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Global outlook: uneven recovery   

● On track: The global economy continues to recover from the post-
Lehman and euro crises. Most developed economies are enjoying a 
broad-based and gradually firming upturn, with the UK in the lead 
and parts of the Eurozone trailing behind.  

● Policy supports strengthening growth: Monetary policy remains 
extremely accommodative and fiscal policy is becoming less 
restrictive. That bodes well for growth in the western world.  

● The US and the UK are heading for growth of around 3%: As low 
interest rates gain traction and uncertainty falls, households are 
shopping again and borrowing more to buy or build houses. 

● The Eurozone recovery remains modest and uneven with a three 
way-split: While Germany remains strong despite a negative Putin 
effect and the erstwhile crisis countries are reaping the first rewards of 
reform, unreformed France continues to fall back. 

● In Japan, the hard work of reform needs to begin soon: A lack of 
structural reforms would make Abenomics just a flash in a pan. 

● China is a place apart: It has weathered the storms in the west and 
in some emerging markets very well. Gradual economic reform should 
support domestic demand and raise China’s contribution to global 
demand despite a slowly falling trend growth rate. 

● Most emerging markets have adjusted to the gradual tapering of 
Fed asset purchases: The 2013 warning shot has reduced the risk of 
unpleasant surprises. India is heading for pro-growth reforms. 

● Life is full of risks: The global tail risks have receded, although they 
still remain serious. We do not expect an open Russian invasion of 
Ukraine, a contagious balance-of-payments crisis in emerging markets, 
a devaluation-inflation spiral in Japan or a Eurozone collapse amid 
political crisis. But tensions could still flare up occasionally. 

● Inflation does not feature among the big risks: Excess labour 
supply across most of the developed world should allow the recovery 
to proceed without setting off strong wage pressures. 

● Central banks across the developed world will keep interest rates 
low for longer than usual: That is in response to the benign inflation 
outlook. However, as time continues to gradually heal the wounds of 
the Lehman crisis, the first rate hikes are drawing closer.   

● We expect the US Federal Reserve to end asset purchases in 
October 2014 and start to gradually raise rates in April 2015. Facing 
rapidly falling unemployment, the Bank of England (BoE) may hike 
rates in November 2014. In Japan and the Eurozone, the pressure is 
still more towards increased stimulus. 

● Global financial markets remain in a sweet spot: A gradually 
strengthening global recovery and continued super-loose monetary 
policy may have already been priced in to a large degree. But a 
broadening and self-sustaining economic recovery still leaves some 
upside for financial markets, in Europe more so than in the US. 

● The UK is facing particular political challenges in the next 12 
months: These have potential repercussions far beyond Britain’s 
borders. If Scotland votes on 18 September to leave the UK, it would 
not only create serious challenges for UK policymakers and markets. 
It would also raise the risk that the remainder of the UK would vote 
to leave the EU in a potential referendum in 2017 to the detriment of 
all involved. In a special focus chapter, we take a close look at these 
risks. Fortunately, a more benign outcome remains far more likely, 
with Scotland staying in the UK while gaining a few more powers and 
the UK staying in the EU with a few more policy opt-outs. 
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Overview: on track 

On track: The global economy continues to recover from the post-Lehman and 
euro crises. Most developed economies are enjoying a broad-based and gradually 
firming upturn, with the UK in the lead and parts of the Eurozone trailing behind.  

The case for growth: Since 2009, households, companies and banks in the 
western world have cleared up the debris left behind by the Lehman debacle. With 
balance sheets in better shape again, households and companies are now behaving 
more normally again, buying houses and cars and replacing machinery. Thanks to 
the safety net provided by the European Central Bank (ECB) and to rapid 
adjustment progress at the euro periphery, the systemic euro crisis is over. The end 
of harsh austerity is allowing domestic demand to rebound. 

More of the same: We expect these trends to continue in the second half of 2014, 
with strong growth of just above 3% in the UK, just below 3% in the US and a 
continuing uneven upswing in the Eurozone. Emerging markets will likely be a 
mixed batch, as they should be in normal economic times given the diversity of the 
group. Good news from China, India and many other emerging markets will likely 
outweigh the occasional crisis in a few vulnerable places.  

Do not listen to Cassandra: The major tail risks, which were often touted in late 
2013, have not materialised. As we had expected, the US did not default, China did 
not hit the rocks, emerging markets were not swept by a catastrophic chain reaction 
and the euro crisis did not rear its ugly head again.  

Three surprises: winter, Putin and price stability: Although largely on track, 
2014 has still sprung three surprises so far. First, US economic activity froze over 
for three months during a very icy winter. For 2014 as a whole we now project 
2.0% instead of 2.7% US growth. Second, Putin’s aggression against Ukraine has 
added a new geopolitical risk and caused a wobble in Germany’s export-oriented 
industry. Third, the unexpected fall in Eurozone inflation to just 0.5% triggered a 
further ECB stimulus package in June, helping to depress Eurozone bond yields. 

Monetary policy will support a faster expansion of demand. Although the Fed will 
likely end its asset purchases in October, that does not constitute a major 
tightening of policy. It merely ends the period of adding ever more stimulus. And 
the more confident households, companies and banks become about the outlook, 
the more they are likely to take advantage of ample liquidity and rock-bottom rates. 
In other words, an unchanged monetary policy can gain traction over time.   

Fiscal policy is much less restrictive in 2014 than it was in 2013. Last year, the US 
raised taxes and cut expenditure to the tune of almost 2% of GDP. Thanks to a 
rapidly improving fiscal balance, US fiscal policy is largely neutral in 2014. In the 
Eurozone, the worst of austerity is in the past, with additional fiscal tightening of 
roughly 0.3% of GDP in 2014 after 0.8% in 2013 and a 1.5% hit in the year before. 
While Japan raised consumption taxes in April, it offset those for a while through a 
temporary increase in government spending.  

The combination of extremely loose monetary policy and almost-neutral fiscal 
policy bodes well for gains in aggregate demand. In the US and the UK, the upturn 
is in full swing already. Major gains in employment are underpinning solid but not 
exuberant gains in domestic demand.  

The Eurozone is lagging behind the general upswing of the developed world. The 
systemic crisis which had gripped the region from mid-2011 until the ECB finally 
stepped forward as the de facto lender of last resort in late July 2012 has faded. 

Recovering from the financial 
crises 

Balance sheets in better shape 

UK and US in the lead, 
Eurozone following 
 
 
 
 

Tail risks are just that – tail 
risks 

Three major surprises so far this 
year 
 
 
 
 
 

Tapering ever so gently 

Fiscal policy much less restrictive 
than in 2013 
 
 
 
 
 

Solid gains in US and UK 
domestic demand 
 
 

The systemic euro crisis is over   
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Economic sentiment has rebounded to normal levels. However, growth has picked 
up only haltingly in the region because of a continued credit crunch for small and 
medium-sized enterprises at the euro periphery and uncertainties about the reform 
outlook for France and Italy. 

The Eurozone recovery may not reach the trend pace of 0.4% quarter-on-quarter 
gains until most banks know whether or not they have to raise additional capital in 
late 2014. Survey data show a three-way split. Germany remains strong despite a 
setback to export-oriented industry caused by the Putin fear factor; the erstwhile 
crisis countries at the periphery are rebounding while France is falling behind amid 
uncertainty about coming fiscal cuts and the prospects for pro-growth reforms.  

Where are the reforms? After first loosening monetary policy, Japan’s Prime 
Minister Shinzō Abe started the painful process of fiscal correction with a VAT 
hike this April. So far, the economy seems to be coping with the fiscal hit. But 
beyond some promising – if incomplete – proposals, he has yet to deliver any of 
the thorough supply-side reforms that Nippon needs. Without serious reforms, the 
initial momentum created by an extremely aggressive monetary stance will fade, just 
like previous attempts to boost demand through government spending have done.  

China remains a place apart. Its politics are often reprehensible, its economy is 
riddled with contradictions and waste. But its macroeconomic management has 
been almost impeccable for the last 20 years. True to form, China delivered a mini-
stimulus this spring after a mild dip in demand growth. Amid cautious moves to 
reduce the dependence on government-led investment and to husband natural 
resources better, we expect steady Chinese growth just shy of 7.5%.  

Emerging markets teetered on the brink of a serious crisis in the summer of 2013 
when the discussion about Fed tapering rocked their markets. But when the Fed 
started to reduce its asset purchases in early 2014, markets were well prepared. 
Helped partly by lower exchange rates, many countries are adjusting. In India, the 
election of a reformist new prime minister has raised hopes for stronger growth.  

Inflation remains unlikely to rear its ugly head within the next 12 months. Even 
fast-growing economies such as the US and the UK remain unlikely to encounter 
serious labour shortages or other capacity constraints after the ravages of the post-
Lehman mega-recession. However, inflation has started to edge up again from a 
very low level in the US and may soon start to do so in the UK. As a result, and in 
response to a strong UK housing market, we expect the BoE to start hiking rates in 
November 2014, followed by the US Fed in April 2015. The ECB will not have to 
follow suit before early 2016. 

For financial markets, the combination of more demand growth at low inflation 
and record-low financing costs remains supportive. Although equity markets have 
already played this theme nicely, we see some additional upside for the next 12 
months. Of course, the discussion about what precisely central banks will do and 
when they will do it will add a dose of volatility to markets. That is part of our 
general theme of a return to more normal conditions. 

Emerging markets less vulnerable 

Inflation no major threat yet 

Financial markets in sweet spot 

 
 
 
 

But the Eurozone needs time to 
catch up 
 
 

 

Can Abe deliver the supply-side 
reforms which Japan needs? 
 
 
 
 
 

China’s good economic 
management sets it apart 
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Forecasts at a glance 

 Global economy: Uneven recovery set to firm gradually. 

 US: Little austerity, monetary policy gains traction; 2.0% growth in 2014. 

 China: Resilient growth of close to 7.5%. 

 Japan: Artificial stimulus is fading, future hinges on reforms. 

 Eurozone: Divergence. Germany strong, periphery catching up, France lagging. 

 UK: Growth stabilises at high rate. 

Policy: 

 Monetary policy: Fed and BoE prepare for first hikes, ECB still dovish. 

 Central banks: Policy to stay supportive even after hiking cycle begins. 

 Fiscal policy: Slowly fading fiscal hit in the Eurozone. 

Risks: Tilted to the downside for Europe, but not for others. 

 Upside chance: France/Italy turn the corner fast, global economy accelerates. 

 Downside risks: Russia invades Ukraine, China stumbles. 

 Inflation: No serious risk yet, even less so in the Eurozone than in the US.  

 
Table 1: Recovery with low inflation 

 
  

                       

Weight 2012 2013 2014 2015 2012 2013 2014 2015 2012 2013 2014 2015 2012 2013 2014 2015

World* 100.0 2.8 2.3 2.6 3.0

US 22.8 2.8 1.9 2.0 3.2 2.1 1.5 1.9 2.2 8.1 7.4 6.2 5.6 -8.6 -4.2 -3.2 -2.7

Japan 6.8 1.4 1.5 2.0 1.2 0.0 0.4 3.1 2.1 4.3 4.0 3.5 3.5 -10.2 -9.0 -7.8 -6.5

China 12.2 7.7 7.7 7.3 7.2 2.7 2.6 2.4 3.0 4.1 4.1 4.1 4.3 -2.2 -2.0 -2.1 -1.8

India 2.4 5.0 4.8 5.3 5.8 9.0 8.6 7.5 7.5 -5.8 -5.1 -5.0 -4.8

Latin America 7.9 2.9 2.5 2.0 2.5 6.1 6.0 6.0 5.5 -2.4 -2.0 -1.7 -1.7

Europe 30.0 0.4 0.6 1.4 2.0

Eurozone 17.3 -0.6 -0.4 1.0 1.6 2.5 1.3 0.6 1.0 11.3 12.0 11.6 11.2 -3.1 -2.8 -2.4 -1.9

  Germany 4.9 0.9 0.5 2.0 2.2 2.1 1.6 1.0 1.5 5.5 5.3 5.1 4.8 0.1 0.0 0.2 0.2

  France 3.7 0.3 0.4 0.5 1.2 2.2 1.0 0.9 1.0 9.8 10.3 10.1 9.9 -4.8 -4.3 -3.6 -3.0

  Italy 2.8 -2.4 -1.8 0.2 1.1 3.3 1.3 0.4 0.6 10.7 12.2 12.5 12.1 -3.1 -3.1 -2.9 -2.1

  Spain 1.8 -1.6 -1.2 1.2 1.8 2.4 1.5 0.2 0.4 24.8 26.1 24.9 23.4 -6.9 -6.6 -5.7 -4.0

  Portugal 0.3 -3.2 -1.3 1.0 1.9 2.8 0.4 0.1 0.9 15.8 16.4 14.3 13.4 -5.8 -4.5 -4.0 -3.0

Other Western Europe

  UK 3.4 0.3 1.7 3.1 3.3 2.8 2.6 1.6 1.9 8.0 7.6 6.5 5.9 -6.1 -6.2 -4.9 -3.3

  Switzerland 0.9 1.0 2.0 2.1 2.7 -0.7 -0.2 0.1 0.4 2.9 3.2 3.1 3.0 0.3 0.2 0.6 0.8

  Sweden 0.8 1.1 1.7 2.4 2.6 0.9 0.9 1.7 2.0 8.0 8.1 7.9 7.5 -0.2 0.0 -1.0 -0.7

Other Europe

  Russia 2.9 3.4 1.3 0.0 1.5 5.1 6.8 7.0 6.8 5.5 5.5 6.0 6.0 -0.2 0.8 -0.8 -1.0

  Turkey 1.1 2.2 4.0 2.8 3.3 8.9 7.5 8.6 7.0 8.4 9.1 9.3 9.0 2.1 -2.0 -2.2 -2.1

Unemployment rate: Harmonised definition (ILO/Eurostat); f iscal balance: general government deficit in % of GDP excluding one-off bank support.

*At current exchange rates, not purchasing pow er parity. PPP estimates give more w eight to fast-grow ing emerging markets and inflate global GDP. 

Weights based on IMF World Global Outlook statistics 2013 estimated GDP figures. 2013 w eights.

GDP Fiscal balanceUnemploymentInflation
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Forecast changes 

Below we outline the changes since our Global Outlook 2014: The sweet spot of the cycle 
note (13 December 2013). 

Growth: Still solid, but slightly weaker than we had previously expected. 

 World growth: We cut our 2014 forecast by 0.2ppts because of weak Q1 US 
data following the hard winter, and lower our Eurozone forecasts following 
disappointing hard data in Q2. 2015 is unchanged as stronger US and UK 
growth offsets a slightly lower Eurozone forecast, and we make significant cuts 
to our Russia and Turkey outlooks. 

 US: Dreadful winter weather caused a big contraction in Q1. Despite our 
forecast of a marked bounce back in Q2, we cut our 2014 growth by 0.7ppts. 

 Fragile France hits Eurozone growth: Recent surveys suggest a bigger 
setback in Q2 for reform laggard France than for other countries  

 Hard data has disappointed in several Eurozone countries: We cut our 
growth forecasts for Portugal, Spain, Italy, France and Germany. 

 UK: The cyclical upturn looks increasingly resilient. We have raised our 
forecasts by 0.5ppts and 0.3ppts in 2014 and 2015 respectively. 

Inflation: Lower in the Eurozone, higher in the US and Japan. 

 US: Inflation has rebounded from recent lows faster than we had expected. 
With unemployment also down, we raise our inflation forecasts. 

 Japan: The sales tax increase has boosted inflation sharply. 

 Eurozone: Softer-than-expected inflation data means we lower our forecasts. 
We still expect a gradual uptrend as the economy recovers. 

Table 2: Forecast changes 

 
 

                       

Weight new change new change new change new change

World* 100.0 2.6 -0.2 3.0 0.0

US 22.8 2.0 -0.7 3.2 0.4 1.9 0.6 2.2 0.5

Japan 6.8 2.0 0.2 1.2 0.0 3.1 1.4 2.1 0.3

China 12.2 7.3 -0.1 7.2 0.0 2.4 -0.9 3.0 -0.5

India 2.4 5.3 0.0 5.8 0.0 7.5 0.0 7.5 0.0

Latin America 7.9 2.0 0.0 2.5 0.0 6.0 0.0 5.5 0.0

Europe 30.0 1.4 -0.3 2.0 -0.2

Eurozone 17.3 1.0 -0.2 1.6 -0.1 0.6 -0.5 1.0 -0.4

  Germany 4.9 2.0 -0.1 2.2 -0.1 1.0 -0.5 1.5 -0.2

  France 3.7 0.5 -0.3 1.2 -0.2 0.9 0.1 1.0 0.0

  Italy 2.8 0.2 -0.3 1.1 -0.2 0.4 -0.4 0.6 -0.2

  Spain 1.8 1.2 -0.2 1.8 -0.1 0.2 -0.1 0.8 0.2

  Portugal 0.3 1.0 -0.6 1.9 -0.1 0.1 0.0 0.9 0.1

Other Western Europe

  UK 3.4 3.1 0.5 3.3 0.3 1.6 -0.4 1.9 -0.2

  Switzerland 0.9 2.1 -0.2 2.7 0.0 0.1 -0.2 0.4 -0.1

  Sweden 0.8 2.4 0.0 2.6 0.0 1.7 0.0 2.0 0.0

Other Europe

  Russia 2.9 0.0 -2.5 1.5 -1.0 7.0 2.0 6.8 2.3

  Turkey 1.1 2.8 -1.2 3.3 -1.2 8.6 1.6 7.0 0.5

*Weights based on IMF World Global Outlook statistics 2013 estimated GDP figures. 2013 w eights.

Change gives the difference betw een our new  calls and those in our Global Outlook 2014 of 13 December 2013

Inflation

2014 2015 2014 2015

GDP

http://www.berenberg.de/cgi-bin/content/content.cgi?rm=show_doc&ial=1&sb_userid=0&sb_eventid=0&doc_id=47104
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Special focus: has Brexit become more likely? 

While the UK is enjoying a full-blown economic recovery, it is facing big risks 
from political events. Politics ranks top of our list of worries for the UK. The 
potential impact of a referendum on Scottish membership of the UK or a possible 
vote on the UK’s exit from the EU (Brexit) easily outweigh the risks from hiking 
interest rates by a few basis points. We expect Scotland to remain in the UK, and 
the UK to remain part of the EU. But we need to watch these risks closely.  

Brexit is high on the agenda following Prime Minister David Cameron’s futile 
campaign against Jean-Claude Juncker’s elevation to EU Commission President. 
Could Mr Cameron’s failure to win the argument make Brexit more likely? Not in 
our view. The Luxembourger’s appointment is irrelevant to the probability of 
Brexit, mainly because he wields little power over any renegotiation of membership 
terms. 

The furore over Mr Juncker in Britain comes as the latest poll from YouGov 
shows an eight-point majority in favour of continued UK EU membership, after a 
large swing in support over the past 18 months away from EU exit (Chart 1). There 
would be a 35-point majority in favour of staying in if Mr Cameron endorsed the 
terms of any renegotiation with the EU ahead of a referendum, which would come 
by 2017 if the ruling Conservatives win the next general election. 

There are two big issues then. First, whether Mr Cameron’s Conservatives can win 
the next UK general election in May 2015 – without a Tory victory there would be 
no referendum, at least not by 2017. Second, whether Mr Cameron can extract 
enough concessions to allow him to campaign in favour of remaining in the EU. 

On the first, the Conservatives face an uphill battle. They remain behind in the 
polls (Chart 2), but would need to beat the opposition Labour party by a significant 
margin in the popular vote to win power, given the UK’s skewed first-past-the-post 
voting system. There may not be a Brexit referendum at all in the next few years. 

Chart 1: Support for Brexit falling 

 

Source: YouGov 

On the second point, no European institution could deliver all of what the UK 
wants, and certainly not all of what Conservative Eurosceptics want: a loose free-
trading relationship with no strings attached. A common market requires common 
rules and regulations to make it work. That is unavoidable. Even if the UK 
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negotiated a Swiss-style relationship, it would mean following the rules without 
having any say on their development. If the current EU relationship is 
unacceptable, that alternative certainly would be even worse.  

The concessions the UK might win are mainly within the power of the European 
Council of national leaders rather than the EU Commission. The UK can already 
opt out of social policy and common policing under the Lisbon Treaty. However, 
commissioners will wield power over things that do matter for the UK, such as a 
free-trade agreement with the US, and finishing the single market in services. If the 
UK won the Trade Commissioner portfolio, the debate about Juncker may fade. 

Directed by the European Council, the Commission will have to find ways to 
marry the need for closer cooperation among Eurozone countries with looser 
cooperation with non-Eurozone countries. Mr Juncker, coming from a centre-right 
party, is probably a better pick for that than many other plausible alternatives. 

Mr Juncker’s main impact on the UK debate will probably be through the 
propaganda potential he provides for anti-EU parties. 60% of the UK public 
supported Mr Cameron’s campaign against Mr Juncker. That may fade in time as 
Mr Juncker returns to the obscurity that EU Commission presidents usually 
inhabit. With some concessions, the UK would probably vote to remain in the EU.  

What of the other risks? After a flurry of debate in the first few months of the year 
there is an eerie quiet ahead of the Scottish referendum on 18 September. The risks 
are not so small that they can be ignored. A vote for independence remains unlikely 
in our view, with the anti-independence Better Together campaign retaining a 
sizeable lead in the polls (Chart 3). But the polls have narrowed considerably this 
year and could tighten further. This issue could rise up the agenda.  

Scottish independence would be like applying a hand-brake to the UK economy as 
uncertainty would spike, although a velvet divorce could quickly ease the trouble. 
In the longer term, the question is about incentives. An independent Scotland, or 
one with more policy levers from devolution, would have strong incentives to go 
for pro-growth reforms. Or it could lurch to the left. Our Narrowing Scottish polls 
raise UK political risks report (21 May 2014) covers the risks in detail.  

Chart 2: Opposition Labour party ahead Chart 3: Scottish independence unlikely 

 
 

General election polling. Rolling average of last five polls. Source: UK 
Polling Report 

Percentage point lead of the Better Together campaign. Rolling average of the 
last observations from the six polling firms. Source: UK Polling Report 
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US: strengthening underlying momentum 

An extremely tough winter has hit our US growth projections, but there are signs 
of strengthening underlying momentum. Payroll gains have picked up in recent 
months, averaging 231k jobs a month so far in 2014, versus 194k in 2013. The ISM 
Manufacturing Index has remained elevated even after the initial bounce back 
when the snow melted. The Fed will continue tapering its asset purchases, and end 
them entirely in October. We look for the still dovish Fed Chair Janet Yellen to 
acquiesce on a rate hike in Q2 next year. 

Even with a big bounce back from the 2.9% annualised contraction in Q1, US 
growth is likely to reach just 2.0% in calendar year 2014. But with signs of stronger 
underlying momentum, still extremely supportive monetary policy and fiscal 
austerity at an end for now, we expect the US to grow by 3.2% in 2015. A business 
investment cycle should kick-off in earnest through this year as firms’ confidence 
in the recovery grows. 

The missing ingredient in the US right now is rising wages. Earnings have so far 
failed to react much to the large declines in unemployment (Chart 4). There may be 
more slack in the labour market than the unemployment rate suggests. Still, some 
surveys, such as the one for small firms by the National Federation of Independent 
Business, show gradually rising pay pressure. Moreover, there is little sign of the 
workers who left the labour market in droves during the crisis rejoining the job 
hunt. The participation rate has not changed for nine months despite continued 
economic growth and decent jobs gains. If the participation rate does not begin 
rising soon, then the labour market will continue to tighten and wage growth 
should pick up. 

As households, companies and banks continue to strengthen their balance sheets, 
the underlying momentum of the US recovery should improve over time. That will 
enable the Fed to gradually reduce its stimulus without derailing the upswing. Of 
course, the debate about the precise pace of future Fed rate hikes can cause the 
occasional hiccup in financial and real estate markets.  

Chart 4: Solid payrolls gains 

  

3 month moving average of payrolls gains on the left-hand axis. Unemployment on the right-hand axis. Source: BLS 
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China: mini-stimulus keeps economy on track 

China remains on track for close to 7.5% GDP growth in 2014. But it did require a 
mini-stimulus, after a very weak start to the year. The headline year-on-year GDP 
growth rate slowed from 7.7% in Q4 2013 to 7.4% in Q1, and the quarter-on-
quarter gain this winter by 1.4% was the weakest since the Lehman crisis. Export, 
industrial production and retail sales growth dipped in the early months of the year 
and fixed asset investment continued its gradual decline (Chart 5). 

Whatever the risks for China are – reporting on real estate, shadow banking and 
other issues is widespread – the authorities have all the necessary tools at their 
disposal to avoid a hard landing. Forex reserves near $4trn, high private sector 
savings, some capital controls and low inflation provide room for manoeuvre. The 
authorities have responded to the latest slowdown with infrastructure investment 
(see Chart 5) and targeted monetary stimulus. That has boosted confidence surveys 
and hard data as well. It helps that important export markets like the US, Europe 
and Asian developing economies have improved. 

China is gradually moving away from its export- and investment-led model towards 
more consumer- and innovation-led growth. The plans for the next decade point to 
continued gradual reform, with markets expected to play a “decisive” role in capital 
allocation. The softening of the one-child policy was an important step towards a 
less-repressive society. More flexibility for banks in setting interest-rates and 
further steps to establish the yuan as a global reserve currency could be next. 

Growth should continue to trend down gradually and steadily. We expect 7.3% 
growth in 2014, followed by 7.2% in 2015. Chinese imports could expand 
somewhat faster again as the adjustment of inventories to new lower trend growth 
rates is complete. That would be good news for global growth. 

Chart 5: Public investment is the key buffer 

  

Yoy change in %, 3-month average. Source: National Office of Statistics. 
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Japan: Abe getting serious on reforms? 

Abenomics has revived Japan’s private economy. In Q1, private investment 
jumped by 6.8% qoq and private consumption by 2.2% qoq, pushing GDP growth 
to 1.9% qoq, despite the government withdrawing some of the fiscal stimulus. The 
weak yen also had an impact, with exports jumping by 6.0% qoq, although the net 
effect of trade on GDP was neutral because of strong imports. 

A significant part of the gains will be reversed in Q2 due to the sales tax increase 
from 5% to 8% in April. Consumers reacted to the change: after a 6.4% mom 
increase in March, retail trade fell by a record 13.6% mom in April. But the Q2 
output decline will be cushioned by some government stimulus measures. 

Overall, growth momentum is a bit stronger than we had anticipated at the 
beginning of the year. It should be enough to tide the economy over the inevitable 
Q2 slump. The forward-looking components of the widely followed Tankan index 
gained in Q2 after a decline in Q1 (Chart 6). Accordingly, we have raised our full-
year GDP forecast from 1.8% to 2.0% for 2014. 

The big unanswered question remains whether the current growth pace can be 
sustained once the monetary stimulus fades. That requires the “third arrow” of 
Abenomics, structural reforms, to hit its target. If the government does not 
succeed in boosting Japan’s growth potential, extreme monetary stimulus could 
stoke an inflationary bubble. 

So far the recent economic success does not seem to have bred complacency. 
Many observers have positively received the latest “revitalisation strategy” 
approved by the cabinet in June. Tax cuts on business investment, better childcare 
to promote women’s labour force participation, and special zones where 
deregulation and immigration are promoted go in the right direction. Trade deals 
with the US and the EU could open more sectors to foreign investment. But rather 
like in Europe’s sick man France, a more dramatic shake-up may be needed. We 
maintain our view that the enormous pile of sovereign debt and the rapidly ageing 
society pose huge risks to the economy that will weigh on growth for decades to 
come in the absence of fundamental structural reforms. 

Chart 6: Abenomics momentum to tide economy over Q2 slump 

  

Large manufacturing firms. Diffusion index, %. Source: Bank of Japan. 

-20

-15

-10

-5

0

5

10

15

20

2010 2011 2012 2013 2014

Tankan index Outlook

Abenomics boosts consumption 
and investment 

Growth volatility in H1 

Momentum should tide economy 
over Q2 slump 

Question marks over “third 
arrow” 

Fresh reform effort, but is it 
enough? 

Tankan: outlook rebounds post 
tax increase 



Berenberg Macro Views 
Economics  

15 

Eurozone: double-shift in growth drivers 

Barring some wobbles in the most recent data, the Eurozone’s economic recovery 
has kept firming very gradually. The Eurozone’s composite output PMI rose from 
51.9 on average in Q4 2013 to 53.5 in Q2. Other indicators, such as the EU 
Commission’s economic sentiment survey, point to trend growth just below 2%, 
although forward-looking components have rolled over moderately. But the hard 
data have underwhelmed. GDP expanded by a mere 0.2% qoq in Q1 and May 
industrial production data were weak. Accordingly, we have cut our full-year 2014 
GDP growth forecast modestly to 1.0%, with risks tilted to the downside. 

Two significant shifts in the composition of growth have taken place. First, the 
periphery is increasingly outshining the core. In Q1 Germany still led the way while 
Spain also beat the Eurozone average. Reform laggards Italy and France 
underperformed (Chart 7). In Q2, the former crisis countries improved further 
while Germany and France slipped back. Sharply lower borrowing costs and the 
end of austerity are allowing the periphery to start enjoying the benefits of reforms. 
The second shift is from exports to domestic demand. Consumer and service 
sector confidence is now above industrial confidence (see Chart 8). Exports 
continued to grow but were held-back by weakness in emerging markets and 
temporarily in the US in Q1. Meanwhile domestic demand is turning the corner as 
monetary policy gains traction. Investment is rebounding and consumption 
stabilising, with low inflation helping households’ spending power. 

The recovery has already translated into more political stability: Eurosceptic parties 
did less well in the European elections than polls had suggested last year. A new 
reform push is underway. New prime ministers in Italy and France are cutting taxes 
and aiming at modest labour market deregulations. Other peripheral nations are 
using the fiscal leeway afforded by lower interest rates to correct the overreliance 
on tax hikes in previous years, not least with elections looming in 2015. The euro 
crisis has faded and Europe has learned many lessons. Unfortunately, that has not 
extended to Germany’s constitutional court, which weakened the ECB’s safety net 
with a major adverse decision in February. Fortunately, the Eurozone has not 
needed the safety net since and looks unlikely to do so in the near future. As we 
had expected at the start of the year, the banking sector grabbed headlines, mainly 
due to fines and regulations. The credit cycle is showing signs of turning though, 
and the start of banking union later this year could amplify the upswing. 

Chart 7: Periphery strong, France falls behind Chart 8: Domestic demand to the fore 

  
Composite output PMIs Germany, France, average Spain/Italy. Source: 
Markit 

Eurozone industrial confidence and consumer confidence, sa. Source:  EU 
Commission 
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Germany had the expected strong start to the year, amplified by a mild winter 
which supported construction output. The second quarter will be a lot softer as the 
usual spring rebound in construction will be weaker, but also because geopolitical 
events in Ukraine (the “Putin factor”) weighed on sentiment while weakness in 
emerging markets hit exports. Our GDP forecasts for 2014 and 2015 are virtually 
unchanged at 2.0% and 2.2%. Unfortunately, Chancellor Angela Merkel’s grand 
coalition has implemented the reform rollback agreed last year. The new national 
minimum wage and pension hikes will pose significant problems for the economy 
in the future, as they diminish flexibility. In the short run, however, they could even 
boost domestic demand mildly. Otherwise, downside as well as upside risks for 
Germany’s globally connected economy stem from trends in global demand.  

France is not just dropping in competitiveness rankings, but also in the Eurozone 
growth league table. Q1 GDP was flat. Confidence indicators spiked briefly in 
March when the new cabinet under the reform-minded Prime Minister Manuel 
Valls replaced the previous Ayrault administration, but have slipped back since as 
the speed of reform underwhelmed. After weak hard data in Q2, we have 
downgraded our GDP forecast for 2014 by 0.3ppt to 0.5%. The government 
remains committed to €50bn cuts in spending and €41bn cuts in levies and taxes 
until 2017 but the ratification process remains risky given the thin Socialist majority 
in parliament. Progress on the simplification of labour rules is hampered by the 
chosen route of letting labour unions and employers design the reform. France is 
heading in the right direction, but President François Hollande’s “Schröder 
moment” (the German Social Democratic Chancellor’s successful Agenda 2010 
reforms of 2004) has not happened yet. 

Chart 9: Italian political instability? Gone 

  

Source: moving 5-month average of polling results from Datamedia,  Ricerche, Datamonitor, Demopolis, Demos&Pi, 
Election, EMG, EP Election, Epoke, EULAB, Euromedia, IPR, Marketing, Ipsos, ISPO, Ixe, Lorien-
Consulting, Piepoli, ScenariPoliti, SpinCon, SWG, Tecne  
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Mr Renzi’s reform drive has already boosted economic confidence. Italy’s 
composite output PMI reached 54.2 in June, its highest level in more than three 
years. Growth should advance throughout the rest of the year, but the bad start has 
left our GDP growth forecasts significantly lower than at the start of the year at 
0.2% and 1.1% for 2014 and 2015, respectively. 

Of all large Eurozone countries, Spain is having the smoothest ride in 2014. 
Growth picked up to 0.4% qoq in Q1 and likely reached the same pace in Q2. Its 
composite PMI rose from 51.6 in Q4 last year to 54.3 in Q1 and a very strong 55.7 
in Q2. Job creation has kicked in at an unusually early stage of the recovery, 
highlighting that Spain could be benefiting from the 2012 labour reforms in a 
similar way to Germany after 2004. Unemployment is also falling faster than 
expected, although it remained extremely high at 25.1% in May. The fall is partially 
helped by emigration. Many young people are making use of the EU’s freedom of 
movement and starting careers in Germany and elsewhere. Immigrants from South 
America and Northern Africa are returning to their homelands. Many of them had 
been attracted by Spain’s pre-crisis construction boom. The construction sector is 
unlikely to return to pre-crisis employment levels. As these immigrants often lack 
alternative skills, their departure is unlikely to diminish Spain’s growth potential. 
Despite the positive backdrop, we have shaved 0.2ppt off our 2014 GDP growth 
forecast, due to a more subdued export performance caused partly by the weakness 
in many South American economies. Spanish political (Catalunya) and financial 
risks (ECB health check of banks) remain substantial, but are diminishing with the 
economic recovery. 

The other former crisis countries on the periphery have largely fared well, albeit 
with some volatility, since the start of the year. Portugal’s GDP contracted due to 
one-off factors in Q1 after a run of three strong quarters in 2013. The country 
exited the bail-out arrangements successfully in May, but remains hostage to a 
constitutional court preventing public sector workers from making a contribution 
to the rebalancing of the economy. One of the most reform-minded governments 
in the western world has delivered many successes and should overcome the latest 
troubles at one bank’s parent company with or without help from its Eurozone 
partners. Greek confidence indicators have resumed their sharp uptick with some 
of them reaching Eurozone averages. Another strong tourism season could deliver 
GDP growth in 2014 for the first time since 2007. The autumn could be 
dominated by scrutiny of the sustainability of its financial and structural progress, 
however, as the country negotiates some more debt relief with international 
lenders. We expect the Greecovery to continue and strengthen, although Greek 
political risks remain the most pronounced among Eurozone countries. 

We remain optimistic that the Eurozone’s economic recovery will strengthen 
further in late 2014 after a summer lull: Due to geopolitical uncertainties, the 
German growth engine may have slowed somewhat, but that is offset by growing 
momentum in the periphery. France remains a serious drag, unless the announced 
reforms are implemented swiftly and complemented by a serious labour market 
reform. The ECB is doing what it can to clean up the financial sector and boost 
lending for investment. 
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UK: above trend growth but shifting risks 

It was a long time coming, but the UK is now growing strongly after a surge 
through last year (Chart 10). Supportive monetary policy, only gradual austerity and 
a growing world economy support our call for growth momentum to be sustained. 
The recovery is broadening to business investment as optimism returns and 
capacity pressures tighten, which should give the so far consumption-led recovery a 
second wind (Chart 11). We look for growth of 3.1% in 2014 and 3.3% in 2015, 
0.5ppt and 0.3ppt higher than we had forecast in our Global Outlook 2014, 
published in December 2013. 

Three catalysts set off the UK’s sudden upturn. First, super-loose monetary policy. 
Second, ECB President Mario Draghi’s commitment to “do whatever it takes” to 
hold the Eurozone together in the summer of 2012 cut break-up risks, lowered 
bank funding costs and allowed loose UK policy to feed through to actual 
mortgage rates. Growth picked up within six months of Mr Draghi’s words. Third, 
Chancellor George Osborne eased back on fiscal austerity after the large front-
loaded effort. In contrast, BoE Governor Mark Carney’s forward guidance had 
nothing to do with the upturn.  

Households have also cut their debt to income ratio by 25ppts since 2007. 
Monetary policy would not have worked had households still been worried about 
deleveraging. In the event, they cut saving in response to lower interest rates and 
kick-started the recovery. Despite that trend, this recovery is not a debt fuelled 
surge. Private sector debt is barely rising, while business investment is now taking 
on some of the heavy lifting (Chart 10) as the upturn broadens. 

We forecast continued strong momentum but no acceleration from here. Gradual 
interest hikes and stronger austerity next year should offset increased domestic 
demand growth. With slack falling and growth strong, we look for the first 25bp 
rate hike from the BoE in November 2014. We forecast rates of 1.5% by the end 
of 2015 and 2.5% by the end of 2016.  

Markets may have to get used to the idea that the UK has reached cruising speed, 
which means consistent upside data surprises are now behind us. Surveys are not 
going to set record highs every month. Many have come off their peaks, but that 
just brings them to more realistic readings. Those leading indicators are 
comfortably strong enough to suggest 3% annual growth is achievable.  

Chart 10: Surveys back to more sensible levels Chart 11: Recovery broadening 

  
Source: Markit Consumption on the left-hand side, business investment on the right. Source: 

ONS. 
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Still, the risks to our forecast are much more balanced than they were six months 
ago. Monetary policy will remain supportive, but rate hikes are a more imminent 
possibility now. The Eurozone recovery is proceeding a little more fitfully than we 
had hoped, which is key for UK export prospects. As we discuss in the Special focus 
chapter above, political events are a serious risk to continued UK growth. 

In addition, wage growth has not yet responded to the tighter labour market. 
Average earnings growth remains marooned at about 1% yoy. Yet unemployment 
has fallen very sharply and vacancies are now back to their pre-crisis levels (Chart 
12). Signs of stronger pay growth are widespread in surveys. The Recruitment & 
Employment Confederation has reported the fastest rise in salaries for new 
permanent staff since the survey began in 1997. We do not expect pay growth to 
rise that rapidly, but look for it to reach 2% yoy by the end of 2014. 

Reflecting weak pay growth, stronger sterling and a supermarket price war, inflation 
has fallen below the BoE’s 2% target. We expect inflation to remain around its 
current rate through the rest of this year as petrol price falls drop out of the year-
on-year comparison while weaker import prices enter the figures. Inflation should 
then trend up towards the BoE’s target.  

In our year-ahead outlook published in December we highlighted that the BoE 
would need to take action on the housing market. It jawboned about that in the 
first five months of the year, but finally started walking the walk in June. It capped 
loan-to-income ratios and tightened up rules on affordability checks for potential 
borrowers. Those actions will not bite at all until next year – banks are already 
meeting the caps and checking affordability. But the BoE’s focus on the risks from 
housing gives us some confidence that the nascent housing boom will not morph 
into a dangerous bubble and seriously destabilise the UK recovery. 

Housing market indicators have softened in recent months (Chart 13). Part of that 
reflects a return to more sensible levels, but there may also have been an impact 
from the BoE’s talk along with the chance of earlier rate hikes. We expect house 
prices to rise 10% yoy this year and next, with balanced risks around that call. 

Finally, it is worth remembering that there will be major revisions to the UK’s 
growth figures this September. The household saving rate will be increased by 3-
6ppts. Recent GDP and productivity growth could also be altered radically.  

Chart 12: Labour market is tightening Chart 13: Strong house price inflation 

  

Unemployment on the left-hand side, vacancies the right-hand side. Source: 
ONS 

RICS refers to the Royal Institution of Chartered Surveyors survey. That is 
mean-variance adjusted to house price inflation measured as the average of 
the Halifax and Nationwide indices. Source: RICS, Halifax, Nationwide 
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Inflation: at the trough 

Inflation is unlikely to test central bankers’ nerves in the developed world over the 
remainder of 2014, or even during 2015 (Chart 14). There is still enough slack left 
in the system, much more so in the Eurozone than the US or UK, which is 
reflected in still weak wage growth. But with a solid recovery in the US and UK 
and gradually improving growth in the Eurozone we look for inflation to slowly 
trend up. The risks to that forecast are to the downside. 

Labour markets in the US and UK have tightened significantly over the past year. 
Unemployment has fallen by 1.2ppts in the UK and by 1.4ppts in the US (Chart 
15). Wage growth has not picked up in either country yet, but there is growing 
survey evidence of improving pay deals. For instance, in America the National 
Federation of Independent Business’s index of pay deals has risen considerably. In 
the UK, the Recruitment & Employment Confederation survey just recorded the 
fastest rise in salaries for new permanent staff since it began in 1997. Pay increases 
are unlikely to hit those heights in aggregate anytime soon, but we see good reasons 
to expect pay deals to improve through 2014 and 2015. 

In the Eurozone, inflation has declined further. At 0.6% on average in Q2, it fell 
further than we had expected in late 2013. Stable commodity prices, falling food 
price inflation and the appreciating euro are exerting downward pressure even in 
Germany, with its record-low unemployment. These temporary factors add to the 
disinflationary tendencies in the periphery, where the competitive adjustment is 
keeping wage growth at a minimum. Very low inflation rates across the currency 
are making that adjustment temporarily more difficult. But they have helped 
consumers’ real spending power. The decline in inflation coincided with a sharp 
rise in consumer confidence, making outright deflation, where households put off 
purchases in expectations of even lower prices, a remote tail risk. Inflation lags the 
economic cycle. As unemployment begins to fall and temporary downward 
pressures fade, we expect Eurozone inflation rates to gradually trend up from their 
current low point, reaching 1.1% yoy by end-2015, although further short-term 
weakness remains possible. 

In the US, we expect CPI inflation to pick up very gradually to 2.2% by the end of 
2015, as solid economic momentum bears down further on the number of 
unemployed workers. Inflation has moved up off its lows from earlier this year on 
virtually every measure, whether it is headline, core or trimmed mean inflation. 
There is a chance that strong growth encourages some of the discouraged workers 
who have left the labour force to return, which would slow the fall in 
unemployment and keep wages in check. But there is little sign of that return yet. 
The participation rate has held steady for nine months now despite improving 
payrolls growth and continued economic expansion. The huge fall in participation 
since the crisis may be structural rather than cyclical, which would support wage 
growth. 

In the UK, inflation has responded to past limp wage growth and declined to 1.5% 
in May. A supermarket price war and falling import costs should keep inflation 
around current rates for the rest of 2014, offsetting less subdued petrol price 
inflation. Solid growth and tightening labour markets should then push inflation 
back up to 2.1% by end-2015. There are downside risks to our forecast, particularly 
in the near-term. Supermarket price cuts and sterling could push inflation lower, as 
could continued weak wage growth. 
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Notwithstanding those downside risks, the UK looks to be furthest along the road 
of using up slack. Tightening labour markets are most obvious in the UK, with the 
additional slack that may be evident in low US participation being harder to divine 
in the UK. British workers have stayed engaged with the labour market. 
Participation has held up at pre-recession levels, vacancies have returned to normal, 
the employment rate has risen sharply while firms report above-normal difficulty in 
finding the right staff. There is still some way to go before slack is fully eliminated, 
but most measures do not show abundant spare capacity. In our view, wage and 
price pressure has passed, or will shortly pass, the nadir. 

 

Chart 14: Inflation at the nadir Chart 15: Slack falling particularly in the US/UK 

  
Core CPI inflation. Source: ONS, BEA, Eurostat Source: ONS, BLS, Eurostat  
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Central banks: diverging 

Central banks were all fighting the same campaign until last year. In the face of a 
huge financial crisis and depressed demand, the high priests of monetary policy 
were divining ways to add more and more stimulus. The Fed went for a third 
round of quantitative easing (QE). The BoE opted for forward guidance, and this 
year the ECB cut its deposit rate into negative territory. That campaign is slowly 
being won. The US economy has been expanding for more than four years, UK 
growth has been above trend for a year, while the Eurozone is recovering only 
gradually. 

As highlighted in the Inflation section above, slack is falling everywhere, but the UK 
is furthest advanced. Reflecting that, we look for the BoE to move first by hiking 
rates in Q4 this year, with the Fed following in Q2 2015. Due to the weaker 
Eurozone recovery, the ECB will hold off on rate rises until 2016. 

Last year’s taper tantrum showed the potential fall-out rate setters could cause by 
surprising markets. Former Fed Chair Ben Bernanke’s miscommunication on 
stimulus tapering last summer sent emerging markets into a spin. Central bankers 
are working hard to prevent that from happening again, and will aim to keep 
longer-term rates subdued as they head into the hiking cycle. Gradual and limited 
rate hikes will be words uttered with increasing frequency by US and UK rate 
setters. 

US: Fed Chair Yellen remains dovish in the US, consistently arguing that there is 
plenty of hidden slack in the economy. Still, the evidence of the past 12 months 
pushes us further in the direction of a structural explanation for subdued 
participation. Despite rising jobs growth and continued economic expansion, not 
many workers have rejoined the labour force yet. The Fed has plenty of wriggle 
room with wage growth weak and unemployment above pre-crisis levels. But that 
room has diminished. We now expect the rate setters to hold out until Q2 next 
year before hiking rates – one quarter earlier than we looked for in our Global 
outlook 2014 note published in December.  

The shift in focus towards the ultimate destination for rates, rather than the take-
off point, is evident in the Fed’s “dot chart” of Federal Open Market Committee 
participants’ interest rate forecasts. That has reflected the shift in the labour market 
over the past year. Last December, the median Fed participant saw interest rates at 
0.75% by the end of 2015 and 1.75% by the end of 2016. Now they are planning 
on rates of 1.25% and 2.5%. At the same time, the median member has lowered 
their view of longer run interest rates by 25bp. Fed discussion is also shifting to its 
exit strategy. The latest minutes suggested that rate hikes would come before 
ceasing to reinvest redemptions on the Fed’s QE asset holdings, which is the same 
as the BoE’s planned strategy. 

Europe: The ECB has reacted to inflation falling even further than expected. In 
June, it cut the main and deposit rates by 10bp to 0.15% and -0.10%, respectively, 
and announced a series of targeted long-term liquidity operations to banks between 
late 2014 and mid-2016. These could amount to a similar sized liquidity injection as 
the 2011/2012 three-year long-term refinancing operations. Meanwhile, the ECB is 
also preparing to take over its new role as supervisor of the Eurozone’s largest 
banks with an extensive bank Asset Quality Review (AQR), to be completed in late 
summer together with a stress test. 
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The ECB’s hope is: (1) that the AQR restores trust and thus interbank lending; (2) 
that the targeted liquidity injections will make a difference; and (3) that the negative 
deposit rate incentivises banks to lend to the real economy. With the credit cycle 
showing tentative signs of a turnaround, the combination of measures could 
become a powerful lending booster. However, if they do not deliver a short-term 
effect, the ECB might yet take more actions, including larger scale asset purchases 
(QE). A small scale purchase programme for asset-backed securities is in the works 
already. More large-scale action is a chance, however, not our forecast. 

At some point within the next 12 to 18 months, the European Court of Justice 
(ECJ) will issue its verdict on a cornerstone of ECB policy, the Outright Monetary 
Transactions (OMT) programme, under which the ECB could buy bonds of 
fiscally compliant reform countries in case of renewed market turmoil. In February, 
the German Constitutional Court referred the case to the ECJ. Ahead of the 
verdict, it remains unclear whether the OMT programme could actually be used. 
For example, the German Bundestag, which has a de facto veto, may not approve 
its use. In the unlikely case of a major return of market tensions, this could require 
the ECB to deploy alternative measures, such as major asset purchases, to calm 
markets. Thankfully, low inflation gives the ECB plenty of room to do that if 
necessary. 

UK: The BoE is, in many respects, now a trailblazer for the other major central 
banks. Unemployment is closest to its pre-crisis levels in the UK, BoE Governor 
Mark Carney is trying to convince markets that rate hikes will be gradual and 
limited, while loose monetary policy is forcing the central bank to use its new 
macro-prudential policy tools to rein in a building housing boom. 

We expect the BoE to start hiking in November this year. We put a 60% 
probability on a November hike and 40% on February. Housing market actions are 
neither here nor there for the interest rate decision. The BoE has set a high 
tolerance for house price inflation. Rather, the big question now is about strategy. 
Does it start early to allow rate hikes to be gradual, or start late but hike in larger 
increments? We believe it should move sooner rather than later, to avoid 
destabilising the economy. 

Mr Carney’s credibility has been hurt by his actions over the past year. He 
introduced and ditched forward guidance within six months amid poor forecasts 
for unemployment and a surprisingly strong recovery. All central bankers are 
bounced around by the data and Mr Carney is no different. But his communication 
has been found wanting, in our view. Last August he said interest rates were more 
likely than not to remain on hold until late-2016. Recently he seemed to prepare 
markets for a 2014 hike. That is a remarkable change in view. 

That flip-flopping on policy will come with a cost. Ultimately, miscommunication 
may result in extra volatility in market expectations of future rates, but not of 
future inflation. The BoE may also find it hard to maintain the line that rate hikes 
will be gradual and limited when they come. After the disastrously poor guidance 
of the past year, why would anyone believe it? On the other hand, Mr Carney’s 
actions have been those of a pragmatist, reacting to stronger data by turning more 
hawkish. That may, in a weird way, have enhanced the market’s belief that Mr 
Carney will do the right thing eventually in order to hit the inflation target. He is 
just much less predictable or reliable as a guide to the future than markets may 
have thought a year ago. 
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The tail risks: not all swans are black 

Life is full of risks. It always is. But are the risks bigger and more likely to 
materialise than usual? No. Instead, some risks have receded so far this year.  

In our Global Outlook 2014 last December, we highlighted five risks to our 
cautiously optimistic calls: US default, emerging market crisis, Abenomics going 
badly wrong, a major political accident in the Eurozone and serious geopolitical 
tensions. None of these risks has come to pass:  

1. In the US, President Obama and congressional leaders quietly shelved their 
vicious fiscal dispute, de facto postponing the inevitable decisions on major 
entitlement cuts until after the next presidential election.  

2. Emerging markets remain a mixed bag. But as many of them have stabilised 
after a setback in mid-2013, the risk of a chain reaction spreading from the 
wobbly to the fundamentally sound has receded a lot.  

3. While the final verdict on Abenomics is not yet out, the rise in Japanese 
inflation has made it unlikely that the Bank of Japan (BoJ) could adopt an 
extreme policy stance that could send the yen into a dangerous tailspin.  

4. Germany’s Constitutional Court did raise objections against the ECB’s OMT 
programme. But by kicking the can up the road to the EU Court, it de facto 
delayed the decision until it may no longer be relevant. In the EU elections in 
late May, populist protest parties did well, but less so than feared. The result 
toppled no national government. Instead, Matteo Renzi gained a significant 
electoral mandate for his reforms in Italy.  

5. Geopolitics remain volatile. But all conflicts in Asia, the Middle East and 
Ukraine have remained below the threshold above which they could cause 
serious damage to the world economy.  

Beyond keeping a wary eye on Asian politics and watching out for potential policy 
mistakes in major regions of the world or the possible threat to oil supplies from 
sectarian conflicts in the Middle East, we focus on three potential risks. 

Putin: An open Russian invasion of Ukraine could send shockwaves across 
Europe, stopping the recovery in its tracks. But as a costly open conflict would 
hurt Russia’s fragile petro-economy much more than it would hurt Europe, we 
believe that Putin will continue to shy away from such an open invasion. 

French politics remains the worst risk in Europe. An unpopular government is 
finally trying to cut spending. If it loses its parliamentary majority, new elections 
could spring an unpredictable result. But, much more likely, Prime Minister Valls 
will continue to navigate the treacherous waters, delivering some watered-down 
reforms in the process. While not optimal, that would keep the situation stable.  

China is managing a tricky situation with serious debt problems in parts of its 
economy. Indeed, developing countries rarely get through their catch-up phase of 
growth without missteps. But China has all the levers of policy available to counter 
such risks with huge reserves and a high savings rate. It has contained all problems 
successfully so far. We see no reason for that to change now.  

The risks are not worse than 
usual 

What happened to the five risks 
we highlighted in December? 
 
 

A fiscal truce in the US 
 
 

Emerging markets are a mixed 
bag 
 

No collapse of the yen in sight for 
now 
 

Protest parties did less well than 
feared 
 
 
 
 

Below the real danger threshold 
 
 

Keeping a wary eye on geopolitics 
 
 

A rational Putin would not 
openly invade Ukraine 
 
 

The French tail risk: unable to 
reform? 
 
 
 

China has contained all economic 
problems so far 
 
 
 
 

http://www.berenberg.de/cgi-bin/content/content.cgi?rm=show_doc&ial=1&sb_userid=0&sb_eventid=0&doc_id=47104


Berenberg Macro Views 
Economics  

25 

Financial markets: sweet spot of the cycle 

The sweet spot of the cycle has delivered for equities. The MSCI World index 
progressed by another 5% in the first half of 2014, driven by accommodative 
monetary policy in the west and a gradually firming economic recovery, while tail 
risks again failed to materialise. We expect this mix to continue despite the first rate 
hikes of major western central banks approaching. Those hikes could cause some 
volatility. But that is by now a well-known risk that will make policymakers 
cautious and prevent sudden hikes that could thwart the recovery. Valuations 
reflect a lot of the good news, particularly in the US and the UK. But equities are 
not overvalued globally, with European stocks still 10-15% lower than the 2007 
peaks in real terms. 

We thus expect until mid-2015: 

• a further modest rise in major equity indices, with the euro periphery 
realising more of its catch-up potential relative to core Europe and the US; 

• a modest increase in sovereign bond yields to 3.5% for 10-year US 
treasuries and UK gilts and to 1.9% for German bunds by mid-2015; 

• a flattening of yield curves for the US and UK in late 2014 as markets start 
to price in the likely rate hikes of 2015; 

• a further modest narrowing of yield spreads within the Eurozone as yields 
in Italy and Spain rise by less than in Germany while yields in Portugal and 
Greece could still fall a little further; 

• a euro that could trade close to 1.35 against the US dollar as the stronger 
US recovery and the stronger external position of the Eurozone roughly 
offset each other in their impact on the world’s premier exchange rate; 

• very modest losses for the Swiss franc as some former safe-haven inflows 
reverse amid a further fading of the euro crisis; 

• upward pressure on sterling as continued strong growth in the UK makes 
the BoE likely to be the first major central bank to hike rates; 

• a moderately weaker Japanese yen as the BoJ maintains its pace of asset 
purchases but is not under pressure to add to it as inflation expectations 
increase and the economy grows; and 

• commodity prices to continue the moderate uptrend of the first half of 
2014 on the back of gradually firming global growth. 

For emerging markets, the outlook remains mixed. The high volatility of the 
beginning of the year has largely settled and given way to a period of calm. Some 
countries, such as China and India, have stabilised economically on the back of 
determined policy action and limited vulnerability. Others, including several South 
American countries and Turkey, have deeper-rooted problems which have been 
exposed by the capital outflows. The interest rate hikes in many countries will 
weigh on growth for a while, which could fuel further political instability. Russia 
suffers from largely self-inflicted geo-political tensions as well as EU/US sanctions 
on top of that. Overall, we expect emerging markets to resume their convergence 
process with the developed world over the coming years, which should boost asset 
prices in these countries as well. 

As always, life is full of risks. Investors have to brace themselves for significant 
volatility as central banks move closer to the entry into whatever their exit 
strategies will be in the end. Given that central bank policy rates will stay low for 
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some time and neutral rates will be lower as well as central bank balance sheets 
bigger even once normalisation has run its course, valuations do not seem 
exuberant. That may not prevent some sharp temporary corrections. But it fits our 
view that markets are not badly overpriced. Economic fundamentals, for what they 
are worth, do not suggest a need for a major and lasting reversal of market trends 
for the time being. 

Table 3: Key financial forecasts 
  Current1 June 2015 

Central bank rates    

US Fed 0.00-0.25% 0.50% 

ECB 0.15% 0.15% 

BoJ 0.10% 0.10% 

BoE 0.50% 1.00% 

SNB 0.00%-0.25% 0.00%-0.25% 

     

10-year bond yields    

US 2.54% 3.50% 

Germany 1.21% 1.90% 

UK 2.61% 3.50% 

     

Currencies    

USD-EUR 1.36 1.30-1.35 

GBP-USD 1.71 1.69 

USD-JPY 101.6 108 

EUR-CHF 1.21 1.30 
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Disclaimer 
 
This document was compiled by the above mentioned authors of the economics department of Joh. 
Berenberg, Gossler & Co. KG (hereinafter referred to as “the Bank”),. The Bank has made any effort to 
carefully research and process all information. The information has been obtained from sources which we 
believe to be reliable such as, for example, Thomson Reuters, Bloomberg and the relevant specialised press. 
However, we do not assume liability for the correctness and completeness of all information given. The 
provided information has not been checked by a third party, especially an independent auditing firm. We 
explicitly point to the stated date of preparation. The information given can become incorrect due to passage 
of time and/or as a result of legal, political, economic or other changes. We do not assume responsibility to 
indicate such changes and/or to publish an updated document. The forecasts contained in this document or 
other statements on rates of return, capital gains or other accession are the personal opinion of the author and 
we do not assume liability for the realisation of these. 
This document is only for information purposes. It does not constitute a financial analysis within the meaning 
of § 34b or § 31 Subs. 2 of the German Securities Trading Act (Wertpapierhandelsgesetz), no investment 
advice or recommendation to buy financial instruments. It does not replace consulting regarding legal, tax or 
financial matters. 
 
Remarks regarding foreign investors 
The preparation of this document is subject to regulation by German law. The distribution of this document 
in other jurisdictions may be restricted by law, and persons, into whose possession this document comes, 
should inform themselves about, and observe, any such restrictions. 
 
United Kingdom 
This document is meant exclusively for institutional investors and market professionals, but not for private 
customers. It is not for distribution to or the use of private investors or private customers. 
 

United States of America 
This document has been prepared exclusively by Joh. Berenberg, Gossler & Co. KG. Although Berenberg 
Capital Markets LLC, an affiliate of the Bank and registered US broker-dealer, distributes this document to 
certain customers, Berenberg Capital Markets LLC does not provide input into its contents, nor does this 
document constitute research of Berenberg Capital Markets LLC. In addition, this document is meant 
exclusively for institutional investors and market professionals, but not for private customers. It is not for 
distribution to or the use of private investors or private customers. 
This document is classified as objective for the purposes of FINRA rules. Please contact Berenberg Capital 
Markets LLC (+1 617.292.8200), if you require additional information. 
 

Copyright 
The Bank reserves all the rights in this document. No part of the document or its content may be rewritten, 
copied, photocopied or duplicated in any form by any means or redistributed without the Bank’s prior written 
consent. 
 
© May 2013 Joh. Berenberg, Gossler & Co. KG  
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