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The environment on the financial markets has become a bit bleaker. Growth rates of industrial output and the survey-based indicators for economic growth are falling, while the trade conflict
between the USA and China and the tense geopolitical situation in the Middle East has caused the risk for global growth to increase further.

The ZEW economic expectations for the Eurozone, USA, and Japan have decreased again in April. The report has been published by ZEW, the Centre for European Economic Research,
which is based on surveys of financial market experts regarding their economic expectations. This indicator is used less to derive future economic developments, and more to assess the
current sentiment of market participants.

It currently shows that the sentiment has turned a bit bleaker. Will the environment remain generally supportive to risky asset classes?

Growth “pothole” in Q1

Worries over a sustainable decline in global economic growth have been on the rise since the middle of Q1. The goods sector in particular has recorded a decrease in growth rates. This
affects both industrial output and retail sales. However, a range of arguments suggest that we have seen a “pothole” in Q1 rather than a weakening trend. Q4 recorded very strong growth
on a global scale. In fact, this constituted the final point of the accelerating growth rates that we had seen from mid-2016 until the end of 2017. A decline in the wake of high growth rates
comes as little surprise. Also, the labour market has continued to improve across many developed economies. More and more unemployed people are finding jobs, with unemployment
rates falling further. We can also see an increasing number of signals that suggest a slight rise in wage growth. The combination of higher wage growth and more employment will support
income and thus consumption. In addition, the leading indicators for capex, such as order intake for long-term capital goods, suggest only a small decline in growth for Q1 after a very strong
Q4. In the base case scenario, the stabilisation of private consumption and the strong capex will put a halt to the deceleration of growth in Q2. In this context, the increase in retail sales
growth in the important economies USA and China is encouraging.

Mild increase in inflation

The leading indicators for inflation suggest mild upward pressure. The underlying inflation is still too low in the developed economies, i.e. below the central bank target. However, cyclical
inflation pressure is on the uptick. Generally speaking, the longer the unemployment rate is below the so-called structural unemployment rate, the more the growth rate of wages increase. In
the USA, this has been the case for about a year. The worries cropping up in 2018 about an imminent, significant increase in inflation have not materialised. This has calmed market
participants. However, the increase in the prices of goods and in wage inflation indicate a slight increase in the underlying inflation across the important economies in the coming quarters.

Slow exit from expansive monetary policy

The central banks are going through a slow exit from the very supportive monetary policy. The most important central bank, the US Fed, will increase its Fed funds rate two to three time still
this year. In the current quarter, the central banks in the UK and in Canada might also continue hiking their rates. In the Eurozone, the signals by the ECB suggest an end of the net bond
purchase programme until the end of the year at the latest. Generally speaking, the monetary policies have become less supportive, because economic growth has turned less self-
supporting. The market participants are already wondering at what point the monetary policies will switch from increasingly less expansive to restrictive, i.e. at what point they will start
dampening economic growth. The Fed has indicated a moderately restrictive level of the Fed funds rate in its projections. It expects its Fed funds rate around 3.4% at the end of 2020. The
neutral key-lending rate is estimated to be in the region of 2.8%.

Risk factor politics



The price fluctuations in response to the bleaker situation on numerous political levels would suggest that politics are sometimes more important for pricing on the capital markets than the
economic framework. The tariffs announced for Chinese imports to the USA and US imports to China, the sanctions the USA imposed on Russia, and the intensification of the tensions in
Syria have trivial effects on the future growth. In all three cases the risk lies in the possible escalation, which could mean a trade war, cyber-attacks, or even a large-scale fire in the Middle
East.

Increased spreads

The spreads have increased. Economic growth could experience a weakening trend. Inflation could eventually jump up after all. The central banks could raise key-lending rates too quickly
by too much. Central bank liquidity could drop too fast, and the trade and geopolitical conflicts could escalate.

The deterioration of the environment is not sufficiently strong or clear to topple the base case scenario: global boom phase, low inflation, supportive monetary policies.
However, the increased risks and the heterogenous economic and political developments have translated into widening spreads and volatility. Generally, the environment
remains positive for risky asset classes. But the optimism of investors has been dented.
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