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In summary: 
Our global growth forecasts are little changed, but the balance of 
activity has shifted as we have upgraded European growth whilst 
further downgrading the emerging markets. The transatlantic divide 
between the US and Europe is being replaced by a broader gap 
between the developed and emerging worlds. However, we still 
expect US growth to accelerate over the remainder of this year and 
for the Federal Reserve (Fed) to begin to taper asset purchases in 
September. The rise in bond yields has tightened financial conditions, 
but is not sufficient to derail growth in the US. Instead, the emerging 
economies have borne the brunt of the change in US monetary policy 
as capital flees the region.  

In terms of scenarios, we have tilted in a more deflationary direction with the impact of a surge in bond yields 
being added to the risk of a Spanish bailout and Chinese financial crisis. However, we have added an upside 
scenario on growth with an Osborne boom in the UK driven by a rampant housing market in 2014. Election in 
2015, anyone? 
 
Weaker data across emerging markets, but particularly in the BRICs have seen a round of downgrades in our 
BRIC forecasts. Looking ahead, we see stability rather than massive deterioration, with a global recovery 
providing support against domestic issues. Current account deficits remain a concern. 
 

Patchy global economy faces Fed taper 
 
Growth in the developed world improved in the second quarter of the year: with the US continuing to grow and 
output rising in the eurozone after six consecutive quarters of contraction. As in previous upswings, Germany 
and the core economies led the way whilst Italy and Spain continued to contract. Overall though, when combined 
with a strong bounce in the UK, the wider European economy is contributing again to global activity. 
 
However, the broader picture for global activity is patchier, as improvements in the developed world have not 
been matched in the emerging markets. For example, the global PMI jumped in July, signalling a pick-up in 
global activity (where gains were led by the US and Europe), whilst the BRIC economies and Mexico all 
experienced a slide in their composite PMI's.  As a consequence we see a divergence between the aggregate 
developed PMI and its emerging market counterpart. 
 
Downgrade for the emerging markets 
Our global growth forecasts have not changed significantly this quarter with the world economy expected to 
achieve 2.2% this year and 2.9% next, compared to our previous forecast of 2.4% and 3.1% respectively. 
However, the composition of activity has altered with European growth being revised up whilst the emerging 
markets are downgraded. For 2014, we now expect the eurozone to expand by 1% (previously 0.6%) and the UK 
to grow by 2.1% (up from 1.5%). By contrast the emerging markets are cut to 4.9% for next year from a previous 
forecast of 5.4%.   
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The global financial crisis has always posed a challenge to the emerging economies as weaker demand in the 
US and Europe has impacted exports, the key driver for most emerging market activity. Policymakers offset this 
through fiscal and monetary policy during the initial years of the crisis, but the impact of these measures has 
faded and growth has weakened. The region now faces the challenge of a tightening of US monetary policy 
which has triggered capital outflows and currency weakness. 
 
Fed tapering brought forward  
The Fed is now expected to begin tapering the rate of asset purchases from September. It is possible that the 
decision to taper will be delayed until December, but judging from comments from chairman Bernanke and other 
FOMC members, it would take a very weak employment report on 6th September for the Fed not to announce a 
change at the chairman’s press conference on September 18th.    
 
On balance we believe activity should be robust enough for the Fed to begin tapering asset purchases from 
September. Going into 2014 we would expect asset purchases to end by mid-year. At around the same time 
unemployment is forecast to reach 6.5%, but we do not see the fed funds rate rising until the second half of 
2015.  
 
There is a danger that an end to quantitative easing (QE) will push up Treasury and mortgage rates further thus, 
squeezing the economy more significantly. This is a risk and we have added a scenario to our risk analysis 
where 10 year Treasury yields surge above 4%. Such an outcome is possible, but unless the Fed starts to raise 
the funds rate, the curve would become very steep and would only be sustainable if the economy were to boom 
and hit real growth rates of 4%. In our base case this would not be warranted and consequently we assume that 
the back-up in 10 year yields is limited to just over 3%. 
 

Upgrading Europe 
 
The recovery has begun. After six consecutive quarters of declining output, the eurozone economy emerged 
from recession in the second quarter, slightly ahead of our forecast. The monetary union in aggregate grew by 
0.3% compared to the first quarter, although the annual comparison remains negative at -0.7%. 
 
Recovery in Europe is in full swing 
Encouragingly, the improvement in activity has been widespread. The core economies along with the periphery 
all recorded either accelerating growth, or decelerating contraction. The distribution of growth comes as no 
surprise: core Europe led by Germany, Finland and France made the largest contributions to the aggregate, 
while Italy, Spain and the Netherlands all remain in recession. The only surprise came from Portugal which 
recorded a huge 1.1% increase in activity in the second quarter – comfortably the best performing European 
member state. 
 
Given the upside surprise in the second quarter data, and the rising positive momentum signals coming from the 
various leading indicators, we are revising up our growth forecasts for the coming quarters. However, given the 
ongoing headwinds faced across Europe of deleveraging and austerity, we are more cautious than the private 
business surveys. Constraints on public investment and spending should weigh on growth, the impact of which 
would not be picked up on in the surveys.  We have revised-up our eurozone quarterly profile in almost every 
quarter until the end of 2014. 
 
Considerable upside risk to UK forecast 
For the UK, we are only upgrading the second half of 2013, partly as we had previously upgraded the 2014 
forecast in reaction to the expansion of the government’s funding for lending scheme, but also the introduction of 
the ‘help to buy’ scheme – both designed to boost demand for housing. The forecast for UK growth in 2013 has 
been revised up from 1.1% to 1.5%, and for 2014 from 1.5% to 2.1%. 
 
Political risk to return 
Risk investors have enjoyed a relatively quiet period from a political perspective in Europe. The parliamentary 
elections in Germany have essentially put all European level decision making on hold – meaning that errant 
member states are not being chastised for missing austerity targets, banks are not being threatened with new 
regulations, and there is a pretence that Greece is on a sustainable footing. 
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Hitting a BRIC wall 
 
There has been weaker data across emerging markets, but particularly in the BRICs. As a result, we have 
downgraded all our BRIC forecasts. Emerging markets have been hit by a slower China and by the threat of QE 
tapering. Fed Chairman Bernanke’s announcement on the 22nd May that the Fed was considering tapering saw 
large outflows from most emerging market assets, generating concerns over the extent of depreciation and the 
cost of financing deficits. 
 
Second quarter data for China pointed to a slowdown, while in the other BRICS a dangerous stagflationary 
environment is evident. India posted particularly weak activity data and is now focusing on currency stabilisation 
as the rupee plummets. Brazilian data has also been very weak on the back of softness in commodity prices, 
and monetary policy has become decidedly more hawkish as inflation and depreciation took centre stage as 
political concerns. A faltering China is also bad news for oil prices and hence Russia, where the central bank 
again faces the dilemma of below consensus growth and high inflation. Still, a glance across our forecasts shows 
an outlook of stability rather than massive deterioration, with a global recovery providing support even as 
domestic problems mount. 
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