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In summary: 
Global growth is forecast to pick up to 3% in 2014 as US growth 
accelerates and Europe swings from recession to recovery. The fiscal 
headwind will remain, but should ease significantly in the US next year. 
The emerging markets also perform better, but growth continues to be 
hampered by inflation and the need for rebalancing. On the policy front, we 
expect the Federal Reserve Bank (Fed) to begin to taper bond purchases 
in March next year, but to reinforce forward guidance at the same time so 

as to keep expectations of an early rate rise at bay. We expect the first rise in the Fed funds rate at the end of 
2015. Actual policy tightening is some way off in the US, but it is an even more distant prospect in Europe and 
Japan - regions which face significant challenges on the growth front. As a result, monetary policy in the 
developed world is set to diverge, an outcome which would tend to support the US dollar, but weigh on 
commodity prices and parts of the emerging markets.  
 
The European recovery sees a pullback in the third quarter as activity slows. Lower inflation is raising fears of a 
deflationary equilibrium, prompting the European Central Bank (ECB) to cut interest rates once again. We expect 
growth to stay sluggish due to pressure on banks to deleverage, while inflation should trend lower in the near 
term. Momentum in the UK remains strong, although we expect a temporary slowdown in the fourth quarter due 
to a build up in inventories recently.  

 
The outlook is more varied for the BRICs compared to our previous forecast. The bloc faces structural 
challenges to both growth and inflation, although these challenges are not uniform. A tapering of quantitative 
easing (QE) still poses risks to emerging markets, but domestic issues are a bigger constraint on growth. Expect 
political efforts to address these issues in the wake of 2014 elections in Brazil and India, and keep an eye on 
those already underway in China. The impetus for change seems less obvious in Russia.  

 
Forecast update: developed economies to lead pick up in global growth  
 
After three years of decelerating growth, the world economy is expected to strengthen in 2014 with global growth 
forecast to reach 3%, the best performance since 2011 as headwinds begin to fade, especially in the US.   
 

Diverging monetary policy 
We expect the Fed to begin to taper its QE programme from March 2014 and to combine this move with 
enhanced forward guidance to reduce expectations of an early rate rise. We forecast a rise in rates to only occur 
at the end of 2015. However, we expect monetary policy to remain on current settings or to become looser in 
other advanced economies. In Europe, we expect growth to improve to 1.1% in 2014 but the Asset Quality 
Review will provide a drag as banks focus on strengthening their balance sheets rather than increasing lending. 
With interest rates already at 0.25% and no mandate for QE, ECB president Mario Draghi’s policy options look 
increasingly limited in the face of deflationary concerns (see next section). In Japan, deflation concerns are 
reducing but we expect consumption and economic growth to be negatively affected by next year’s tax hike. In 
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light of this, we anticipate further loosening of Japanese monetary policy by the Bank of Japan (BoJ) and a 
continued devaluation in the yen.  
 
The combination of the Fed moving toward a tightening of monetary policy, whilst the BoJ and ECB keep policy 
loose should support a strong US dollar next year. As a result, we are likely to see further softness in commodity 
prices and more pressure on some emerging market economies. However, we also believe that markets are 
better placed to absorb the Fed’s tapering decision when it happens and we are unlikely to experience the same 
volatility seen in the summer of this year.  
 

Forces driving the US economy 
In the US, we see two factors sustaining the upturn in 2014. The first is a moderation in the fiscal headwind 
which, according to figures from the International Monetary Fund (IMF), is expected to fall from just over 2% in 
2013 to 0.7% of GDP in 2014. The second factor is the gradual repair of household balance sheets. Rising 
house prices are reducing the proportion of mortgage holders in negative equity, allowing more households to 
access lower interest rates. When combined with the improvements in the labour market, there would seem to 
be scope for mortgage lending and housing to pick up further.  
 

Risk scenarios 
The balance of risks is still tilted in a deflationary direction although the probability of this has dropped from 21% 
to 15% and upside growth risks have risen. We have also introduced a new scenario: Iran détente. This includes 
a substantial fall in oil prices which reduces inflation and thus boosts real incomes and consumption.  

 
Europe is recovering but with limited upside 
 
Recovery pullback 
Third quarter real GDP growth slowed to just 0.1% for the eurozone as a whole, largely owing to weakness in the 
two biggest member states France and Germany. This, combined with recent falls in inflation, has raised fears 
that Europe could slowly be slipping into a deflationary equilibrium. In light of such concerns, the ECB surprised 
the market in November by cutting the main policy rate by a further quarter of a percentage point to 0.25%.  
 

Lending headwinds 
Despite the eurozone’s exit from recession at the start of the year, bank lending across the region remains very 
weak. Given the imminence of the ECB’s Asset Quality Review and stress testing due in 2014, there seems little 
chance of a turnaround as banks are likely to restrict lending practices until they are certain what their obligations 
under these procedures will be. While we do not expect the ECB to cut interest rates further, we do expect the 
ECB to provide continued liquidity through Long-Term Refinancing Operations (LTROs) early next year to 
coincide with the need for many banks to rollover debt.  
 

UK forecast: speed bump ahead 
In 2014, we expect UK economic activity to maintain the strong momentum built up in the last few quarters. Our 
forecast is for growth of 2.4% next year. However, we may see a temporary slowdown in activity before the end 
of 2013 as the inventory build-up we have seen in recent growth figures begins to reverse. Household 
consumption growth is likely to remain elevated, while business investment is beginning to turn around. For 
2015, we forecast growth to ease to 1.9% as the government’s ‘Help-to-Buy’ scheme expires and fiscal 
tightening resumes after the election that year. We expect the Bank of England to keep monetary policy ultra-
loose over the forecast period.    
 

BRICS: staggering through stagflation 
 

China’s Plenum: long-term gains, short-term pains 
Our revisions to China’s numbers are driven by stronger than expected second quarter GDP growth of 7.8% year 
on year (prompting an upgrade to our growth forecast to 7.6% in 2013), and the outcome of the recent Plenum 
(pushing down growth to 7.3% next year). The package of reforms announced was more aggressive than many 
had expected, providing a positive surprise for markets. The medium- to long-term implications are a reduced 
likelihood of a ‘hard landing’, and a step towards rebalancing. In the short term however, a negative impact on 
growth seems likely before more growth-positive reforms kick in.  
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Brazil: between a rock, a hard place and another rock 
Policymakers in Brazil are in an unenviable position. Confronted with elections, falling growth, high inflation, twin 
deficits, a potentially weaker consumer and a possible ratings downgrade, the government faces serious 
constraints on its ability to address these issues through conventional tools. Expansionary fiscal policy will boost 
inflation and speed deterioration of the fiscal deficit, risking a credit downgrade. Tackling inflation will require 
hurting growth and employment, just in time for the resentment to be vented at the ballot box. Structural reforms, 
a long run solution to many problems, are equally poisonous to re-election chances. The short term outlook is 
not bright. 

 
India faces the music, and dances! 
Weaker-than-expected GDP growth in the second quarter of 4.4% year on year has prompted a downgrade to 
our growth forecast and we now expect growth of just 4.6% this year. While macroeconomic adjustment appears 
to be taking place following the rupee’s significant depreciation this year in the wake of QE tapering concerns, 
this optimism is muted by ongoing weakness in the manufacturing sector and stubbornly high inflation. Looking 
further ahead, we expect India’s May election to provide the impetus for reform, sowing the seeds for improved 
growth in 2015, while 2014’s numbers should be supported by cheaper commodities and a continued export 
recovery on the back of currency weakness.  
 

Russia: the road stays rocky 
Data released earlier this month showed Russian GDP grew just 1.2% year on year in the third quarter. Coupled 
with weak higher frequency data (industrial production contracted slightly in October), we revised down our 2013 
growth forecast for Russia to 1.5%. While growth should improve somewhat next year owing to an agricultural 
recovery and a slowing in de-stocking, this is likely to be offset by lower oil prices. Furthermore, monetary 
stimulus seems unlikely in the near term given the central bank’s hawkish stance and the persistence of inflation.  
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