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In summary: 
The US economy is enjoying strong momentum, having shrugged off the 
government shutdown, and leading indicators suggest that growth will 
remain robust in the first quarter of 2014. Risks are still skewed to the 
upside of our 3% real GDP forecast with signs that capital expenditure 
(capex) may also join the party as shareholders become more positive 
toward companies who invest. Stronger growth will bring lower 
unemployment and our view is that the US Federal Reserve (Fed) will be 
surprised by the pace of tightening in the labour market. Demographic 

trends suggest participation will continue to decline even as the economy strengthens - a view at odds with Fed 
projections. Any monetary policy decision would also depend on an assessment of labour market slack, but a 
tightening would begin to curtail activity. The focus on demographics is a reminder that the factors that supported 
strong US growth in the past are waning.  
 
The UK should see GDP surpass its pre-crisis peak this year, but it will do so with an over-reliance on housing and 
consumption. Meanwhile, the Bank of England (BoE) needs to go back to basics. Forward guidance has brought 
nothing but confusion, and we look forward to the unemployment threshold being scrapped. Finally, the 
government needs to be more honest with the underlying state of the public finances, while the proposed increase 
in the minimum wage looks risky. More fiscal tightening is on the horizon. 
 
Emerging markets have a busy election calendar this year. The Fragile Five all have elections, adding volatility to 
already febrile markets. The elections could be a catalyst for change in some, particularly India and Indonesia, but 
we see little cause for optimism elsewhere. 
 

Global: US growth pick up may be too much of a good thing 
 
Optimism about the US is gathering pace and we continue to forecast 3% growth in 2014. We also maintain the 
view that the risks to our projections are skewed to the upside. Importantly, we see evidence that one of the 
factors that has held US growth back in recent years - weak capex growth - is improving, with fund managers 
displaying a preference for companies that raise capex over those that distribute cash to shareholders. Together 
with strong consumption, a pick up in business capex is likely to drive stronger US growth.  
 

The Fed and the labour market 
The focus then turns to what the Fed will do about monetary policy amid stronger economic growth. Here the 
debate centres on the unemployment rate, which is now 6.7%. One factor behind the decline has been the fall in 
the participation rate. Whether this is a temporary or a permanent feature of the labour market will largely 
determine the path of monetary policy. It is our view that the participation rate will edge towards 62% and if job 
growth remains robust, the unemployment rate will fall to the Fed’s target rate quicker than the authorities are 
currently expecting. This in turn will pressure the Fed to tighten monetary policy faster than anticipated. 
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Long run trends point to weaker potential growth 
Tighter monetary policy will, however, constrain activity. Furthermore, looking at current demographic trends, it is 
clear that the factors that supported US growth in the past are fading. As female participation in the labour market 
peaks and the Baby Boomers begin to retire, the economy will lose two of the main factors that drove the increase 
in the work force in the past. Slower labour force growth will weigh on economic growth in the long term.  

 
Stop press: the emerging markets rout 
Coming back to the present, emerging markets have been hard hit lately. Triggered by the recent Argentinian 
crisis, investors appear to be rapidly discounting a situation in which other emerging markets face similar currency 
pressures as a result of a strengthening US economy and dollar. Thus the emerging world looks set to experience 
the downside financial effects of a stronger US economy before they can reap the benefits of greater demand for 
their exports.   
 

UK: New Year’s resolutions 
 
Almost there 
As UK economic growth gathers momentum, the level of real GDP growth is almost back to its pre-crisis peak 
which could be reached as early as the third quarter of 2014. However, the recovery has been far from balanced. 
Growth appears to have been driven largely by household consumption which, given the sector’s weak 
fundamentals (falling real wages and savings rates), looks unsustainable. Business investment, government 
spending and net trade seem to have had either a negative impact on growth or no effect at all.  

 
Unemployment and the BoE 
Meanwhile, unemployment has been falling at a faster pace than the BoE had anticipated. As a result, interest 
rate expectations have been rising which in turn has pushed up mortgage rates and hurt exporters (through the 
effect on the trade-weighted sterling). A review of forward guidance, as hinted at by the governor of the BoE 
Mark Carney recently, would be welcome. Indeed, the BoE should adopt a New Year’s resolution to improve 
communication and avoid the unnecessary confusion caused by such a single-factor policy in the future.     
 

Fiscal faux 
The Bank of England is not the only institution in need of a New Year’s resolution. The Chancellor, along with the 
Treasury, needs to be more honest about the underlying situation in the UK’s public finances. Although George 
Osborne boasts a £17 billion reduction in the budget deficit so far this fiscal year compared to last year, once 
one-off factors have been stripped out, the deficit has hardly fallen. Furthermore, authorities should be wary of 
boosting demand by increasing minimum wages. This is likely to be detrimental to competitiveness and limit job 
creation. 
 

Emerging markets: Will emerging markets elect to grow?  
 
2014 holds a busy political calendar for the Fragile Five.  
 
Brazil 
The most recent polls suggest that the incumbent president, Dilma Rousseff, is likely to win October’s presidential 
election. However, she faces a number of challenges before then including the World Cup, the election campaign 
itself, ongoing weak economic growth and high inflation. Regardless of the outcome of the election though, the 
winner will need to tackle the latter two issues as well as the fiscal deficit. This will likely require a fine balancing 
act between tightening policy to address the fiscal deficit and inflation, while also trying to support growth.  

 
India 
Unlike Brazil, polls suggest a probable change in government in India following elections which are to be held in 
April or May. Narendra Modi of the opposition Bharatiya Janata Party (BJP) is the current frontrunner for prime 
minister and is the market’s favoured candidate given his pro-business stance. It is widely expected that the 
reform process already underway will continue under a new government.    

 
Indonesia 
Having reached his term limit, incumbent president Yudhoyono must step down this year and current opinion polls 
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suggest the reform-minded Jakarta mayor, Joko Widodo, as his likely replacement. There are a number of 
structural issues the new president will have to face including an over-reliance on raw materials as a driver of 
economic growth.  

 
South Africa 
With an estimated 53% of the vote according to recent polls, support for the ruling African National Congress 
(ANC) party appears to have declined since the 2009 election. While this is unlikely to prompt a dramatic change 
in policy, it could spur the government into speeding up reform efforts. However, with a growth model heavily 
dependent on commodity prices, a weak currency and high inflation, headwinds for economic expansion remain.  

 
Turkey 
The latest opinion polls suggest that Prime Minister Erdogan’s Justice and Development Party (AKP) remains 
firmly in the lead. This, despite the recent corruption probe that led to the detainment of 52 people, some with 
close ties to the government. If the AKP do well in March’s municipal elections, Erdogan is likely to run for 
president and push for executive power, as he is unable to serve another term as an MP. The prospect of such an 
outcome would keep the pressure on Turkish assets.  
 

Please click here for the full monthly Economic and Strategy Viewpoint.  
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