
 

 

 

Forecast update 

February 2014 

In summary: 
Despite the recent wobble in the world economy and a further downgrade 
to the emerging economies, we continue to forecast a year of recovery in 
2014. We attribute much of the recent weakness in US activity to adverse 
weather, although recognise that there is also an inventory correction 
weighing on activity. Growth should pick up in the second quarter and we 
expect the Federal Reserve Bank (Fed) to continue tapering its 
quantitative easing (QE) programme and actually raise rates in the third 
quarter of 2015. Meanwhile, the European Central Bank (ECB) and Bank 

of Japan (BoJ) are expected to ease further to support activity and inflation, whilst the Bank of England (BoE) 
remains on hold through the forecast.  
 
The risks to our forecasts are still tilted toward deflation, although there is an increased probability of a stronger 
reflationary outcome if animal spirits return to the G7

1
. On the downside, our greatest concern is a hard landing in 

China emanating from the financial sector. Such an outcome would hit the rest of the emerging markets, 
particularly the commodity producers.  
  
Eurozone GDP growth is recovering as expected with no change to our 2014 and 2015 forecast. German growth 
has been downgraded due to its export exposure to emerging markets, while better results from the periphery 
prompt an upgrade. The inflation forecast has been lowered which should prompt the ECB to cut rates in the 
near term. UK inflation has also been downgraded, while growth has been upgraded although a slowdown in 
activity is still forecast going forward. 
 
We have downgraded the growth outlook for the BRICs and EM in the face of tighter monetary policy, and a 
range of country-specific concerns. Central banks are increasingly finding they must be cruel to be kind, and 
tame inflation even at the cost of lower growth.    

 
Global recovery to shrug off bad weather  
 
Our updated forecasts continue to paint a picture of recovery in the world economy, led by the developing world. 
Forecasts for the latter are little changed this month, but we have edged down our numbers for emerging markets 
once again. Overall global growth is forecast to accelerate to 3% this year after 2.6% in 2013. 
 
We have left our US growth forecast at 3% for this year and next because we believe that much of the recent 
weakness in activity has been due to adverse weather although inventory correction has also played a part. 
Nonetheless, we continue to look for a recovery as housing improves and the fiscal drag which weighed on 
growth in 2013 fades. We expect the Fed to end QE by October 2014 and to raise interest rates in the third 
quarter of 2015. We therefore also expect the US dollar to strengthen. 
 

                                                 
1 Group of seven developed nations: the US, Japan, France, Germany, Italy, the UK and Canada 



February 2014 For professional investors and advisers only 

 

2 

Elsewhere, we have raised our UK growth forecast to 2.6% for this year (from 2.4%) although we expect the UK 
to find 2015 challenging as political uncertainty weighs on activity. Contrary to market expectations we do not 
expect the BoE to raise interest rates until 2016. 
 
We also lifted our estimate for Japan’s growth slightly to 1.4% in 2014. Consumption tax increases are likely to 
weigh on growth more immediately and result in a step up of the BoJ’s asset purchases in the second quarter.  
 
Our eurozone forecasts are largely unchanged, but within the region we have raised estimates for the peripheral 
economies at the expense of the core. We now assume an interest rate cut of 15 basis points to 0.1% in the 
second quarter as the ECB acts to reinforce the recovery and head off fears of deflation. 
 

Risks and scenarios 
The distribution of global risks is still skewed toward the downside for growth and inflation, led by a hard landing 
scenario in China emanating from the financial sector. The occurrence of this ‘China financial crisis’ would have 
global consequences, but the effect would be most significantly felt in the emerging world. 
 
Our other deflationary risk scenarios include ‘eurozone deflation’, a substantial depreciation in the yen to 130 
against the US dollar as a result of Abenomics (‘Abenomics squared’) and a scenario in which the territorial 
dispute between China and Japan escalates (‘trade war’).  
 
On the upside, we see a ‘G7 boom’ where pent-up household demand, improved corporate capital expenditure 
and stronger animal spirits result in increased economic activity, higher inflation and tighter monetary policy. 
 

Europe: Forecast update 
 
Eurozone 
Eurozone aggregate growth rose to 0.3% in the three months to December and our forecast for 2014 and 2015 is 
unchanged at 1.1% and 1.4% respectively. However, we have lowered our German growth forecast due to the 
country’s exposure to emerging markets. The remaining countries mostly saw upgrades, particularly Spain and 
France, driven by a softer stance from banks on their willingness to lend this year. To reflect this, we dropped the 
previous ‘Spanish bailout’ scenario, and included a stronger eurozone recovery in the ‘G7 boom’ scenario. 
 
On the inflation front, we have lowered our forecast for the coming months due to increased deflationary 
pressures from food and energy prices, and emerging market currency depreciation. We expect the ECB to react 
by cutting the main refinancing rate from 0.25% to 0.1%, most probably at their June policy meeting.  
 
A further development worth watching is the European Court of Justice’s (ECJ) response to the German 
Constitutional Court’s (GCC) contention about the legality of the ECB’s Outright Monetary Transactions (OMT) 
programme. If the ECJ agrees with the contention, it may accept or recommend some limitations on the OMT in 
order to keep Germany happy. We do not think it likely that the Bundesbank will be forced to withdraw from its 
partnership/subscription with the ECB.  
 

UK 
The forecast for UK real GDP growth has been revised up slightly from 2.4% to 2.6% in 2014, and from 1.9% to 
2.1% for 2015. This is partly driven by better-than-forecast results for the end of 2013, but also by the pick-up in 
business investment, which should continue in the coming quarters.  
 
Inflation however, has been surprising to the downside with CPI below the BoE’s 2% target for the first time since 
the end of 2009. Inflation should fall further in coming months before rebounding in the second half of the year as 
base effects begin to reverse. We continue to forecast no change in monetary policy until the start of 2016.  
 
The BoE backed away from its previous 7% unemployment threshold, and has confused most with a wide array 
of indicators that it will now comment on. We support the holistic approach the Bank is emphasising, but the 
ongoing commentary is unhelpful, especially in trying to judge the degree of spare economic capacity. 
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BRICs: Central banks must be cruel to be kind 

China: Colic in the year of the horse 
2014 has started with unpromising data for China, particularly in terms of the manufacturing and property 
sectors. Furthermore, the default of two high profile trust products have already occurred this year, and with over 
5000 trust products due to mature during 2014, authorities face a number of challenges on the financial front.  
 
A financial crisis is the biggest risk to Chinese growth, and the authorities are determined to squeeze the shadow 
financing system to a more manageable size. We expect maintenance of a tight policy stance this year, 
especially given benign inflation, unless the economy looks set to miss its growth target. 
 
With both exports and investment looking weaker, and no sign of a significant pick-up in consumption, it is 
difficult to see where growth will come from. Consequently, we have reduced our growth forecast for China from 
7.3% to 7.1% this year, retaining our path of a small bounce in 2015 as growth-friendly reforms come into effect.  
 

Brazil: Inflation gets political 
Brazil’s growth has been downgraded to 1.8% from 2.0% largely on tighter monetary policy aimed at controlling 
inflation, although events in Argentina and a recent drought will also have an impact. 
 
Politics continues to play a key role, with elections in October and the latest poll showed declining approval for 
President Rousseff’s government. Authorities appear to recognise the signs that the electorate cares more about 
inflation than growth, and fiscal policy is now more supportive of the monetary stance, with spending cuts 
announced in the latest budget.  
 

India: Growth’s not in the bank 
India’s economy has been picking up recently and higher growth this year seems assured. However, we see a 
number of obstacles ahead, including tighter monetary policy, and we have downgraded this year’s growth 
expectations given a variety of challenges to domestic demand as well as political uncertainty. We do, however, 
believe that the inflation target range will be reached towards the end of 2015.   
 
Opinion polls continue to point to a Bharatiya Janata Party (BJP) victory in May’s elections, under Narenda Modi, 
and we still see this as a positive outcome given Modi’s success in Gujarat. However, the AAP’s (Common Man 
Party) recent win in New Delhi complicates matters and the risk of a “Third Front” government (an alliance of 
smaller parties) cannot be discounted.  
 

Russia: Reform required 
Data suggests that Russia slowed coming into 2014. However, recent rouble deprecation will damage the 
improvement in inflation and there is therefore little hope for a rate cut to support growth. In fact, in its most 
recent statement the central bank said it would tighten policy if the weaker currency impacted on inflation, and 
has now acted on this, hiking rates 150 basis points to 7% as the rouble weakened on events in Ukraine. It looks 
like more of the same low growth, high inflation scenario for Russia. 
 
Russia’s problem, similar to Brazil’s, is a lack of investment. At least one driver for this is a host of governance 
issues which badly needs reforms to rectify.  
 
In the absence of reforms or investment, we see inflation persisting at elevated levels, although tightening should 
feed through later this year and into 2015. Lower commodity prices could help, particularly in agriculture but 
falling oil prices will likely be mitigated by a depreciating rouble.  
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