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In summary: 
A modest recovery in the US is offset by continued weakness 
in Europe, whilst the emerging economies are feeling deflationary 
pressure from weaker commodity prices and a stronger dollar. 
The bright spots are Japan and the UK. However, an easing in 
fiscal austerity, lower commodity prices and signs that quantitative 
easing (QE) is gaining traction will support activity as we head into 
2014. The US will continue to gather pace and lead the global 
upturn. We expect the Federal Reserve (Fed) to start tapering 
purchases of bonds from April next year. Overall, the balance of 
macro risks has become broader and now encompasses 
stagflationary outcomes as well as more favourable scenarios.  
 

The eurozone continues to be mired in recession prompting the European Commission (EC) to take 
action by recommending some member states delay austerity in exchange for more progress on structural 
reforms. While our forecast for eurozone growth has been nudged down, the forecast for UK growth has 
been revised up. Eurozone inflation has been revised down, largely due to falls in oil prices. Better 
prospects hinge on whether the European Central Bank (ECB) begins to consider buying securities backed 
by corporate loans.  
 
We have downgraded our 2013 growth outlook for the BRICs, as signs that the recovery we had been 
seeing has lost momentum. The exception to this is India, where improved inflation dynamics should 
support activity. 
 

US on track, emerging economies cooling whilst Europe drags 
 
Our global growth forecasts are little changed this quarter, but well below par, with activity expected to rise 
2.4% this year before picking up to 3.1% in 2014. Slower growth can largely be attributed to eurozone 
weakness, which is still expected to spend 2013 in recession with a contraction of 0.7%. We are trimming 
our 2013 forecast for emerging market economies to 5% from 5.2%. Meanwhile, the US recovery remains 
on track (2.1% growth expected this year) and we have revised up our forecasts for Japan (to 1.6% from 
1%) and the UK (to 1.1% from 0.6%). 
 
The transatlantic divide 
Going into 2014, we see a continued global recovery led by the US, which has made the most progress in 
adjusting to the aftermath of the financial crisis. By comparison, Europe still has some way to go with the 
IMF estimating that peripheral banks still need to de-lever by $1.5trillion (IMF global financial stability 
report). 
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Factors shaping growth: fiscal policy, lower commodity prices and monetary policy traction 

 We still see scope for activity to pick up in Europe next year as austerity eases. Fiscal austerity is 
also expected to be less significant in the US next year with the headwind dropping from 1.7% GDP 
this year to 0.8% GDP in 2014. In contrast, Japan’s planned increase in the consumption tax will 
result in a tightening of around 2.5% GDP in 2014 meaning growth will remain close to 1.5%.  

 Growth in the developed economies and consumers everywhere are set to benefit from lower 
commodity prices. This has had the effect of pushing down our inflation forecasts for 2013 to 2.4% 
from 2.7%.  

 QE has struggled to boost credit, but is expected to further support housing markets and consumer 
spending by lowering funding costs and supporting asset prices.  
 

The Fed exit strategy 
Our view is that the Fed will begin tapering asset purchases in April next year, bringing the rate of bond 
buying/money printing to zero by the end of 2014. This is based on the forecast that the unemployment rate 
will have fallen to 6.5% by this time. However, any move is likely to be communicated well in advance by 
the Fed who will be keen to avoid a significant sell-off in bond markets as seen in 1994.  
 
Scenario analysis 
We no longer see the ‘euro break up’ scenario as a significant risk over the next 18 months, but we still see 
the possibility of a major restructuring event e.g. a Spanish bailout. Another scenario which has been 
dropped is the ‘oil price shock’ due to weak global demand and increasing energy supply. Two 
‘stagflationary’ scenarios have been added: ‘currency wars become trade wars’ where the fall in the yen is 
seen as a competitive devaluation and ‘regulatory risk’ where the financial transactions tax and bank 
regulation squeeze growth. Finally, we have added the ‘US manufacturing renaissance’ scenario, which 
captures the benefits of lower energy costs and technological developments boosting US productivity. 
 

European austerity and recovery delayed 
 
The EC has recommended that Spain, France, Slovenia, Portugal and the Netherlands are given 
extensions to hit the maximum deficit of 3% of GDP target. Italy was deemed to have done enough. 
 
Delaying some pain 
The change in position comes after significant pressure from politicians to ease the impact of austerity but it 
is also partly in recognition of the impact of spending cuts and tax increases, which have been greater than 
previously forecast. If the extensions are granted they will not remove the need for austerity, only spread 
the pain over more years. The ECB’s promise to ‘do whatever it takes to save the euro’ resulted in the 
desired falling government bond yields but also allowed moral hazard to take hold, as governments failed to 
hit budget targets, and have largely stalled on structural reforms. In exchange for budgetary target 
extensions, the EC is strongly pushing for reforms that will help lower youth unemployment, and open up 
closed professions to boost competition. 
 
European forecast update 
Over the past year, we have consistently had a lower growth and inflation forecast for the eurozone in 
aggregate than the consensus. There are two key themes driving our changes: persistent weak leading 
indicators all suggesting the recession could continue for at least another quarter and the recent fall in oil 
prices, which suggests that inflation should be lower than we have previously forecast. We have 
downgraded our second quarter growth forecast from flat to -0.1%. We continue to forecast a return to 
growth, albeit very weak, in the second half of the year but have flattened the quarterly profile of our GDP 
forecast for 2014. We are upgrading the UK’s growth forecast as the stronger-than-expected performance 
of the service and production sectors will help push second quarter GDP as high as 0.5%. We are 
forecasting a pull back in the second half of the year, before we see a pickup in 2014 supported by a build 
up in momentum around the world. 
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Oil to drive down inflation 
On the inflation front, the recent fall in oil prices is likely to help lower headline inflation further over the 
course of this year across Europe. The price of Brent Crude has fallen just over 12% since our last forecast 
update in February, and as we use pricing on forward contracts for our oil price forecast, this leads us to 
lower our eurozone inflation forecast for 2013 from 1.7% to 1.3%.  
 

Forecast risks 
Aside from the interest rate cut at last month’s meeting, the ECB announced that it was starting to consult 
on the possibility of purchasing/taking on collateralised bonds backed by business loans. In our view, the 
ECB should try to purchase the securities outright. While this introduces risk on to the ECB’s balance sheet, 
it frees up the banks to make more loans. In addition, the scheme should be made available for a 
considerable period of time, the pricing of these securities has to be higher than the current market price 
(meaning lower funding rates for companies) and the scheme needs to be large in size. In the UK, 
mortgage rates have continued to fall and the momentum in house prices is beginning to build once again 
but we doubt this will encourage mortgage equity withdrawals funding spending binges. 
 

BRIC recovery loses momentum 
 

China shows signs of slowing 
We have downgraded our growth outlook for China to 7.8% from 8.2% in 2013, due to a softening of recent 
data. The recently received data from April reveals a mixed picture, with improving exports, but weakness in 
industrial production and fixed investment. An area of continued strength is the housing sector, which saw a 
surge of sales in April and a rebound in new housing starts. An area we continue to monitor closely is the 
growth of credit in China, which has risen very strongly in the early stages of this year. We believe that 
inflation will continue to grind upwards as the year progresses but that underlying inflation momentum will 
remain under control, keeping inflation within the target range set by the government of 3.5%. 
 

Brazil enters tightening cycle 
We have also downgraded our 2013 forecast for Brazil to 2.8% from 3.1%. The recent cyclical data out of 
Brazil has provided a mixed picture, with signs of improvement in industrial production, helped by capital 
goods, but less encouraging signals from the retail sector, which continues to show signs of weakness. 
Though there are recent signs that some of the upward pressures are easing off, inflation remains high and 
we are likely to see further tightening in the form of another interest rate hike of 50 bps as the year 
progresses, bringing the policy rate to 8.5% by year-end. This move towards a tightening cycle will begin to 
weigh on growth as we move through the year. 
 

Falling oil prices are hurting Russia, but not India 
First quarter GDP in Russia beat market expectations, but was still anaemic at 1.6% y/y. Russian growth is 
likely to remain weak. Therefore, we have downgraded our forecast for 2013 to 2.7% from 3%. The country 
is facing a stagflationary environment as weak activity and above target inflation combine to make the role 
of policymakers difficult. Finally, we have become more positive on India, largely as a result of improved 
inflation dynamics and commodity price movements. The prospect of monetary easing has allowed us to 
revise growth up to 6.1% (from 6%) for 2013 and 6.6% (from 6.4%) for 2014. 
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