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Global outlook: risk control is working    
   

�� Life is full of tail risks: It always is. From Grexit to Brexit, from a chain reaction in 
emerging markets to a new Russian war – the risks wax and wane. What really 
matters is whether we can control such risks. This seems to be the case in 2015. 

�� Risk control at work: In Europe, a huge political accident in Athens has caused no 
ripple effects beyond Greece, suggesting that the Eurozone now has the means to 
contain such crises. And despite serious disruptions caused by weaker commodity 
prices and a stronger US dollar, emerging markets have not fallen victim to a 
market panic. This bodes well for the serious challenges ahead in coming months 
as Greece goes to the wire and the US Federal Reserve (Fed) comes closer to its 
first rate hike. 

�� Reversal of fortunes: Last year, the US and UK surged ahead whereas the 
Eurozone, reeling from the aftermath of the euro crisis and hit by the Putin shock, 
lagged far behind. So far this year, the US and UK seem to have lost some steam, 
while data for the Eurozone have firmed even earlier than we had expected. 

�� Monetary policy at work: In the US and the UK, central banks had reacted 
aggressively to the post-Lehman doldrums, nudging their economies back to 
sustained growth early on. But with the US Fed ending its asset purchases and the 
European Central Bank (ECB) finally starting Fed-style quantitative easing, 
exchange rates have moved, constraining growth in the US and UK while 
supporting demand in the Eurozone. 

�� US resilient: Despite some apparent weakness in Q1, the outlook for the US 
economy remains positive. Borrowing costs are low, real incomes are rising and 
fiscal policy is roughly neutral. As in 2014, we expect demand growth to rebound 
in spring and summer from a temporary setback caused partly by a cold winter.  

�� No major news from China: Yes, economic growth is slowing down. The desired 
transition to less exuberant, less dirty and less investment-driven growth carries 
risks. But China has the policy tools to deal with any accident fast. The big dragon 
remains on track for growth of roughly 7% in 2015 and 6.7% next year. 

�� Abenomics is rumbling on: Unfortunately, Japan has not yet enacted Prime 
Minister Shinz� Abe’s long-awaited reforms. Unless Japan fixes its supply side, it 
will remain in gentle decline with a gradually growing risk of a currency collapse 
in a future decade. 

�� The cyclical outlook for the Eurozone is better than it has been for at least four 

years: Contagion risks are under control, the Putin shock of mid-2014 has faded 
and cheap oil and the exchange rate provide major tailwinds. In addition, 
countries such as Spain are reaping the rewards of their reforms. We expect 
growth to firm to annualised rates just shy of 2%, with Ireland and Spain 
outpacing Germany while France continues to lag behind. The damage that Syriza 
is doing in Greece is dampening the appeal of leftist populists elsewhere in 
Europe. 

�� The UK economy keeps on going, supported by strong domestic demand: 
However, political risks are looming large. The best outcome of the election on 7 
May could be a hung parliament in which the Liberal Democrats hold the balance 
of power. This would force either the Conservatives or Labour to ditch the wilder 
parts of their agenda in return for the Liberal Democrats’ support. But we need to 
mind the tail risks of either a left-wing Labour-Scottish National Party (SNP) 
government or an anti-EU Conservative-UK Independence Party (UKIP) deal.   

�� No sign of dangerous deflation. Inflation risks are also well under control: We 
expect the first Fed rate hike in September 2015, followed by the Bank of England 
(BoE) in Q1 2016 and the ECB in Q3 2017. A debate about ECB tapering may start 
in late 2015. 

�� Emerging markets will remain a very mixed batch: Countries that import 
commodities and earn a lot of dollars for their exports can thrive. Countries that 
export commodities and/or are heavily indebted in dollars could be in trouble. 
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Forecasts at a glance 

Table 1: Recovery with low inflation 

 

Forecast highlights 

�� Global: Cheap oil, supportive central banks, but some emerging markets look shaky 

�� US: Little austerity, monetary policy gains traction; 2.7% growth 

�� China: Resilient growth slowing gradually to 6.7% in 2016 

�� Japan: Artificial stimulus has faded, future hinges on reforms 

�� Eurozone: Periphery firming, core rebounding but Russian/Greek risks persist 

�� UK: Robust growth but mind the political risks 

Chart 1: Berenberg compared to consensus – bullish on Europe 

 

Table shows difference between Berenberg forecasts and Bloomberg consensus. The bars show graphically whether 

Berenberg forecasts are stronger (green) or weaker (red) than consensus. Bloomberg consensus taken on 10 April 

2015. Berenberg Germany unemployment forecasts based on ILO measure, which is not comparable to consensus 

figures that are based on the national unemployment definition. Source: Bloomberg, Berenberg 

 

                                                                                            

Weight 2013 2014 2015 2016 2013 2014 2015 2016 2013 2014 2015 2016 2013 2014 2015 2016

World*World*World*World* 100.0 2.4 2.4 2.5 2.8

USUSUSUS 22.8 2.2 2.4 2.7 2.8 1.5 1.6 0.4 1.9 7.4 6.2 5.4 4.8 -5.8 -5.5 -4.3 -3.8

JapanJapanJapanJapan 6.8 1.6 -0.1 0.9 1.5 0.4 2.7 0.6 0.7 4.0 3.6 3.5 3.5 -9.0 -7.8 -6.5 -6.3

ChinaChinaChinaChina 12.2 7.7 7.4 7.0 6.7 2.6 2.0 1.3 2.5 4.1 4.1 4.3 4.3 -2.0 -2.1 -2.0 -2.0

IndiaIndiaIndiaIndia 2.4 6.7 7.2 7.5 7.5 9.5 8.0 7.3 7.5 -7.2 -6.9 -6.5 -6.0

Latin AmericaLatin AmericaLatin AmericaLatin America 7.9 2.7 1.1 0.9 1.8 6.1 6.0 5.8 5.5 -3.4 -3.5 -3.5 -3.5

EuropeEuropeEuropeEurope 30.0 0.5 1.3 1.2 1.9

EurozoneEurozoneEurozoneEurozone 17.3 -0.4 0.9 1.4 1.9 1.3 0.4 0.2 1.2 12.0 11.6 11.1 10.2 -2.9 -2.6 -2.4 -2.2

  Germany  Germany  Germany  Germany 4.9 0.2 1.6 1.9 2.3 1.6 0.8 0.3 1.5 5.2 5.0 4.6 4.2 0.1 0.4 0.3 0.2

  France  France  France  France 3.7 0.4 0.4 1.1 1.4 1.0 0.6 -0.2 0.7 10.3 10.3 10.5 10.4 -4.1 -4.0 -3.8 -3.4

  Italy  Italy  Italy  Italy 2.8 -1.7 -0.3 0.3 1.1 1.3 0.2 0.2 1.0 12.2 12.7 12.6 12.2 -2.8 -3.0 -2.7 -2.2

  Spain  Spain  Spain  Spain 1.8 -1.2 1.4 2.6 2.4 1.5 -0.2 -0.6 1.0 26.1 24.5 22.4 20.1 -6.3 -5.7 -4.0 -2.5

  Portugal  Portugal  Portugal  Portugal 0.3 -1.6 0.9 1.7 2.3 0.4 -0.2 0.1 1.1 16.4 14.1 13.7 12.6 -4.5 -4.0 -2.9 -2.0

Other Western EuropeOther Western EuropeOther Western EuropeOther Western Europe

  UK  UK  UK  UK 3.4 1.7 2.8 2.6 2.6 2.6 1.5 0.2 1.5 7.6 6.2 5.3 4.7 -5.7 -5.1 -4.1 -3.1

  Switzerland  Switzerland  Switzerland  Switzerland 0.9 1.9 1.9 1.1 1.6 -0.2 0.1 -0.7 0.1 3.2 3.2 3.3 3.5 0.2 0.6 0.4 0.4

  Sweden  Sweden  Sweden  Sweden 0.8 1.3 1.9 2.3 2.6 0.4 0.0 0.6 1.5 8.0 7.8 7.6 7.2 -1.3 -2.0 -1.3 -0.8

Other EuropeOther EuropeOther EuropeOther Europe

  Russia  Russia  Russia  Russia 2.9 1.3 0.5 -4.0 -1.0 6.8 7.8 14.1 8.6 5.5 5.5 7.0 8.0 -1.3 -1.5 -3.0 -3.1

  Turkey  Turkey  Turkey  Turkey 1.1 4.1 3.0 3.6 3.8 7.5 8.9 6.8 6.5 9.1 9.8 9.4 9.3 -1.5 -1.6 -2.0 -1.8

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

*At current exchange rates, not purchasing power parity. PPP estimates give more weight to fast-growing emerging markets and inflate global GDP. 

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

GDPGDPGDPGDP Fiscal balanceFiscal balanceFiscal balanceFiscal balanceUnemploymentUnemploymentUnemploymentUnemploymentInflationInflationInflationInflation

US -0.2 ���� 0.0 ��� 0.2 ��� -0.3 ���� 0.0 ��� -0.2 ���� 0.0 ��� 0.0 ���

China 0.0 ��� 0.0 ��� -0.2 ���� 0.3 ��� 0.2 ��� 0.2 ��� 0.4 ��� 0.5 ���

Japan -0.1 ���	 0.1 ��	 -0.3 ���� -0.6 ���
 0.0 ��� 0.2 ��� 0.0 ��� 0.0 ���

UK 0.0 ��� 0.3 ��� -0.2 ���� -0.2 ���� -0.2 ���� -0.5 ���� 0.1 ��	 0.1 ��	

EZ 0.1 ��	 0.3 ��� 0.2 ��� 0.0 ��� -0.1 ���	 -0.6 ���
 -0.1 ���	 -0.2 ����

Germany 0.3 ��� 0.5 ��� 0.1 ��	 0.0 ��� n/a n/a 0.1 ��	 0.0 ���

France 0.2 ��� 0.0 ��� -0.3 ���� -0.3 ���� 0.2 ��� 0.3 ��� 0.5 ��� 0.5 ���

Italy -0.2 ���� 0.1 ��	 0.2 ��� 0.2 ��� -0.2 ���� -0.3 ���� 0.1 ��	 0.2 ���

Spain 0.4 ��� 0.2 ��� -0.1 ���	 -0.1 ���	 -0.2 ���� -0.9 ���� 0.5 ��� 0.9 ���

Portugal 0.2 ��� 0.5 ��� 0.1 ��	 0.2 ��� 0.2 ��� -0.4 ���� 0.1 ��	 0.4 ���

2015 2016

Inflation Unemployment Rate Govt. Budget Balance

2015 2016 2015 2016 2015 2016

GDP
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Forecasts changes so far this year: Eurozone up 

The first months of the year have sprung a number of surprises. In a marked reversal of 
fortunes, the Eurozone upswing seems to have gathered momentum even earlier than we 
had expected, whereas the US and – to a lesser extent – the UK have lost some steam. The 
more-aggressive ECB stance and the resulting decline in the euro exchange rate can 
explain some but not all of this. Our key forecast changes since our Global outlook from 6 
January 2015 are as follows. 

�� Tailwinds lift Eurozone growth earlier than expected: We now look for 1.4% GDP 
growth in 2015, 0.4ppt more than in early January, largely driven by major upgrades to 
Spanish and German growth. France also had a decent start to 2015 but with much less 
conviction due to the lack of reforms. By contrast, Italy shows more promise since its 
December labour market reform, but that upturn has yet to appear in the hard data. 

�� The UK is facing some headwinds in the industrial sector. Cheap oil is weighing on 
North Sea oil production. More importantly, sterling’s appreciation against the euro 
keeps the trade deficit wide. Construction hard data was also weak, although that is 
contradicted by survey data and may be revised up with later releases. We now project 
2.6% instead of 3.2% for UK GDP growth this year. 

�� The US had yet another cold winter in the east, plus port strikes on the west coast. 
These temporary factors were aggravated by the dollar appreciation which weighs on 
net exports. As in 2014, the pronounced weakness in Q1 should be mostly transitory. 
Still, we have lowered our call for US growth in 2015 from 3.3% to a still solid 2.7%.  

�� Switzerland’s euro peg shock: The Swiss National Bank (SNB) unexpectedly 
abandoned the peg to the euro in January, causing a major appreciation of the franc 
against the euro. That will cause a temporary growth pause in the first half of 2015 as 
the economy adjusts to the hit. 

�� Emerging markets little changed: India’s strong GDP growth upgrade is largely the 
result of methodology changes rather than a fundamentally different outlook. Latin 
America continues to struggle with capital outflows and low commodity prices. 

�� Currency moves change short-term inflation outlook: The depreciation of the euro is 
driving up import prices, with the US, China, Switzerland and the UK experiencing the 
opposite effect. 

Table 2: Forecast changes so far this year

Berenberg forecasts for GDP growth and inflation. Change gives the change in the forecast relative to 

our Global Outlook from 6 January 2015. Source; Berenberg  

2015201520152015 Change 2016201620162016 Change 2015201520152015 Change 2016201620162016 Change

World*World*World*World* 2.52.52.52.5 -0.1 2.82.82.82.8 -0.1

USUSUSUS 2.72.72.72.7 -0.6 2.82.82.82.8 -0.2 0.40.40.40.4 -0.3 1.91.91.91.9 0.2

JapanJapanJapanJapan 0.90.90.90.9 0.1 1.51.51.51.5 0.0 0.60.60.60.6 0.2 0.70.70.70.7 0.3

ChinaChinaChinaChina 7.07.07.07.0 0.0 6.76.76.76.7 0.0 1.31.31.31.3 -0.9 2.52.52.52.5 -0.6

IndiaIndiaIndiaIndia 7.57.57.57.5 1.7 7.57.57.57.5 1.5 7.37.37.37.3 0.0 7.57.57.57.5 0.0

Latin AmericaLatin AmericaLatin AmericaLatin America 0.90.90.90.9 -0.9 1.81.81.81.8 -0.4 5.85.85.85.8 0.0 5.55.55.55.5 0.0

EuropeEuropeEuropeEurope 1.21.21.21.2 0.2 1.91.91.91.9 0.0

EurozoneEurozoneEurozoneEurozone 1.41.41.41.4 0.4 1.91.91.91.9 0.0 0.20.20.20.2 0.3 1.21.21.21.2 0.4

   Germany   Germany   Germany   Germany 1.91.91.91.9 0.7 2.32.32.32.3 0.0 0.30.30.30.3 0.1 1.51.51.51.5 0.3

   France   France   France   France 1.11.11.11.1 0.4 1.41.41.41.4 0.0 -0.2-0.2-0.2-0.2 -0.2 0.70.70.70.7 0.0

   Italy   Italy   Italy   Italy 0.30.30.30.3 0.0 1.11.11.11.1 0.0 0.20.20.20.2 0.2 1.01.01.01.0 0.0

   Spain   Spain   Spain   Spain 2.62.62.62.6 1.1 2.42.42.42.4 0.2 -0.6-0.6-0.6-0.6 0.3 1.01.01.01.0 0.8

   Portugal   Portugal   Portugal   Portugal 1.71.71.71.7 0.2 2.32.32.32.3 0.1 0.10.10.10.1 0.5 1.11.11.11.1 0.4

   UK   UK   UK   UK 2.62.62.62.6 -0.6 2.62.62.62.6 -0.4 0.20.20.20.2 -0.5 1.51.51.51.5 -0.1

   Switzerland   Switzerland   Switzerland   Switzerland 1.11.11.11.1 -0.9 1.61.61.61.6 -0.8 -0.7-0.7-0.7-0.7 -0.7 0.10.10.10.1 -0.4

   Sweden   Sweden   Sweden   Sweden 2.32.32.32.3 0.6 2.62.62.62.6 0.1 0.60.60.60.6 0.1 1.51.51.51.5 0.3

Other EuropeOther EuropeOther EuropeOther Europe

   Russia   Russia   Russia   Russia -4.0-4.0-4.0-4.0 0.0 -1.0-1.0-1.0-1.0 0.5 14.114.114.114.1 1.1 8.68.68.68.6 -0.4

   Turkey   Turkey   Turkey   Turkey 3.63.63.63.6 0.3 3.83.83.83.8 0.3 6.86.86.86.8 -1.2 6.56.56.56.5 -0.5

GDPGDPGDPGDP InflationInflationInflationInflation

Other Western EuropeOther Western EuropeOther Western EuropeOther Western Europe

A number of surprises 
 
 
 
 
 
Stronger start in the 
Eurozone 
 
 
 

Sufficient growth in the UK 
 
 
 
 

But a cold winter in the US 
 
 
 

SNB: small bank, big 
surprise  
 
 

India upgrades its data 
 
 

Exchange rates shift 
inflation outlook somewhat 
 
 
On balance, a softer 
outlook for the US , UK and 
Latin America leads to 
marginally softer global 
growth… 
 
 
 
 
 

…despite a firmer recovery 
in the Eurozone 
 
 



Economics 

 
 

 

5 

US: dollar headwind as the price of success 

Thanks largely to the far more aggressive response of the US Fed to the global financial 

crisis in early 2009, the US economy recovered much faster than the Eurozone. As a 
result, the US Fed is now pondering the timing of its first rate hike while the ECB finally 
announced a major US-style bond purchase programme that started in March. The 
resulting rise in the US dollar versus the euro and other currencies is now one of the factors 
preventing a further acceleration of US demand growth.  

The US economy could not carry the strong momentum of late 2014 into the new year 
despite the tailwinds of cheap oil, very loose monetary policy and no serious fiscal 
tightening this year. The ISM manufacturing index fell for five consecutive months, 
reaching 51.5 in March, even below levels seen for similar indices in Europe (see Chart 2).  

The dollar has appreciated by 13% against the euro since mid-December. This impairs US 
exporters’ price competitiveness in important markets. The exchange rate helps to explain 
why Eurozone manufacturing confidence is rising while the US (and Chinese) equivalents 
are weakening. Exports account for only 13% of US GDP, but in the manufacturing sector 
they matter much more. Temporary factors may also play a role in the pronounced 
weakness in Q1. The winter has been unusually harsh in the north-east of the US, the 
manufacturing heartland. Mining and oil production are suffering from low commodity 
prices. Port strikes on the west coast may also weigh on activity. 

If the weakness in manufacturing persists, the onus of supporting growth will rest squarely 
on domestic demand and, in particular, consumption. Households have benefited 
massively from cheap oil and solid, if somewhat volatile, job creation. Nominal wage 
growth has remained stable at around 2%, but the tightening labour market should give 
workers more negotiating power. In addition, much lower mortgage rates seem to have 
already led to an increase in new home sales (see Chart 3). This could be a sign that the 
post-taper tantrum slowdown in the housing market since 2013 will give way to a renewed 
upswing. But the Fed will be watching the growing evidence of a slowdown closely. We 
have delayed our call for the first Fed rate hike to September. If spring does not bring 
renewed momentum, Fed chair Janet Yellen and co may yet postpone the move a little 
further. 

As in 2014, we look for demand to strengthen in Q2 after a weak Q1. Consumer confidence 
has risen nicely in early 2015. With consumer price inflation at 0% in February, households 
are enjoying considerable gains in real purchasing power, which should support 
consumption. Domestic downside risks should be small. As Washington remains grid-
locked between a Democratic President and a Republican Congress, serious changes in 
policy are unlikely. Of course, a new debate about the debt ceiling might begin in the 
summer. The ceiling will need to be lifted again in the autumn, and some previous episodes 
have ended in temporary government shutdowns and even the loss of the AAA credit rating 
in 2011. However, while the Republicans may want to display their power, their previous 
attempts to exploit the situation backfired politically. With the presidential election of 2016 
looming, we expect them to agree to a deal relatively quickly. We look for robust overall 
GDP growth of 2.7% in 2015 and 2.8% in 2016, enough to boost demand for imports and 
thus support export prospects for Europe and Asia. 

Chart 2: Manufacturing sentiment – US down, Europe up Chart 3: US consumer confidence rises, housing stirs 

� �

US manufacturing ISM, Eurozone manufacturing PMI (> 50 = expansion). 

Sources: Markit, ISM 

Left scale: consumer confidence. Right scale: new home sales, thousand 

units. Sources: Conference Board, US Census Bureau 
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Weaker momentum in 
early 2015 

Industrial sector faces 
dollar headwind 

Household spending to 
support demand growth 

Weakness should be 
temporary 
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China: domestic slowdown plus dollar strength 

China’s gradual slowdown continued in early 2015. GDP growth decelerated to 7.0% in Q1 
from 7.3% in late 2014, led by weakening momentum in the manufacturing sector. The 
increase in fixed asset investment declined to 13.9% in January and February on average, 
well below the 2014 average of 15.0%. Retail sales growth also receded from 12.0% yoy on 
average in 2014 to 10.7% year-to-date in February. That, however, was largely explained by 
a coinciding drop in consumer price inflation, so that real retail sales growth was almost 
unchanged (see Chart 4). Sentiment indicators, such as the PMIs, were broadly unchanged 
with manufacturing oscillating around the neutral 50 mark and services indicators 
between 52 and 54, pointing towards modest growth. Both have been in that range since at 
least 2012, occasionally responding to government stimulus measures and without any 
major impact on official output growth rates.  

The government seems to be content with a gradual slowdown, as highlighted by the 
reduction of the growth target from 7.5% in 2014 to 7.0% in 2015. As the Chinese economy 
matures and the low-hanging fruit in terms of productivity gains become increasingly 
scarce, a gradual slowdown in growth is inevitable. The authorities are attempting to 
gradually shift the growth model from investment and export-led expansion to more 
consumption and market-based allocation of resources. As long as the economy generates 
enough jobs to keep the Chinese dream alive – poor families moving to the cities and 
gradually joining the ranks of the more-affluent urban middle classes – political stability is 
not under threat. So far, that seems to be the case. Official unemployment figures remain 
unchanged and the pro-democracy protests in Hong Kong found no echo on the mainland. 

In the unlikely case of the economy really hitting the wall, whether because of bursting 
domestic asset bubbles, internal debt problems or external events such as an abrupt capital 
outflow in response to the US Fed raising rates, China’s authorities have all the tools at 
hand to prevent a hard landing. Foreign exchange reserves remain extremely high at 
$3.8trn, the household savings rate has stayed above 40%, the financial system is still 
somewhat insulated from the rest of the world and inflation is very low, giving the central 
bank room to stimulate demand as necessary. We expect further modest stimulus in the 
form of rate cuts or a reduction in reserve requirements, and maybe even more public-
investment programmes if gentler methods fail to yield results (see Chart 5). These 
measures should ensure a continued gradual slowdown, with growth falling to 7.0% this 
year and 6.7% next. With the pace of growth declining to 7.0% in early 2015 already, the 
Chinese authorities will likely unveil a modest stimulus soon. 

The prospects for western exporters to China should remain robust on trend amid 
occasional fluctuations as the economy opens up further and consumption increasingly 
becomes the key driver of Chinese growth. The dollar peg works against Chinese exporters, 
but in favour of European and Japanese ones. That should ensure further sizeable Chinese 
demand contributions for Europe and Japan amid some fluctuations. Note that the weak 
data for Chinese imports reflect a drop in import prices more than a decline in import 
volumes. 

Chart 4: Real retail sales hold up Chart 5: Using public investment as a countercyclical buffer 

� �

Retail sales, yoy %, adjusted by CPI inflation. Source: National Bureau of 

Statistics of China  

Investment growth, yoy %. Source: National Bureau of Statistics of China 
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Japan: sideways not up 

Abenomics is rumbling on, but Prime Minister Abe has still not enacted his major long-
awaited reforms. As expected, the economy emerged in late 2014 from the recession 
triggered by the sales tax hike of April 2014, but it did so rather uninspiringly. After declines 
of 1.6% qoq in Q2 and 0.7% qoq in Q3, GDP rose by merely 0.4% qoq in Q4 (see Chart 6). In 
2014 as a whole, Japanese output edged down by 0.1% despite massive monetary stimulus, 
resulting in an 8% depreciation of the yen against the dollar on average.  

The Bank of Japan, under governor Haruhiko Kuroda’s stewardship, continues to do what 
it was asked to do in 2012. Having raised the annual monetary base growth target from 
¥70trn to ¥80trn in October, it is now injecting liquidity worth 1.3% of GDP into the 
economy every month. That is more than double the amount the ECB is purchasing in the 
Eurozone, relative to GDP (0.6%). The programme has boosted the manufacturing sector, 
mainly through a weaker yen. But the domestic economy appears to be stagnating again, 
with consumer confidence back to pre-A be levels. A real step change in Japanese growth 
will require more than a macro economic gimmick. 

Prime Minister Abe easily won the snap elections last December, which he called after the 
country had officially fallen back into recession. That gave him a mandate to speed up the 
long-delayed structural reforms, designed to ensure that the big Abenomics experiment 
becomes more than a fancy flash in the pan and leads Japan to sustained growth instead. 
The plans have existed for a while. Laws to boost labour supply, especially by encouraging 
more women to work and improving their career chances or allowing some more 
immigration to fill gaps in the healthcare sector, have been in the pipeline since summer 
2014. Corporation tax cuts and the deregulation of network industries are meant to 
encourage investment and thus productivity growth. The largely closed and politically 
powerful agricultural sector is subject to some deregulation. In addition, the government is 
pursuing the Trans-Pacific Partnership (TPP) with the US to open up the economy. 

Unfortunately, not much has happened since. The legislative process for the domestic 
reforms is only beginning. The government delayed the second sales tax hike from October 
2015 to April 2017. The decade-old negotiations on TPP drag on, partly because the US 
administration cannot obtain the necessary fast-track empowerment to ratify the 
agreement from the Republican-dominated Congress. Even if the Abe reforms were 
implemented, we remain sceptical that they will go far enough, in particular on 
immigration. Indeed one of the biggest differences between Japan and Europe is the 
European openness to immigration, which alleviates the demographic problem. In 
addition, Japan also needs to do much more to open up its domestic economy to 
competition. It has a far more closed economy than any European country. 

Japan has reverted to type sooner than we had expected. We expect merely 0.9% GDP 
growth this year and 1.5% next. With public deficits staying high, the already enormous 
debt pile looks set to rise further. The tail risk of an eventual inflationary currency collapse 
remains a distant threat. But it keeps growing the longer Prime Minister Abe hesitates. 

Chart 6: Recession over, underwhelming rebound Chart 7: Consumer and manufacturing confidence stable 

�
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Japanese real GDP, qoq saar %. Source: Japanese Cabinet Office Left scale: Tankan large enterprises, manufacturing. Right scale: Japan 

consumer confidence. Sources: Japanese Cabinet Office, Bank of Japan 
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Eurozone: an early spring 

Compared with the initially low expectations, the Eurozone seems to have had a rather 

strong start into the new year. Cheap oil and the phasing out of the front-loaded fiscal 
adjustment in most countries are common factors that the currency zone shares with most 
western economies. But with the ECB finally delivering serious monetary easing to stave 
off a further decline in inflation expectations, the Eurozone enjoyed an extra boost in late 
2014 and early 2015. We had initially expected the Eurozone recovery to pick up 
momentum only gradually after the near-stagnation caused by the Putin shock in mid-
2014. The economy, however, seems to have reacted faster to the apparent fading of 
geopolitical risks and to the ECB’s additional monetary stimulus. As a result, we have 
upgraded our forecast for 2015 GDP growth from 1.1% to 1.4%, leaving our 2016 call at 1.9%. 

One simple way to gauge the monetary stimulus is to look at money supply. Our favourite 
leading indicator for the Eurozone business cycle, real M1 money supply, has risen strongly 
since the ECB began to scale up its monetary stimulus in mid-2014, accelerating further 
with the decision in January 2015 to buy serious amounts of sovereign bonds (see Chart 8). 
The chart tells us that some of the liquidity that the ECB is injecting into the financial 
system is finding its way into the real economy. Households and companies have ample 
liquid balances. If they feel confident enough to spend, they will. With all relevant 
indicators of economic confidence in the Eurozone also pointing up, we look for significant 
gains in household consumption (+1.5% in 2015 after + 1% last year) and a gradual, if still 
somewhat hesitant, uptick in business investment.   

The cyclical outlook for the Eurozone is better than it has been in at least four years. For 
example, the tailwinds for demand growth are significant. The euro trades 11% below its 
2013/14 average in nominal effective terms. This will likely add some 0.7% to GDP over four 
to six quarters as Eurozone producers gain market share and companies step up 
investment at home to exploit better export opportunities. In addition, the fall in oil prices 
works like a major tax cut worth 0.7% of GDP by raising the purchasing power of 
consumers while reducing costs for many businesses at the same time. And, unlike actual 
tax cuts, the costs for this stimulus are borne by oil producers abroad rather than by future 
taxpayers at home.  

In addition, the Eurozone benefits from two other factors. First, the confidence shock 
caused by Vladimir Putin’s war against Ukraine last spring and summer seems to have 
largely faded. The war – and the discussion about the required western response – had 
interrupted the German upswing and hurt other countries in core Europe as well. While 
President Putin still seems to be misbehaving badly, for example conquering further 
territory in early 2015, his semi-covert aggression is now much less of a surprise and hence 
less of a shock to business confidence and investment in Europe. Second, Spain, Ireland 
and Portugal are reaping the rewards of their serious reforms of the last few years, with 
Ireland and Spain now topping the Eurozone growth league. Even in Italy, confidence is 
responding to the labour market reform enacted in early 2015. We expect Eurozone growth 
to oscillate around rates just shy of 2% from mid-2015 onwards.    

Chart 8: The power of money: real M1 projects firmer upswing Chart 9: Cheap oil boost retail sales 

�
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Real M1 money supply, advanced by 3 quarters, on left-hand scale; real GDP 

on right-hand scale; yoy changes in %. Source: ECB, Eurostat  

Real retail sales, 2010 = 100. Source: Eurostat 
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UK: hung parliament could even be good news 

The UK economy just keeps on going. GDP rose by 2.8% in 2014, the strongest in the G7. 
Momentum eased slightly towards the end of the year and in early 2015 as the strong 
sterling exchange rate weighed on export-oriented manufacturing. But the services sector, 
by far the largest part of the economy with a nearly 80% share in value added, even re-
accelerated over Q1, with the sector’s PMI reaching a whopping 58.9 in March. The key 
driver of growth is domestic demand. Cheap oil and extremely low interest rates as well as 
very limited fiscal austerity provide significant tailwinds. The UK’s extremely flexible 
labour market continues to churn out ever more jobs. Even long-elusive wage growth is 
showing some – admittedly modest – signs of stirring.  

The outgoing centre-right coalition has delivered sensible pro-business reforms since 2010 
to support supply while imposing gradual austerity, mostly via spending cuts. Fiscal 
adjustment is far from complete and policies on housing remain dangerously demand-
oriented but, by and large, a steady hand would be good news for the UK.  

Unfortunately, the election on 7 May brings serious tail risks with it. The Conservatives, 
the party of Prime Minister David Cameron, pledge to hold an in-out referendum on 
membership of the EU in 2017. This could become a serious source of uncertainty for 
businesses and thus a major impediment to investment over the coming years. The 
Conservatives’ planned budget cuts are also a potential source of stress for the economy, 
although they are unlikely to be implemented in full. Compared to the folly of an EU 
referendum, the moderate anti-business policies of an unrestrained Labour government 
look rather benign. But on current polling, Labour’s most likely way to power would 
include some form of cooperation with the SNP, which must be more relieved than anyone 
else of having lost the Scottish referendum last September. A bit like Greece’s Syriza party, 
the SNP would have faced a severe reality shock with cheap oil weighing on Scottish public 
finances and no money available for Nordic-style welfare policies. If the SNP drags Labour 
to the left, Britain’s public finances and, with them, its credit rating might take a turn for 
the worse. As a scary cooperation with the SNP could be devastating for Labour’s long-
term prospects in England, Labour may shy away from it. 

Both the Tories and Labour fall short of what would be needed for a majority of seats 

(see Chart 11). Labour looks even further away from an absolute majority than the Tories. A 
continuation of the Conservative-led coalition government, possibly with the inclusion of a 
small regional party from Northern Ireland if the existing coalition falls short, is the most 
likely outcome. If so, it would be the Liberal Democrats’ duty to prevent the Tory 
Eurosceptics from gaining the upper hand. That could lead to very few policy initiatives 
other than further modest austerity and a few further tax cuts. Incidentally, that would be 
the best possible outcome for the UK. Conversely, a Labour government reliant on the 
Liberal Democrats would also probably fail to implement many left-wing policies. The tail 
risks are serious, notably a Labour-SNP arrangement or a Tory minority government 
relying on UKIP support. But a sensible government in which, for example, the Liberal 
Democrats could blunt the more extreme policy proposals of either the Tories or Labour 
looks more likely. 

Chart 10: UK wage growth stirring? Chart 11: UK elections – close race, hung parliament likely 

�
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Standard deviations from their average since 1998. REC lagged by 3q, BCC 

unlagged. All other wage indicators lagged by one quarter. Unemployment 

rate on the right-hand axis and inverted. Source: BoE, ONS. 

Average of last 10 opinion polls, excluding the top and bottom most extreme 

ones. Source: UK Polling Report 
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The joys of good deflation 

In the second half of 2014, deflation became financial markets’ and policy makers’ new 

bogeyman, especially in Europe. Market-based inflation expectations suddenly nose-dived 
in October, after a series of – rather coincidental – extremely weak data from Germany had 
triggered fears that Europe’s major economic engine might stall. The deflation debate 
paved the way for the ECB to discuss and then implement a major programme to buy 
bonds, similar to the quantitative easing (QE) that the US Fed and the BoE had embarked 
upon already five years earlier.  

Due mostly to the massive drop in oil prices, headline inflation rates duly fell into negative 
territory in Q1. In the Eurozone, inflation reached -0.6% yoy in January before recovering to 
-0.1% in March. Deflation also knocked on the door elsewhere: in the UK it hit 0% in 
February and in the US it reached -0.1% in January (see Chart 12). Come April, with last 
year’s sales tax increase dropping from the comparison, Japan will also see the return of 
zero-inflation. Even Chinese inflation briefly dropped below 1%. 

So has much of the world succumbed to dangerous deflation? Of course not. The main 
driver of the decline in inflation is cheap oil; in some cases (UK, US, China) this is paired 
with currency appreciation, in others (Eurozone, Japan) it is partly mitigated by currency 
depreciation. Excluding volatile food and energy prices, Eurozone inflation stood at 0.6% 
on average in Q1 and 1.3% in the US and UK. Japan’s sales-tax-adjusted core rate is 0.4%. 
Once the oil price shock drops from the year-on-year comparison (and is even replaced by 
slightly higher contributions as the oil price recovers), inflation will swing back into 
positive territory later this year. The kind of deflation we have at the moment even 
contributes to economic growth. As cheap oil works like a tax cut for consumers, consumer 
sentiment and household spending have risen sharply (see Chart 13). 

For the longer-term inflation outlook, the amount of slack in the economy matters most. 
In cyclical terms, the US and the UK are well ahead of the Eurozone. The US unemployment 
rate stood at 5.5% in early 2015 and the UK’s at 5.7% – both very close to their pre-crisis 
troughs. So far, neither country is experiencing any significant wage inflation. 

In the Eurozone, unemployment remains very high at 11.3%. At the current pace of decline, 
it would take a decade to return to pre-crisis levels of just above 7%. However, that masks 
major differences. Germany’s unemployment has dropped to a new low of 4.8%, with open 
positions and hiring intentions also hitting records. Germany probably has the highest 
potential for domestic inflationary pressures in the west at the moment. But, even in 
Germany, wage growth has remained moderate. Public sector workers settled for 2.4% annual 
wage increase, while other unions accepted on average just below the 3% mark. Migration 
and memories of the post-Lehman crisis seem to be keeping wage pressure more subdued 
than in previous cycles, even at low rates of unemployment.  

Inflation may be artificially low around the globe now, but even once the temporary factors 
fade the inflation dog will not bark immediately in the western world. The US and UK are 
currently closest to target, while the Eurozone will still need years to erode slack fully. 

Chart 12: inflation rates in the US, UK and Eurozone converge Chart 13: Good deflation boosts spending 

�
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CPI inflation yoy %. Source: BLS, Eurostat, ONS. Left scale: Eurozone  HICP inflation, yoy %, inverted. Right scale: consumer 

major purchases at present, index. Sources: EU Commission, Eurostat. 
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Emerging markets: dollar earnings – or dollar debt? 

Emerging markets were almost everybody’s darling in the wake of the Great Financial 
Crisis triggered by the chaotic default of Lehman Brothers in September 2008. Western 
economies, with their complex and, hence, vulnerable financial systems, hit the rocks for a 
while. They recovered only gradually as companies, households, banks and – to some 
extent – even governments tried to repair their balance sheets. Emerging markets, 
however, seemed to offer investors a haven of stability and a reliable source of growth. The 
emerging market hype was not completely wrong. But, as usual with market fads and 
fashions, it was much overdone.  

The main characteristic of emerging markets is that they are far behind the developed 

countries. They are poorer and often more unstable, with less solid institutions than the 
developed world. The very fact that they are far behind gives them catch-up potential. If 
they implement the right policies and/or have a little luck on their side, they can grow 
faster than the countries that are far ahead in terms of income and wealth. That is the 
nature of catching up. But because of their often shaky institutions, they can also be very 
vulnerable. Like adolescents, they are prone to the occasional hiccups and c rises that go 
along with growing up. That the last two big crises in the world – the post-Lehman mega-
recession and the euro crisis – centred on the two major economies of the developed world 
was the historical exception, not the norm. 

As the world recovers from the post-Lehman malaise and as the ECB has ended the 
systemic euro crisis by providing a reliable safety net, the world is gradually returning to 
the “old normal” for emerging markets: they are interesting, they have a lot of potential but 
they are also prone to major volatility. And they are a very diverse bunch. 

For years, the rise of China, the biggest emerging market and a country blessed by 
comparatively competent macroeconomic management, had boosted demand for raw 
materials, sending their prices well above their historical norm. But, as usual, elevated 
prices stimulate supply after a while. Thanks largely to “fracking” in the US, the Chinese 
demand has met a US supply response. As a result, prices for oil and many other 
commodities have normalised. In addition, the prospect of Fed rate hikes has attracted 
capital inflows into the US, sending the US dollar up against most currencies except the 
Chinese renminbi.  

The return to less-elevated raw material prices and the rise of the US dollar are creating 

sharp divisions among emerging markets. As a rule of thumb, those countries (and 
companies) that are heavy users of raw materials and sell their products to the US should 
benefit. However, those that earn their living by selling raw materials and are heavily 
indebted in US dollars look very shaky. 

Judging by these rough criteria, we are fairly optimistic about China, India and major parts 
of East Asia whereas the outlook for Latin America is rather mixed. Russia has the 
additional problem that it suffers from the capital flight caused by its war against Ukraine. 
Putin’s war and cheap oil have constrained Russia’s capacity to import and caused a major 
drop in Russian living standards (see Charts  14 and 15).  

Chart 14: German exports to Russia plunging – other exports up Chart 15: Putin beware – Russian real wages falling fast 

� �

German exports to Russia and Ukraine and all other German exports; yoy 

changes in %. Source: Destatis. 

Left scale: Oil price per barrel WTI, right scale: yoy change in Russian real 

wage.  Source: Bloomberg, Russian Federal Statistics Service 
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Central banks: an eventful Q1, more ahead? 

The biggest move by any major central bank so far this year was clearly the SNB’s unexpected 
abandonment of the euro peg at CHF1.20 on 18 January. This was followed by wild swings in 
the Swiss franc’s and global exchange rates. As full-scale ECB asset purchases became 
imminent, Switzerland decided that it did not want to match the ECB’s purchases to defend 
the peg and it pulled the trigger. Subsequently, the Danish central bank also came under 
temporary speculative pressure. Meanwhile, other European central banks cut rates and 
bought assets to prevent a damaging appreciation of their currencies against the euro.  

The SNB almost stole the ECB’s thunder when Frankfurt finally announced a large-scale 
asset-purchase programme on 22 January. In addition to the covered bond and asset-
backed security (ABS) purchases, which commenced in October last year, the ECB started 
buying investment-grade sovereign paper on 9 March. The ECB wants to add €60bn of 
bonds to the ECB balance sheet each month until at least September 2016. The programme 
comes on top of the cheap long-term loans to banks (TLTROs) and a negative deposit rate. 

The initial impact of QE has been strong, exceeding our expectations and probably even 
those of the ECB. The euro trades 11% below its 2013/14 average in trade-weighted terms, 
public and private borrowing costs dropped sharply even before the purchases started, 
confidence indicators have jumped and the credit cycle keeps turning. QE may have also 
helped to prevent any damage from Greece’s negotiation antics to the rest of the Eurozone, 
much to the dissatisfaction of Greece’s new leadership, which had hoped to use contagion 
risks as a bargaining chip. Of course, the ECB also got lucky. The concurrent drop in the oil 
price and the fading Putin factor have at least as much to do with the recovery as QE, and 
the euro may have fallen anyway as the Fed increasingly sounded warning signals that the 
first rate hike is approaching on the other side of the Atlantic. 

We expect the ECB to end the purchases in September 2016 as the economy continues to 
improve at least in line with the ECB’s expectations and inflation returns to a gradual 
upward path. This brings hitting the 2% target in 2017 within the realms of possibility. 
Hawkish members may demand an earlier tapering, which could appear in the ECB’s new 
accounts or minutes later this year. 

Which brings us to the second central banking highlight in Q1: the Fed’s “losing” patience. 
Having ended QE in October, the Fed had replaced the “extended period” between the end 
of QE and the first rate hike with the wording that it would be patient before going ahead, 
which meant not for another two meetings. That wording was dropped in March, opening 
the door for a June rate hike. We expect the Fed to hesitate a little longer, not least because 
of the rather poor run of economic data early this year. But having prepared markets for a 
hike, the Fed will be keen to deliver at least a modest step this year. It may put off further 
steps for a little longer. In September, the first hike should come. We look for further 
gradual moves thereafter, but the Fed will continue to err on the side of caution. 

The BoE has been rather quiet. Maybe the elections are quelling sounds from Threadneedle 
Street, but the lack of wage growth and the prospect of negative inflation rates also play a 
role. The two dissenting voters, who had temporarily called for an early hike, have re-
joined the fold. Eventually, the BoE will have to hike, though, as almost all measures of 
slack in the economy point to its imminent exhaustion. Even wage growth is showing some 
signs of stirring. Strong sterling buys a bit more time. We expect the first BoE hike for 
February 2016 with a clear risk that it may wait even longer.   

The Fed’s first hike is likely to be the next big event in global central banking. While 
Chair Yellen and her team have done all they could to signal the move, the risk of adverse 
market reactions remains, particularly for emerging markets, some of which may face 
renewed capital outflows. Some have, in recent months, been able to slow or even reverse 
the monetary tightening since the taper tantrums in summer 2013. Whether that can 
continue or the Fed’s move will lead to less accommodative stances towards much of the 
emerging world remains one of the trickier questions this year. 
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The tail risks: Russia and European politics 

Life is full of risks. Unexpected events – a major war in the Middle East or massive 
tensions in East Asia, earthquakes, diseases or abhorrent terrorist attacks – can strike 
anytime with terrible consequences on the ground and some fallout for the world 
economy. The Middle East in particular remains a region of many conflicts, although the 
recent outline deal with Iran offers an important ray of hope. Financial risks cannot be 
dismissed either, with the 2013 taper tantrums teaching us that the Fed’s first rate hike, 
however well communicated and widely anticipated it may by now be, still has the 
potential to trigger capital flight out of some emerging markets, maybe even causing a 
chain reaction. On the other hand, the world has been busily building emergency 
infrastructure since 2008 which should help contain such events. Below, we look at some 
of the key risks, with a focus on political risks in Europe.  

Chain reaction in emerging markets?  

With Russia and Venezuela in deep trouble, we need to watch the risk of contagion across 
emerging markets: could fickle investors sell major parts of the emerging market asset 
class in a rush, including those countries that stand to benefit from lower oil prices and a 
stronger US dollar? If so, this could push some of these countries into a temporary and 
unnecessary recession.  

We had highlighted this as a tail risk in late 2014 and early 2015 already. As before, it 
remains an issue that is worth watching. But, thus far, it has not materialised. Instead, 
investors seem to be looking at emerging markets on their own merit without much 
contagion from the more dodgy to the more solid ones. We expect this to continue. 

Putin: bad but less of a shocking surprise 

Russia poses by far the gravest risk to our positive outlook. Last spring, the confidence 
shock across core Europe caused by President Putin’s almost open war against Ukraine 
interrupted even the German economic upswing for half a year. This winter, Putin’s 
renewed military advance stifled German business sentiment only slightly relative to the 
gains seen almost everywhere else in the Eurozone. While still abhorrent, Russia's breach 
of the peace now comes as less of a shocking surprise.  

The tail risk to Europe is twofold: if Russia steps up its war massively, sending its tanks all the 
way to Odessa, Kharkiv or even Kyiv, or if Putin starts to shoot at his own people amid unrest 
triggered by a deepening Russian recession, the threat to global peace and the resulting hit to 
economic confidence and investment in core Europe could be very serious.  

So far, there is no indication of that happening. While Putin is putting Russia into an ever-
weaker strategic position, he keeps acting rationally on a tactical level, always only going as 
far as he can on the ground without sparking a massive western response. He now seems 
to have gone quieter again for a while. And, domestically in Russia, there is little sign of 
Tiananmen Square-type unrest to come despite a 10% yoy drop in real monthly wages in 
February. We base our economic calls on the assumption that Russia, while probably 
making further mischief, will continue to shy away from a big war. Instead, the serious 
economic recession will eventually restrain the bear, just as Iran has become less 
belligerent over time.  

Greece: scary antics in Athens 

Much of the newsflow about Greece has been scary ever since the spectre of new elections 
started to appear last December. After Greeks voted an unlikely coalition of radical left and 
ultra-right populists into power, Greece now seems to be in open breach of its 
commitments to its official creditors, which have lent the small country close to €240bn. 
Despite a clear and written commitment not to take unilateral steps, which the new Greek 
finance minister signed on 20 February, the Greek parliament passed a law to increase 
social spending by €200m shortly thereafter. In addition, reports about the actual 
negotiations between Greek officials and the institutions formerly called troika suggest 
that Greece is not fully cooperating with them, with an International Monetary Fund (IMF) 
official reportedly calling Greece the most uncooperative borrower the IMF has ever had. 
Without external support, Greece will probably run out of money to pay its bills by the end 
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of April. The Target2 balances indicate a total capital flight from Greece of €50bn in the 
three months from December through to February, equivalent to almost 30% of Greek 
annual GDP. Other data suggest that the Greek economic recovery, which had progressed 
at an average annualised speed of 2.3% in the first three quarters of 2014, has turned into a 
new recession amid capital flight and raging uncertainty (see Chart 16). The damage that 
new Prime Minister Alexis Tsipras has done so far to Greece is enormous.  

We see a 25% risk of Grexit. With Greece short of funds, the issue may come to a head soon. 
According to one prominent poll, 70.7% of Greeks want to stay in the euro, with 62% 
wanting to keep the euro even if that means accepting troika conditions (Source: Marc). 

Europe would love to avoid a Grexit and the geopolitical complications that this may cause. 
But Europe has no appetite for rewarding irresponsible and unaffordable populist policies 
that could set a bad precedent across the continent. To stay in the euro, Greece has to 
return to reasonable policies and cooperate with its creditors instead of insulting them. We 
maintain our view that a Grexit would be catastrophic for Greece while causing only mild 
damage to the Eurozone as a whole. Thanks to the ECB, the European Stability Mechanism 
support fund, the banking union and the structural progress in Spain and Italy, contagion 
control is working. 

Spain and France: populists risks deflated – at least somewhat  

Only three weeks ago, Spanish and French political risks had been close to the top of our 
risk watch list, ahead of important regional elections in both countries on 22 March. In 
both countries, populists had been on the way up. In Spain, the left-wing Podemos 
movement had risen from nowhere to challenge for the top spot, coming ahead of the 
ruling centre-right Popular Party in some polls in December 2014. Podemos is a radical left 
Syriza look-alike, demanding large-scale welfare programmes, reform reversals and the 
monetisation of government debts. But the disastrous performance of its Greek sister party 
in power seems to have stopped the European left-wing revolution in its tracks already. 
Podemos’s poll results now point down, not up (see Chart 17). In the regional election of 
Andalusia, Podemos came a distant third in March. Podemos may still do well in the next 
round of regional elections on 24 May, but a Greek-style revolution in Madrid in the 
national elections in October or November looks highly unlikely. That is not to say that 
there are no risks. The rise of a centrist upstart, Ciudadanos, further complicates 
parliamentary arithmetic. But a major reform reversal or Greek-style irresponsibility seem 
unlikely. 

France, the Eurozone’s reform laggard, also remains a risk. But, as in Spain, the populist 
revolution seems to have been called off. The Front National fell far short of the 33% some 
polls had suggested and collected 25% of the votes in the regional elections on 22 March. In 
addition, the French voting system prevented any major impact of Marine Le Pen’s party on 
national politics. The Front National did not win any of the 101 regions and only a handful 
of nearly 2,000 districts. By contrast, the return of former President Nicolas Sarkozy seems 
to have galvanised the centre-right opposition, leading it to a sweeping victory in the 
regions and putting it well on track to win the presidential elections in 2017. 

Chart 16: Greece – the Tsipras recession Chart 17: Spain – deflated populists 
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Financial markets: raised expectations 

The MSCI World index has risen by another 4% from the beginning of the year to 10 April. 
Within that, the EuroSTOXX is up by 21% year-to-date and US stocks (S&P 500) are up by 
2% ytd, while emerging markets recovered from the December lows and gained 8% ytd. 
European financial markets have benefited from the economic tailwinds of cheap oil and a 
weaker euro, aggressive ECB monetary easing and fading risks. However, relative to 
nominal GDP, they were still 42% below their 2000 peak, compared to 22% in the US.  

Bond markets have rallied further in Europe, with yields falling by between 85bp in 
Germany on 10-year Bunds and 150bp for its Portuguese equivalent since last September. 
The Greek risk has remained confined to Greece. The oil price has stabilised and gold is 
broadly where it was in early January. Strong volatility continued in foreign exchange 
markets, where the prospect of the first Fed rate hike strengthened the dollar, ECB QE 
weakened the euro, the SNB’s abandoning of its euro peg caused serious volatility in the 
Swiss franc and UK elections triggered bouts of volatility in sterling. 

�� Equity markets have already priced in a lot of good news. As the Eurozone loses the 
stigma that came from the euro crisis, it may attract further inflows into its equity 
markets. We see some further upside potential. But with expectations already high, the 
risk of disappointments is growing. The good macro environment should limit the 
downside in any correction, though. 

�� Low interest rates are here to stay. The Fed will begin hiking in the summer, but very 
gradually. The ECB is pumping €60bn into Eurozone bond markets each month, which 
could keep intra-Eurozone spreads tight. Most of that is priced in.  

�� ECB QE is priced in. The euro’s slide should be largely over. Further dovish tendencies 
at the Fed could weaken the dollar. For the yen, we continue to see downside risks 
given the authorities’ penchant for monetary stimulus but not for structural changes.  

The emerging markets outlook remains mixed. China has all the firepower it may need to 
quickly deal with any accident. The oil price rout spells big trouble for some oil-producing 
emerging markets. Any massive redistribution of income can raise political tensions. But 
net/net, most emerging markets should benefit from cheaper oil and resilient US demand. 

Table 3: Key financial forecasts 

  CurrentCurrentCurrentCurrent1111    MidMidMidMid----2015201520152015    EndEndEndEnd----2015201520152015    

Central bank ratesCentral bank ratesCentral bank ratesCentral bank rates        

US Fed 0.00-0.25% 0.00-0.25% 0.50% 

ECB 0.05% 0.05% 0.05% 

BoE 0.50% 0.50% 0.50% 

BoJ 0.10% 0.10% 0.10% 

      

10101010----year bond yieldsyear bond yieldsyear bond yieldsyear bond yields        

US 1.86% 2.20% 2.50% 

Germany 0.14% 0.30% 0.60% 

UK 1.51% 1.80% 2.20% 
      

CurrenciesCurrenciesCurrenciesCurrencies        

USD-EUR 1.07 1.04 1.12 

GBP-EUR 0.72 0.70 0.73 

GBP-USD 1.48 1.50 1.53 

JPY-USD 119 121 122 

JPY-EUR 127 126 137 

CHF-EUR 1.04 1.08 1.12 
1 Taken 5pm 14 April 2014    
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