In terms of the economy, the year got off to a good start, although risk factors 

have appeared such as the severe winter weather in the USA, worries about weak 

performance in the Emerging Markets (especially China) and, first and foremost, 

the conflict which has developed between Ukraine and Russia. The last two points 

in particular are factors which investors will continue to focus on in the second 

quarter as well, along with factors providing positive economic momentum. In our 

baseline scenario for the Russia-Ukraine conflict, we project further sanctions up 

to and including ones on Russia’s financial market activities in the West, but we 

do not envisage harsh reciprocal economic embargoes. This implies the continued 

territorial integrity of Ukraine (without Crimea). In this environment, we see good 

support from the leading indicators for our expectations of accelerating economic 

dynamics in the Euro area and the USA during 2014. Consequently, we have left 

our GDP forecasts for 2014 and 2015 unchanged for all of the major developed 

economies.
It must, however, be clearly noted that an escalation of the Ukraine/Russia conflict 

with severe economic sanctions would weigh heavily on sentiment for private fixed 

investment in the Euro area and, in conjunction with lower net exports, could lead 

to slower growth or stagnation from the second half of 2014. This could cost the 

Euro area up to 1 pp of GDP growth cumulatively in 2014 and 2015, with cor-

responding negative ramifications for the capital markets. The USA, on the other 

hand, would be less affected.
We have lowered our inflation forecasts, as the mild increase in services prices will 

be offset by stagnating or slightly declining prices of goods and energy. Consumer 

prices in the Euro area should remain well under 2% in 2015 as well.

Impact on monetary policy

The European Central Bank (ECB) thus has no need to urgently change its very 

expansive monetary policy. It appears likely that this policy will be continued until 

mid-2015. By contrast, the Federal Reserve will move forward with its gradual 

withdrawal of the expansive supply of central bank money (tapering).

Impact on the currency markets

The geopolitical tensions are good for the euro, yen and the Swiss franc. However, 

a positive yield differential should help support USD somewhat until mid-year.

Impact on the capital markets 

Worries about the Emerging Markets and Ukraine have reactivated the safe-haven 

function of German government bonds. At the same time, the economic improve-

ment has also caused narrowing of spreads for the Euro area peripheral countries. 

While the flight to quality may continue at times during the second quarter, as the 

year progresses yields are expected to rise across the board for government bonds 

and corporate bonds, as economic factors come more into focus.

For equities, geopolitical tensions may be a possible trigger for temporary periods 

of weakness. We would view these periods of correction as a good buying oppor-

tunity for a longer investment horizon. We chose equities with a cyclical element 

as our favourite sector.

