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1. Global Outlook
/P(SPXUI*NQSPWFNFOUT6OUJM %JWFSTJŢJFE3JTLT
In recent quarters, macroeconomic data have been less positive than expected, generating major
concern in some geographical areas. First, emerging markets are experiencing a sharper slowdown
than expected, with the primary focus on more moderate growth in China, which has a global impact
beyond Asia (i.e. the South American economies). Second, there has been an unexpected tightening
of financial conditions at the global level. This increased stress has basically been the result of market
reaction to the communication of the details given by the Federal Reserve of its steady reduction and
subsequent reversion of the third round of its quantitative easing program.
On the one hand, growth in advanced economies is sputtering along at a gradual pace. Growth in
the U.S., while not dramatic (the economy has not grown above 2% since 3Q12), has been in line with
expectations. Europe had a disappointing start to the year, with contraction for the sixth consecutive
quarter. However, the most recent data are more favorable and suggest that the euro zone most likely
avoided another negative quarter. Meanwhile, Japan experienced an uptick in GDP growth in the
first quarter of 2013 and the most recent data suggest that the economy is maintaining its strength,
supported by the monetary stimuli and fiscal measures adopted by the new government. Considering
these different dynamics across advanced economies, the cyclical behaviors appear to be improving
but not enough to boost the outlook too significantly.
On the other hand, the macroeconomic environment in emerging markets has weakened considerably.
In Latin America there is particular concern in Brazil, which appears incapable of a significant upturn from
its slump in 2011-2012 and suffers from additional uncertainty related to social tensions. The country’s
growth model is based primarily on debt-driven consumption (under a framework of extremely limited
political reform initiatives) and productive investments, both of which appear to be drying up as of late.
In addition, the need for monetary policy to control inflation has led to an increase in interest rates,
which will make the recovery harder in the short term. In other Latin American news, Mexico has lost
momentum in the first half of 2013 due to lower foreign demand and the impact on public expenditure
from the change in government. Ultimately, there has been modest growth in the region compared with
its potential capacity.
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Meanwhile, two of the major emerging markets in Asia have weakened in recent quarters. Domestic
demand, and in particular investment, has weakened in India, with external conditions also becoming
less favorable. In China, a steady slowdown has continued, putting downward pressure on growth in
other emerging markets, especially those dependent on demand for commodities and those exporting
investment goods. The slowdown in China is a result of sluggish external demand, policies aimed at
curtailing domestic financial fragilities at the expense of new stimulus measures, and a structural decline
in potential growth. In addition, recent data raise doubts about how fast consumption can take over
from investment as a driver of medium-term growth as the rebalancing of the economy unfolds.
Overall, the global economic situation is less favorable than it was three months ago, leading us to revise
down our global GDP growth outlook to 3.1% in 2013, 0.2 percentage points below our prior forecast. For
2014, we maintain our expectations of continued expansion, in this case at 3.8%, 0.2pp below what we
projected three months ago.
(Note: for a more in-depth analysis of Europe and the emerging markets, see our latest Global Outlook)
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2. U.S. Outlook
&DPOPNJD"DUJWJUZPOUIF6QTXJOH CVU(SPXUI'PSFDBTUT3FNBJO
6ODIBOHFE
The first half of 2013 has come and gone, and our projections for stronger growth in 2H13 already appear
to be materializing. Although real GDP growth for 1H13 turned out to be slower than originally expected,
short-term data seem to be suggestive of a more optimistic story moving forward. The manufacturing
and services sectors are again showing signs of life, with confidence and demand rising from both the
consumer and the business side. Employment growth continues to increase at a steady monthly pace
as the unemployment rate gradually declines, although the falling participation rate does not bode well
for potential output. Consequently, consumer activity continues to gain momentum in the second half
of the year as the economic outlook rallies and household finances improve. Our in-house monthly
activity index suggests that housing, employment, and economic confidence remain some of the major
drivers of growth. The index points to a significant acceleration in GDP growth for 2Q13.
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In late July, the Bureau of Economic Analysis released its annual revisions to growth, highlighting some
significant changes in recent data. First, the recessionary period between 2007 and 2009 was revised
upward slightly, hinting at a less severe crisis than previously estimated. Second, growth in 2012 was
revised upward from 2.2% to 2.8% on a QoQ seasonally-adjusted annualized basis (SAAR) due to much
stronger personal consumption and a lesser drag from government spending (mostly seen in 1Q12). One
of the most interesting revisions was related to 1Q13, which was pulled down from 1.8% to 1.1% growth for
the quarter. With this revision, 2Q13 GDP growth came in better than expected at 1.7%, though weaker
consumer spending and net exports confirm our prior expectations for a relatively fragile economic
environment in the second quarter. Overall, this does not change our baseline forecasts – slow growth
in 1H13 with expectations for a stronger 2H13, and we maintain our projection for 1.8% annual growth for
this year, accelerating above 2.0% in 2014 and beyond.
Despite this downward shift in 1H13, we still see upside potential for growth throughout the next few years.
Our upside risk scenario accounts for potential positive surprises in the recovery which include, but are
not limited to, stronger labor market dynamics, the implementation of structural reforms (immigration,
infrastructure, energy, healthcare, etc) and the potential spillover effects, and a positive productivity
shock. When all is said and done, the realization of some (or all) of these upside factors could boost real
GDP growth to 2.0% for 2013 and closer to 3.0% for 2014.
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As economic data continue to show improvements, the focus becomes more and more centered on
how the Fed will proceed with their monetary policy strategy while keeping in line with the dual mandate
for maximum employment and price-stability. Following June’s market “overreaction” and subsequent
attempt by FOMC members to clean up the mess, expectations are heightened for eventual QE3
tapering. The latest meeting statement from July gave no clearer indication of the Fed’s timeline but
conveyed the Committee’s contentment with current market expectations that appear to be in line
with the goals of their policy guidance communication. Ultimately, we maintain our projection for the
initial tapering announcement later in 3Q13 with the release of the September 18th meeting statement
and Chairman press conference. Furthermore, we expect that this process of reducing monthly asset
purchases will continue throughout the first half of next year, with the QE3 program concluding in 2Q14.
Chart 7
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With respect to downside risk factors, it is worth noting that the scenario is no longer dominated
by a single risk factor with globally disruptive potential. Domestically, risks are still centered on fiscal
policy and the costs of QE3, with lingering concerns related to labor market weakness and tight credit
conditions. In regards to QE3, it is possible that we could see a disorderly exit from this monetary
policy strategy – somewhat of an extension of the unexpected market movements after June’s FOMC
announcement and Chairman press conference. If this does occur, and if the rates of risk-free assets rise
beyond the Fed’s comfort zone, creating high financial volatility, the impact on U.S. and global growth
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through deteriorating confidence and the effect of negative wealth would not be negligible. On the
global stage, risk factors include further deterioration in Europe, geopolitical threats, sharp changes in
commodity prices, and a hard landing in emerging markets. China, in particular, is undergoing various
reforms to deal with its fragile financial sector, but limiting credit activity could lead to a major slowdown
in overall economic growth. The impact would spread beyond China and probably affect the economies
dependent on Chinese demand, not only demand in the real economy but also for financial assets of the
most developed economies. Finally, the most likely among possible global risk events continues to be a
worsening of the crisis in the euro area. The situation is improving gradually, but it is still very vulnerable.
The recent political instability in some southern European countries, and the slow pace of the process
of constructing a banking union, continue to be elements that could generate financial stress and thus
tension in the real economy. Ultimately, our risk scenario for the U.S. remains mostly unchanged from
earlier in the year, and we do not expect to fall back into recession even if these risk factors come to light.

Page 6

U.S. Economic Outlook
5IJSE2VBSUFS

3. Economic Forecasts
Table 1
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