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In summary: 
Global recovery continues, but our growth forecast has been shaved as 
a result of downgrades to both the advanced and emerging economies. 
The latter face the more significant challenge in adjusting to the post 
financial crisis world, whilst the former should bounce back with the US 
in the second quarter. Divergent monetary policy remains a key theme 
with the Federal Reserve (Fed) and Bank of England (BoE) expected to 
raise rates in 2015 while the European Central Bank (ECB), Bank of 
Japan (BoJ) and People’s Bank of China (PBoC) are likely to remain on 
an easing track. 
 

The risks to our forecasts are still tilted toward weaker growth and inflation led by a hard landing in China, the threat of 
eurozone deflation and secular stagnation. However, stagflationary risks have risen as a result of introducing a new 
scenario, ‘capacity constraints bite’, whilst political event risk is present should the Russia-Ukraine crisis deteriorate or 
a trade war erupt in Asia.  
 
The European growth figures for the first quarter were very mixed. Countries such as Germany and Spain are gaining 
momentum in their recoveries, while others such as Italy and France are failing to impress and are struggling to 
implement structural and fiscal reforms. The European parliamentary election results were also mixed, with euro-
sceptic parties making clear gains, but not in all countries. The most worrying results came from France and the UK, 
where large gains were made by populists, and where they are most likely to influence future results. The wider impact 
will be to slow European Union (EU) expansion, which raises the risk of greater Russian influence in the region in the 
long term. 
 
The situation has stagnated or deteriorated in the BRIC countries, with Chinese macro disappointments and political 
concerns in Brazil and Russia. India‘s future may be brighter, but upgrades will have to wait until promises become 
actions.   

 

Forecast update: recovery trimmed, but on track 

 
We continue to expect global growth to strengthen, but have shaved our forecasts for 2014 and 2015 by 0.2% to 2.8% 
and 2.9% respectively. Downgrades to both the advanced and emerging economies forecasts have been made, 
although we still see the problems in the latter as more fundamental than in the former. The emerging economies need 
to adapt to a world of weaker external demand (see our recent Talking Point, ‘Emerging markets: roadmap to 
recovery’) and while we have seen some improvement in certain economies, we need to become more confident on 
growth in places like China and Brazil before the emerging markets can return to a stronger growth path. 
 
On the advanced economy side, the downgrade to growth is in large part a reaction to the weakness of the first 
quarter in the US where GDP is now reported to have fallen at an annual rate of 1%, the first contraction since 2011. 
We would attribute much of this to the harsh weather during the period which hit construction and spending on 
durables as well as exports. GDP is expected to rebound sharply to an annual 4.5% in the second quarter. 
Nonetheless, there are areas where we are cautious, for example, on the housing market where starts and sales have 
persistently disappointed. Despite trimming the US growth forecast we still expect the Fed to end its quantitative 
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easing (QE) programme by October and raise interest rates from the third quarter of 2015 as unemployment continues 
to fall and wages accelerate.  
 
Divergence in monetary policy remains a key theme in the forecast. In the eurozone we expect another rate cut from 
the ECB and measures to reduce bank funding costs, but no QE as the economy is expected to escape deflation. For 
the UK, we have brought forward our first rate hike to August 2015 as a result of stronger activity, but remain later than 
the consensus. In Japan we have pushed out an acceleration in QQE (quantitative and qualitative easing) until 
September when the BoJ is expected to downgrade growth expectations. The PBoC is expected to trim the reserve 
requirement ratio, but refrain from easing further as it continues to control excess liquidity. 

 
Scenario analysis: deflation remains the greater tail risk 
We have updated our scenarios and now include two new projections. Both are primarily US scenarios, but they could 
easily apply more widely, especially to the UK. Trade and financial links mean they have global implications. 
 
The first is a deflationary scenario we have called ‘secular stagnation’ where sluggish capital expenditure results in 
slow productivity gains and thus weak economic growth with monetary policy therefore expected to remain loose. The 
second, we have labelled ‘capacity constraints bite’. Here the risk is that policymakers overestimate the amount of 
spare capacity in the economy and keep monetary policy too loose. Once the mistake has been realised they then 
have to tighten aggressively to bring the economy back to trend and inflation under control. The other new scenario is 
‘Russian rumble’ where Russia takes military action in east Ukraine, the West steps up trade sanctions, Russia then 
cuts gas and oil supplies to Europe and the European recovery is disrupted (until alternative energy supplies are 
found). Oil prices and thus inflation will rise significantly, hitting activity world wide. Amid deteriorating international 
relations, market volatility may increase and central banks would likely run looser policy despite higher inflation.  
 
Our other scenarios are unchanged from last quarter. On the deflationary side we still have the ‘China hard landing’ 
and ‘eurozone deflation’, scenarios alongside ‘secular stagnation’. Of the remaining scenarios, we still attach some 
risk to a trade war in Asia as a result of escalating tensions between China and its neighbours regarding South China 
Sea islands, impacting trade and commodity prices and pushing the world economy in a more stagflationary direction. 
The ‘G7 boom’ scenario is the only reflationary outcome whereby we see a return of animal spirits and a much 
stronger pick up in business spending than in the baseline.  
 
The overall balance of probabilities still tilts towards deflation, but the risk of stagflation has increased markedly as a 
result of our two new scenarios.  
 

Europe: Mixed macro & mixed election results 
 
In our view, the European parliamentary election results were mixed with anti-EU parties gaining ground in some 
cases but underperforming expectations in others. Most concerning however, were the results in France and the UK, 
where populist parties made large gains. The risks in the UK are particularly alarming as the UK's EU membership is 
looking more precarious. Beyond the UK, the wider impact of the election results will be to future EU policy, in 
particular on EU expansion, which raises the risk of greater Russian influence in the region.  

 
Eurozone forecast update 
Recent macro data has also been mixed. First quarter eurozone GDP is estimated to have grown by a less-than-
expected 0.2% (quarter on quarter). The main drivers behind the disappointment were France, Italy and the 
Netherlands - all of which continue to struggle with ongoing austerity and structural reforms. However, Germany’s 
GDP growth was better than expected at 0.8% which helped support an acceleration in growth for Poland and 
Hungary. Spain is estimated to have grown by 0.4% on the quarter (its fastest quarterly growth rate for six years). 
 
As a result, we have lifted our forecasts for Germany (where we expect an ongoing pick up in domestic demand) to 
2.2% in 2014 and 2.3% in 2015 and for Spain (where we expect a continued improvement in activity) to 1% in 2014 
and 1.3% in 2015. We have downgraded forecasts for France (0.6% in 2014 and 0.9% in 2015) and Italy (0% in 2014 
and 0.6% in 2015) because of the weaker start to 2014 and a lack of reform progress. As a result, aggregate eurozone 
growth has been revised down to from 1.1% to 1% in 2014 but remains at 1.4% for 2015. We also expect inflation to 
be softer in the very near term because of lower-than-expected energy prices. We continue to expect a cut, to 0.1%, in 
the main refinancing rate at the ECB’s June meeting, but no cuts to the deposit rate, or the introduction of quantitative 
easing.  
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UK forecast update: stronger growth = earlier rate hike 
The UK economy continues to perform very strongly, particularly in terms of household consumption and business 
investment. We have therefore raised the 2014 growth forecast from 2.6% to 2.9%, and from 2.1% to 2.4% for 2015. 
Supporting this is the downgrade to the inflation forecast. In our view, the Bank is likely to remain very cautious and 
will look to raise interest rates by no more than 25 basis points each quarter, in an attempt to avoid squeezing the 
household sector. We forecast the BoE to remain on hold until August 2015. This is sooner than previously forecast 
(start of 2016), but is later than is priced in by money markets (between February and May 2015). 
 

EM forecast update: crumbling BRICs 
 
We have revised our growth and inflation numbers for the BRIC economies and have either kept them constant or 
pushed them down on a mixture of macroeconomic and political deterioration. The political situation has improved in 
India but we are waiting for concrete policy signals before adjusting our growth expectations. With most tightening 
cycles concluded, our inflation outlook is also relatively unchanged for now. 

 
China: property looks precarious 
Data has largely continued to deteriorate in China since our last forecast and the government remains reticent on 
major stimulus. We originally expected growth to rebound slightly in 2015 as growth-positive reform measures fed 
through. With these increasingly frontloaded, we now think 2015 will weaken to 6.8% with 7.1% still forecast for 2014.  
 
The property sector is effectively now in recession although we do not think a Western-style crisis is imminent. This is 
largely because mortgage loans account for only a small proportion of bank loans and urban household debt, while 
rising incomes mean that affordability in China has not deteriorated markedly and banks have strong buffers.  
 
We think inflation will remain below the 3.5% target, providing plenty of scope for monetary stimulus. We believe a 
reserve ratio requirement cut is likely this year, potentially around the third quarter as the PBoC looks to provide some 
support to banks, particularly in light of its stated desire to see mortgage lending eased.  

 
Brazil: politics and drought undermine growth outlook 
Brazil’s first quarter GDP came in at a lower-than-expected 1.9% year on year, slowing from the 2.2% seen in the final 
quarter of last year and driven primarily by the private sector. Inflation remains high despite tighter monetary policy 
and inflation expectations are also elevated. Political uncertainty has increased since our last forecast. Markets have 
been cheering Dilma's decline in approval polls, on hopes that a more business friendly candidate will triumph in 
October. However, she remains the clear frontrunner for now, and in any case whoever wins will have substantial 
challenges; there will be no instant turnaround.  

 
India: election positive, but wait and see 
The success of Narendra Modi's Bharatiya Janata Party (BJP) in India’s parliamentary elections is a positive result for 
the economy. However, we feel it is too soon to revise our growth outlook as the inbox for the new government is a 
busy one and we will have to wait until July's budget for our first real taste of where policy will go. Disappointing first 
quarter GDP growth of 4.6% year on year emphasises the need for policy overhaul from the new BJP government. On 
the monetary policy front, governor Rajan's crusade against inflation continues, with policy remaining tight despite 
deteriorating growth. There are increased upside risks to our inflation forecast as a result, particularly with the 
possibility of an El Nino weather system this year. Policy will have to remain tight. 

 
Russia: Ukraine unsettles the bear 
Our growth forecast for Russia has seen a significant downgrade following events in Ukraine, which were yet to 
transpire at the time of our last forecast update. There is already evidence of an economic impact from sanctions and 
lower investment spending: Russian GDP grew by 0.9% year on year in the first quarter, a sharp fall from the 2.0% 
growth recorded in the fourth quarter of 2013. Inflation remains high despite rate hikes and there is likely to be 
increased policy conflict if the political situation does not improve. The recent easing of tensions however has seen the 
rouble strengthen, for now, so the inflation spike could prove temporary. If the situation in Ukraine is not resolved 
however, we would expect Russia’s GDP numbers to continue to worsen throughout the year. As it stands the second 
quarter already looks likely to disappoint, and will probably put Russia into recession. Although it is not our base case, 
particularly as tensions seem to be easing, we should also consider the possibility of Iranian-style financial sanctions. 
The scope for economic damage then becomes far greater.  
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