 
rally will continue. 
 

Europe needs the ECB to act 
 
Industrial production data has improved, but leading indicators suggest that the economy could be about to 
take another turn for the worse. The ECB now appears likely to provide some form of monetary stimulus, 
probably in the form of a cut in its main policy interest rate, despite there being a need for more aggressive 
action. 
 
Is Europe really recovering? 
Despite the events in Italy and Cyprus, most European bourses are up year to date, while the yields on 
peripheral government bonds continue to fall. On the macro front, the latest industrial production data 
suggests some form of stabilisation across the biggest member states (Germany, France and Italy). As a 
result, we forecast the quarterly eurozone aggregate GDP to improve in the first quarter, rising from -0.6% 
to -0.2%. However, the macro composite PMI for the eurozone aggregate has fallen for three consecutive 
months since its peak in January suggesting we may yet see the decline in activity persisting for longer this 
year than previously anticipated. 
 
Deflation risk rising 
While the growth recovery is being called into question, inflation data continues to show underlying inflation 
falling across the eurozone from 2.2% at the end of 2012 to 1.2% in March – meeting the ECB’s target of 
below 2% annual inflation. The underlying weakness in pricing is highlighted further when taking into account 
the impact of tax increases, which are artificially raising the rate of inflation. The distortion is greater in countries 
that have recently raised value added tax such as the Netherlands and Spain. These dynamics are particularly 
worrying for Spain given the state of its public finances and high unemployment. If deflation truly takes hold in 
Spain, then we could see debt becoming less affordable - the so called debt-deflation spiral – and a sudden 
return of bond vigilantes, forcing up Spain’s borrowing costs and exacerbating the crisis in peripheral markets. 
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Calling ‘Super’ Mario 
Last month, ECB President Mario Draghi said the executive committee was ready to act if the macro 
environment deteriorated further but, in reality, its options are limited. The immediate action has been to cut 
the main policy interest rate (refinancing rate) from 0.75% to 0.50% along with the marginal lending rate to 
1%, which is marginally helpful, but is unlikely to solve any of Europe’s fundamental problems. The ECB 
could also explore more non-standard measures like providing liquidity through long-term refinancing 
operations. In our view, Draghi needs to challenge the ECB’s legal framework and begin to discuss QE as a 
potential policy tool in fighting deflation rather than just as a tool to monetise debt as it has been portrayed 
in the past. 
 

Is the Chinese economy rebalancing? 
 
The recent first quarter GDP release continued to suggest that the much vaunted rebalancing towards 
domestic consumption and away from investment has started but it is likely be a long and slow process.  
 
With a burgeoning middle class, the growth of Chinese consumption is a long-run, structural trend, more 
resilient to cyclical swings than investment – an area more sensitive to the business cycle. Additionally, we 
would also expect to see economic development lead to an increasingly important services sector, driven 
by real estate and retail sales, and a smaller share for the manufacturing sector. While there are likely to be 
cyclical disturbances, structurally, we should continue to see the rise in the growth contribution of the 
services and consumption sectors somewhat offset a decline in the manufacturing and investment 
contributions.  
 
There are a number of reasons why this rebalancing will be a gradual process and may not necessarily 
spell the end of the investment boom. Firstly, the ongoing urbanisation process in China (targeted to rise 
from 50% to 60% by 2020) will remain supportive of heavy investment programmes in housing and 
infrastructure. Secondly, though investment growth has been very strong, the Chinese capital stock relative 
to GDP remains below more advanced peers suggesting there is scope for further catching up to take 
place. Finally, investment remains one of the quickest ways for authorities to shore up a rapid cyclical 
deterioration. While mild slowdowns will be tolerated, any signs of a sharper decline or ‘hard landing’ will 
continue to be met with stimulus to support the economy and prevent unrest. 
 
This is not to say that all the investment in China is efficient, or that rebalancing is not important. It is vital 
that the efficiency and productiveness of investment spending is improved to eradicate this underutilisation 
of resources. In addition, the liberalisation of the financial system, another long-term theme, will be 
beneficial in allowing the market to determine the allocation of capital as opposed to policymakers. 
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