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International
Global economic growth will probably have dipped in the second quarter to its slowest
rate since the recovery began, notwithstanding the extremely accommodative monetary
policies around the globe. Fiscal stimulus has also been at unprecedented levels (apart
from Europe where the only meaningful austerity measures have been applied).

The magnitude of the stimulus to date and the reduced options still available to central
banks suggests that the law of diminishing returns must soon set in. On the monetary
front, central banks have almost exhausted the measures available to them and only
limited options remain. Long term rates are down around 70% since 2007 [CHART 1]. In
terms of fiscal measures, governments around the world have almost reached the end
of the road as far as their deficit financing capabilities are concerned.

In Europe, the measures introduced to date – from conventional rate-cut stimulus to
emergency liquidity funding (LTRO, EFSF, IMF, etc) with ever-easier collateral
requirements – have proved no more than short term palliatives and have often had
unintended consequences. For example, the low interest three year loans to European
banks (LTRO) certainly deferred an imminent banking crisis but the funds received
were (as intended) mainly ploughed back into their own country’s sovereign debt
issues. While providing an attractive ‘carry’ for the banks these were, of course, the
very same instruments that helped plunge the banks into crisis in the first place and
have thus probably aggravated the vulnerability of bank balance sheets. The European
banking shares are down over 80% from their 2007 highs [CHART 2].

The agreement to set up a joint banking supervisor was seen as presaging a move to
greater integration. Although hardly a panacea for the European debt and deficit saga,
it is a positive step forward in that member states have for the first time relinquished an
important part of their sovereignty. It was also seen as a sign that ‘when pushed to the
brink, even Merkel will blink’. This has ignited hopes that joint approval of member
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brink, even Merkel will blink’. This has ignited hopes that joint approval of member
country budgets may indeed follow, in time. (Quite some time, in our view . . .)

In the interim, however, we have a world where the largest economic unit – Europe –
is in recession and global growth is slowing despite massive monetary and fiscal
stimulus. The horrors of Greek-style austerity and the implications of soaring sovereign
interest rates have been firmly imprinted in the minds of investors whose anxiety levels
have spiralled skywards. Despite record low interest rates, investors have switched
unprecedented amounts into bond funds – almost $1 trillion since the beginning of 2009
– as investors have bailed out of equities and other more risky investments.

Where to from here?

Global PMI’s are still declining with both the US PMI and the JP Morgan global PMI
falling to 3 year lows below 50 – into contraction territory [CHART 3]. However,
inventories appear to be stabilising which should be positive for manufacturing growth
in the months ahead as manufacturing will not be as depressed by inventory
withdrawals. Also, demand will be boosted by the sharp fall in oil, commodity and food
prices (global inflation is projected to decline to 1.5% in the second half). The lift to
consumer spending, particularly in the US, will assist in carving out a bottom for the
deteriorating world growth rate.

The important US housing market appears to be forming a base for recovery, with
prices appearing to stabilise, albeit around very low 2002 price levels [CHART 4]. New
home sales levels, however, remain dismal. If price levels are sustained it will remove a
significant drag on growth which, combined with inflation relief, should result in
improved consumer and corporate confidence.

While it is clearly way too early to suggest that these developments are signalling a
reversal of the downtrend in global growth, it does suggest a slower rate of decline. But
severe headwinds remain: further weakness in Europe appears inevitable which,
coupled with the slowdown in Asia and the US, raises the risk of a synchronised
downswing of serious proportions. And this ignores the very likely prospect of a further
debt ceiling crisis in the US and the onset of the 'fiscal cliff'.

0
Jan-07 Jan-08 Jan-09 Jan-10 Jan-11 Jan-12

US Mfg PMI and JPM Global PMI

25.0

30.0

35.0

40.0

45.0

50.0

55.0

60.0

65.0

2007 2008 2009 2010 2011 2012

2002 2004 2006 2008 2010 2012

US new home sales and house prices

EXPANSION

CONTRACTION

 Flagship Asset Management (Pty) Limited
ICR House • Alphen Park • Main Road • Constantia • 7806   |   Private Bag X21 • Constantia • 7848 • South Africa

Telephone +27 (21) 794 3140 • Facsimile +27 (21) 794 3135
www.flagshipsa.com     |     info@flagshipsa.com


