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Financial markets are supposed to be good at spotting patterns 
and exploiting them. If a price tends to follow a particular 
pattern for any length of time, the market should spot it quickly 
and buy or sell the asset in advance of the move. In short, 
arbitrage opportunities should be arbitraged away. So you 
would think that if the economy showed the same pattern each 
year, the market would figure it out. You would also think that 
economists would be able to figure it out.

Yet for the last few years, the market has demonstrated the 
same pattern. The first quarter comes in fairly strong, in line 
with expectations or even somewhat stronger. The second 
quarter then disappoints expectations quite severely. The 
economic surprise index for the US, which measures the degree 
to which economists’ data expectations have been wrong, 
exemplifies this pattern (see chart 1a). In 2011 and 2012, the 
economic data was broadly in line with or better than expected 
in the first few months of the year. The surprises then turned 
decidedly for the worse in the second quarter before recovering 
in the second half. The surprise index for the G10 follows the 
pattern of previous years almost to the day (chart 1b).

Economists are partly to blame for this pattern. A surprise index 
is not meant to show the actual behaviour of the economy, but 
instead how much the behaviour surprises. Unfortunately the 
two are highly correlated because economists’ estimates are 
not very good at spotting changes in direction. If economists 
are optimistic at the beginning of the year and the data duly 
comes in optimistic, the surprise index moves sideways. When 
data turns bad, economists are caught out. This shows up as 
a downturn in the surprise index, and it takes quite a while for 
economists to adjust their expectations. Once they finally do, or 
the data turns out better, the index turns up again. In short, the 
surprises are driven by the data, and the expectations tend to 
lag behind.
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Chart 1: Pattern recognition

Citigroup economic surprise index, change relative to the average of  
the first quarter

Markets seem to have been following a pattern for the last few 
years. The first quarter comes in strong and the second quarter 
then disappoints expectations quite severely. This may be 
partly due to the fact that economists’ expectations lag behind 
changes in data direction. It may also have something to do 
with the technical and somewhat dreary question of seasonal 
adjustment: the financial crisis hit hardest in Q4 2008 and Q1 
2009. The changes were so big that the seasonal adjustment 
models started to interpret some of this as seasonal factors 
and may have over-adjusted. The final factor seems to be 
coincidence in the timing of political or policy shocks.
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If economists are not very good at these predictions, are 
markets any better? Apparently not. Over the last two years, 
equities did well in the first quarter and poorly in the second. 
Sovereign bonds were flat in the first quarter and then rallied. 
So far the first quarter of 2013 has followed exactly the same 
pattern, and fits with markets being just as surprised as 
economists (see chart 2). 

Credit markets have not shown quite such a changing 
pattern, having rallied straight through the first and second 
quarters of both 2011 and 2012 (and again in 2013). Just as 
with the other asset classes, there is much less of a pattern 
in the second half of recent years – but maybe markets were 
more optimistic.

One rather dreary (but important) technical explanation for 
the errors could be difficulties with seasonal adjustment. 
Almost all economic data that is released is adjusted for 
the seasons. If not, most indicators would jump up high in 
December around Christmas and then plummet in January, 
for example. The idea of seasonal adjustment is that some of 
this seasonal pattern is predictable, so we can use statistical 
techniques to remove it. The cleaner seasonally adjusted data 
should give a better reading on what the underlying changes 
in the economy are.

In addition to messing up the global economy, the financial 
crisis messed up seasonal adjustments. The ensuing economic 
downturn hit hardest in the fourth quarter of 2008 and 
the first quarter of 2009. The changes were so big that the 
seasonal adjustment models started to interpret some of 
this as seasonal factors. The net result is that for many time 
series Q4 and Q1 may have adjusted too far upwards and 
consequently Q2 and Q3 adjusted too far downwards.

This effect, however, should be temporary as the models 
adjust. Even if seasonality explained some of the pattern in the 
last couple of years, it may also have been a coincidence in the 
timing of political or policy shocks. Without another political 
or policy surprise, there is little reason to believe that the 
pattern will continue through the second quarter. Of course, 
politicians in the US have given us the sequester to affect the 
second quarter, and politicians in Europe have given us Cyprus 
and Italian political stalemate. Maybe it is not the market that 
follows the seasons, but rather the politicians.
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Chart 2: Returning pattern

Total return indices for global asset classes, change relative to average 
of first quarter (%)

Source: MSCI, Bank of America Merrill Lynch 
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