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UKRAINE RISK; CHINA SLOWING SOFTLY 
Berenberg Macro Update 
 
WILL RUSSIA SHOW ITS HAND? 
The Ukrainian government has ordered military action against the Russian-backed insurgents in Eastern Ukraine after sever-
al deadlines to vacate public buildings in ten towns went unheeded. So far, the operation seems to be quite small, with only 
one airfield retaken, some military build-up in the area but no confirmed casualties. In case of a more serious Ukrainian 
counterstrike, the key questions are whether the violence would remain limited, how the population in the Donbass would 
react to casualties and whether Russia would take any violence as a pretext for an open invasion. TV reports showing heavily 
armed men who look like Russian military professionals among the people who have occupied public buildings suggest a 
risk of fierce fighting.  
 
If Ukraine manages to retake occupied buildings by force, the move would highlight to President Putin that Russia 
would face war if it were to invade Ukraine. This could force Putin to reveal his intentions: does he want to wage war to 
annex further parts of Ukraine beyond Crimea, or is he merely jockeying for some political advantage? If Kyiv fails to regain 
control of the occupied buildings despite a serious attempt to do so or if both sides incur heavy casualties, the operation 
could further escalate tensions as former President Yanukovitch’s crackdown on the Maidan in Kyiv did earlier this year. 
Escalating tensions would also make it difficult to prepare and hold the elections which Ukraine plans for 25 May. 
 
Our base case remains that a rational Putin would step back from the brink of war, given the direct cost and the 
likely tough Western sanctions, which would almost certainly push the Russian economy into recession. On balance, it still 
seems more likely that Russia will just continue to stoke tensions within Ukraine to undermine Kyiv’s authority and impose 
the Russian conditions, namely the de facto recognition of the Crimean annexation, a loosely federal Ukrainian constitution 
and Ukrainian neutrality between the West and Russia. But judging Putin's intentions from afar is not easy. The risk that he 
may choose to invade Ukraine does not appear to be negligible. 
 
Financial markets do not like uncertainty, with Germany’s DAX declining by 1.8% on Tuesday. German investor confi-
dence also edged down for the fourth month in a row, with the latest escalation not even reflected in the ZEW index in 
April. If the situation in Ukraine does not escalate much further, these losses should be reversed soon, leaving only a small 
temporary dent in the Eurozone recovery. But we will have to watch very closely how the situation evolves in Eastern 
Ukraine. A long period of headline-grabbing tensions, with mounting economic problems adding to the discontent in the 
Donbass, or a ground war between Russia and Ukraine could easily spark turbulences big enough to temporarily halt the 
Eurozone recovery. It is the biggest risk to our optimistic growth forecasts for the Eurozone at the moment. Over the last 
four months, consensus has moved towards our calls for Eurozone growth as ever more observers came to realise that the 
euro crisis is virtually over. But Putin is now casting a shadow over these calls. 
 
 
CHINA SLOWING SOFTLY 
Chinese GDP growth slowed to 7.4% yoy in Q1 2014, a bit below the 7.7% rate in Q4 and the average growth rate in 2013. 
The figure was in the bottom half of the range around the official 7.5% GDP growth target for this year. The smallest quar-
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terly increase in GDP (1.4%) since early 2012 and a further decline in fixed asset investment growth to 17.6% yoy in March, 
its lowest level since 2002, provided further evidence of the slowdown, adding to the very weak trade data throughout Q1. 
External factors like the emerging market turbulences and the domestic reforms to allow for a greater role of market forces 
combine to drive the slowdown. 
 
But there were also positive aspects that suggest that China is not facing a hard landing. GDP growth exceeded consensus 
expectations slightly. Industrial production and retail sales growth increased a little bit in March after the big drop in the 
beginning of the year, from 8.6% yoy to 8.8% for the former and from 11.8% to 12.2% for the latter. Especially the growth 
in retail sales shows progress in making consumption a major driver of Chinese growth. With inflation below target, high 
private sector savings and $3.8trn in forex reserves, China has all the tools available to stimulate the economy if necessary, 
but the latest data do not suggest an imminent need for a massive government intervention. China can continue on the path 
of reform, which should be good for global demand despite the perhaps inevitable slowing of growth as the economy ma-
tures. 
 
 
 


