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Navigating a lower return environment 
• More than six years into the recovery, investors should expect lower returns going 

forward. Valuations in both equities and fixed income are now relatively expensive, 
and evidence is accumulating that the recovery is becoming self-sustaining, pointing 
to less supportive monetary policy. 

• Nevertheless, if growth rebounds as we expect in the second half of the year, 
equities should perform reasonably well over the next few months, especially in 
Europe and Japan, where we expect earnings growth to be strong. We would also 
overweight cyclically sensitive assets (such as EM equities and base metals), regions 
and sectors.  

• We do not expect a first Fed rate hike or the Greek crisis to derail the recovery in 
economies or financial markets. And while a serious setback in China would have 
lasting effects on the world economy and financial markets, that is not likely to 
happen this year. 

• As the divergence in policy between the Fed and the ECB develops, we expect the 
euro to resume falling, eventually breaking parity. 

Asset returns have been harder to come by since the publication of the last Global Outlook in 
March. The mostly constructive trends of lower oil prices and inflation and easier monetary 
policies, which had been in place since last summer, have stalled or reversed. And while we 
expect global economic growth to pick up in the second half of the year, most regions have 
passed their peak growth rates for this economic cycle (with the notable exception of the euro 
area). More broadly, with the global expansion now more than six years old, we have moved 
into a phase of the business cycle in which labor markets are improving and both wage 
growth and inflation appear to be bottoming, suggesting that the global recovery is becoming 
self-sustaining and that monetary policy will not be as overwhelmingly supportive. With 
valuations in both fixed income and equities having become relatively expensive in most 
markets, investors will need to lower their expectations for returns compared with what has 
been experienced thus far in the recovery. We are no longer in an environment of a rising tide 
lifting all boats, even though central banks in Japan and the euro area are still expanding their 
balance sheets. 

That said, the environment for financial assets remains favorable, and valuations are not so 
stretched as to be characterized as a bubble waiting to burst (with the possible exception of 
local Chinese stocks). Indeed, inflation remains low and the stance of monetary policy is still 
extraordinarily supportive. With economic activity on the upswing after a weak first quarter 
(Figure 1), equities should perform reasonably well over the next few months, especially in 
areas such as Europe and Japan, where we expect earnings growth to be strong. Other 
cyclically sensitive assets such as EM equities and base metals should also benefit, especially 
since China is expected to be an important contributor to the second half growth rebound. 
Meanwhile, the potential for bond markets to sell off significantly more than they have already 
is limited by the maintenance of zero policy rates by the major central banks and the fact that 
both the Bank of Japan (BoJ) and the European Central Bank (ECB) are planning to continue to 
buy huge amounts of bonds (far in excess of issuance) well into next year. We recommend 
maintaining a balanced portfolio that modestly favors equities over bonds, especially stocks in 
Europe and Japan, and that also overweights cyclically sensitive assets, regions and sectors.  
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As always, there are risks to the baseline that financial assets will remain well supported. 
Among those that are easy to identify, Greece, China and the prospect for a Fed rate hike 
stand out. Although more attention has been paid to the Fed and Greece recently, we 
believe that the situation in China has greater potential for significant and sustained effects 
on global markets. Of course, any of these risk factors (and many others) can unsettle 
markets, especially given relatively rich valuations and the fact that we have not 
experienced a bona fide stock market correction in years. But we would likely be buyers 
following a significant sell-off on the back of a Fed rate hike or a Greek default (depending 
on the circumstances), whereas a serious setback in China (which we are not expecting this 
year) would more likely have lasting effects on the world economy and financial markets. 

 
FIGURE 1 
Global growth expected to pick up in H2, with strong support from the G4 

 

  Source: Haver Analytics, Barclays Research 

The first Fed rate hike is probably a red herring 
Markets continue to react to any signals regarding the timing of the first Fed rate hike, but we 
do not expect a major, lasting market setback when it happens (which we believe will be 
before year-end). The first Fed rate hike in a recovery typically does not disrupt a market 
uptrend because it is usually motivated by the resumption of self-sustaining growth, rather 
than the reversal of an unwanted rise in inflation. That is certainly the case now, as inflation 
has been below the Fed’s target for years and does not seem likely to exceed it in the near 
future. Simply put, Fed officials believe that the economy no longer requires extraordinary 
monetary support and also would like to provide some room to cut rates when the next 
downturn occurs. What matters more than the month of the first hike is the pace of the hiking 
cycle. The last five Fed hiking cycles have averaged over 230bp per year, or more than 25bp 
per meeting. But the Fed has emphasized repeatedly that this cycle will be different, and FOMC 
forecasts currently imply only 4-5 25bp hikes in 2016 and two in 2015. Market participants are 
even more dovish, pricing in 3-4 25bp hikes in 2016 and one in 2015.  

It would be a decidedly different story if and when inflation becomes a problem, because Fed 
rate hikes would then be aimed at slowing the economy (and earnings) and would continue 
until that objective was achieved, a process that has often resulted in recession. That scenario 
would see risk assets re-price down sharply, but that is not a story for this year.  
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The Greek crisis is not likely to generate sustainable contagion 
The situation in Greece is serious, but we do not believe that it is likely to have a lasting and 
systemic impact outside Greece. The primary reason is the ECB’s more aggressive policy 
stance, including a large QE program that will continue to support euro area financial asset 
prices and would, thus, likely prevent contagion in the event Greece defaults. In addition, the 
ECB now has the tools in place to act as lender of last resort to both banks and sovereigns if 
needed (through the Long-Term Refinancing Operations (LTRO) and Outright Monetary 
Transactions (OMT) programs, respectively). This should prevent significant deposit flight out 
of peripheral banking systems and investor flight out of peripheral sovereign debt. It is also 
worth noting that private sector exposure to Greece has become relatively small, as most 
Greek debt is now held by official institutions such as the ECB and the IMF, and that European 
banks are much better capitalized than a few years ago. Finally, other countries that have also 
been through painful adjustment programs (eg, Spain and Ireland) have recently turned the 
corner on growth.  

This is not to diminish the seriousness of the Greek situation. The country does not have the 
money to meet its obligations over the next few months, and its creditors (consisting of the 
European Commission, ECB and IMF) have not been willing thus far to provide additional 
funds under the terms upon which the newly elected government has been insisting. 
Negotiations have finally shown some progress recently, and it is entirely possible that a 
compromise will be found and a credit extension granted. But this would only delay the 
problem, since reasonable projections for Greek growth imply that the country will not be able 
to repay its debt as it is currently structured. If a credit extension is not agreed, it seems 
increasingly likely that a default will occur within weeks, probably on an IMF loan due June 30. 
In response, we would expect the ECB to reduce the Emergency Liquidity Assistance (ELA) 
that has been propping up Greek banks in the face of large deposit outflows. This would push 
Greece into imposing capital controls to prevent a banking collapse, with severely negative 
consequences for the Greek economy. Some investors and policymakers cite the capital 
controls imposed in Cyprus two years ago as a successful model, but they are simply a 
stopgap measure. Cyprus accepted an EU/IMF program after controls were imposed and was 
able to ease them only recently following successful completion of several official reviews. 
This means that Greece would still need to reach an agreement with the institutions, and this 
may require a political crisis, snap elections and a more moderate coalition government.  

If there is no agreement even after capital controls, it would probably precipitate a Greek exit 
from the monetary union. This is not our base case, but even if it happens, we believe that 
contagion would be contained for the reasons cited above. However, by opening up the 
possibility of exit from the euro zone, it would increase the chance of future crises in peripheral 
countries that run into trouble. One way to mitigate this risk would be to strengthen and speed 
up the euro area integration process (eg, a single banking system and more uniform labor, tax 
and pension rules). In the meantime, if the situation in Greece gets worse over the next few 
weeks and generates a market setback, we would view it as a buying opportunity. 

Keep a close eye on China 
The situation in China poses greater risks than either the Fed or Greece, partly because it is 
so difficult to assess the extent of the economic slowdown there and also because of 
China’s importance to global growth: China is now the world’s second-largest economy, 
whereas Greece’s is less than a quarter that of Los Angeles. Moreover, China was growing 
at a double-digit pace for decades and has been a major source of global economic growth.  

So far, broad measures of economic activity remain consistent with a soft-landing scenario, 
in which demand softens but does not collapse, economic activity remains close to trend, 
and labor markets weaken modestly. First-quarter real GDP (up 1.3% q/q) probably grew 
more slowly than potential, but if growth picks up in Q2 and Q3, as our economists 
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forecast, the shortfall will prove modest. The widely followed PMI measures of confidence 
and available labor market indicators suggest a gradual softening of activity, not a collapse. 
Finally, although some measures of inflation have raised concerns about deflation (the PPI, 
for example), downward pressure still seems largely due to volatile commodity prices. Core 
CPI inflation is above 1.5% and has actually crept up slightly since the beginning of the year. 

But other data suggest that investors should remain on the alert for downside risks. The 
sharp improvement in the trade balance reflects very weak import demand and implies that 
domestic demand has decelerated more sharply than GDP. Other indicators of industrial 
output (for example, production of automobiles and electricity) also point toward a more 
broadly based demand reduction. The authorities seem to have successfully taken some of 
the air out of the property bubble without crashing the economy, but there are now signs 
that excess has emerged in the local equity market. For years, investors who worried about 
a Chinese credit bubble could take solace in the fact that Chinese equities underperformed 
broader EM equity indices from 2009-2012. But that has changed in the last two years, 
which have seen a massive rally that has more than doubled the market capitalization of 
Chinese equities and left them vulnerable to a crash. This could feed into (or exacerbate) a 
further slowdown in the Chinese economy, were one to occur.  

Our forecast is that the economy will rebound in the second half of the year, as policymakers 
have the resources to spend additional money on infrastructure even as the credit channel 
does not work as well as it used to. That said, we doubt that the market would conclude that 
China is ‘out of the woods’, given the challenges inherent in the process of restructuring the 
economy away from its overdependence on credit, investment and exports. 

Global growth: a better second half 
The backdrop continues to be positive for the euro area and Japan, as Q1 GDP surpassed 
expectations in both areas. More competitive currencies, lower energy costs and aggressive 
monetary policy easing are combining to provide a solid underpinning for growth. The US is 
also recovering, but in this case from a weak Q1 that reflected temporary factors (weather and 
a port strike) as well as seasonal adjustment problems (the US economy has underperformed 
in Q1 for years). Partly as a result, we expect growth for the rest of the year to average nearly 
3%. One notable feature of the current US landscape is housing, where a recovery that stalled 
last year seems to be regaining ground. We expect the economy to grow fast enough to 
continue to push the unemployment rate down and support our forecast that the Fed will 
begin to hike rates later this year. 

The effects of a stronger dollar and weaker oil remain at work, even after recent partial 
reversals: oil prices remain roughly 40% below the average in the multi-year period before 
mid-2014 and the trade-weighted USD is still 10-15% stronger compared with the period 
before its rally. This partly accounts for the relative outperformance of Japan and the euro 
area vis-à-vis the US relative to expectations. While the US is the largest user of oil in the 
world and consumers have benefitted from the price drop, it is also one of the world’s 
biggest producers, unlike Japan and the euro area. Meanwhile, the rise in the dollar is 
depressing the US trade balance and boosting those in the euro area and Japan. 

Growth developments in EM economies outside of China remain mixed. The outlook for EM 
Asia ex-China is relatively bright, supported in particular by robust growth expectations for 
India—even if, a year after parliamentary elections, the high expectations for India’s structural 
reform agenda have not always been met. While growth in EM Europe remains generally 
buttressed by the recovery in the euro area, we are more pessimistic than the consensus on 
Russia, where we forecast a deeper recession extending into 2016. Brazil’s current recession 
should bottom in the coming months, and its external sector should benefit from an uptick in 
Chinese activity. Mexico’s economy should be boosted by better H2 growth in the US.  

The market capitalization  
of Chinese equities has  
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Taken together, we expect global growth to accelerate to 3.9% in H2, up from just 2.9% in 
H1. Within the G3, the growth recoveries in Europe and Japan imply a convergence to the 
US. At the same time, the gap between EM and DM growth should stay narrow by historical 
standards, but will probably start widening gradually again due to stabilizing Chinese 
growth, a rising India and a gradual bottoming out in Brazil.   

Deflationary risks have faded 
Signs that inflation trends in core economies may have finally passed inflection points are 
probably more notable than the improvement in growth (Figure 2). Inflation in the euro area 
has surprised on the upside, reducing fears of a deflationary spiral. Stabilizing oil prices and 
other volatile components (eg, unprocessed food) have helped, although could prove to be 
temporary. However, falling unemployment rates and rising wages in the context of 
domestic-demand driven growth and very accommodative financial conditions (including 
emerging signs of a rebound in bank lending) suggest that risks of deflation have 
fundamentally diminished. Moreover, the disinflation episode in the US seems to be coming 
to an end, and the ongoing strengthening in labor market conditions should lead to a 
firming in inflation over time. In Japan, consumer price trends remain volatile, complicated 
by last year’s VAT hikes. But households’ inflation expectations have been rising and robust 
corporate profits and tightening labor market conditions have started to translate into rising 
wages (even if at very low rates). 

FIGURE 2 
Wages are beginning to pick up in response to tighter labor markets 

 

 

 

 

 

 

Source: Haver Analytics, Barclays Research   
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This is no call for rapidly emerging inflation pressures but merely a forecast that deflationary 
risks have faded. We expect inflation to remain below central bank targets in Japan, Europe 
and the US (albeit moving close by 2016 in the US). Also, persistent PPI deflation in China 
and the euro area point to existing overcapacity in these large economies, which should 
limit increases in tradable goods prices. Against this backdrop, central bankers seem firmly 
inclined to err on the side of caution regarding the risk of tightening policy too early. This is 
evidenced by the ECB’s robust re-commitment to its QE program, as well as the Fed’s 
cautious communication in June. We see little risk of the ECB prematurely foregoing its 
aggressive QE policy; we still expect the BoJ to add to its QQE in April 2016, as we foresee 
the 2% inflation target as far from being reached; and we also see risks that the initial Fed 
hike could be delayed beyond our forecast of September. 

Tilt toward equities, stay long Europe and Japan 
Even though we are calling for stronger global growth in H2, we do not think that our 
optimism on this score is much greater than the consensus has already priced into financial 
markets. As activity strengthens, the bottoming and gradual firming of underlying 
inflationary pressure is likely to concentrate investors’ minds on the eventual normalization 
of monetary conditions in the major economies, most imminently in the US. Even if 
monetary normalization is a distant prospect in Japan and the euro area, it seems unlikely 
that markets will be bolstered by news of yet more monetary support than is already there. 
In other words, we expect key drivers of the six-year equity market rally – conservative 
valuations, economic outperformance, and inexorably more supportive monetary policy – to 
be absent, or at least have a much reduced impetus going forward.  

Despite the prospect of a less turbo-charged economic and financial environment, we think 
investors should tilt their portfolios away from fixed income and toward equities in the 
coming months. Equities and fixed income are both fully priced for a generally benign 
environment, but at this point in the cycle, with inflation still low, positive economic 
developments are likely to weigh more heavily on bonds than equities. That said, it is not as 
though bonds are grossly over-priced, and we see no fundamental reason for anything 
comparable to April’s downdraft or the 2013 taper tantrum.  

It is worth noting that the April bond sell-off (led by bunds) was driven almost exclusively by 
real rates rising. When yields rise on expectations that economic conditions are getting better, 
inflation breakevens widen (and often lead the way) as investors buy into the reflation trade. 
But the April sell-off (like the 2013 taper tantrum) was mainly a term premia unwind in real 
rates; at 7bp on 10-year bunds on April 17, term premia had clearly compressed too much. 
The sharp sell-off, though, has now left real rates in major developed economies (including 
Germany and the US) at fairly attractive levels. For example, 10-year real rates in bunds are 
higher than before ECB QE was priced in; that should not persist in a world where the ECB is 
buying several times the net issuance in bunds. By contrast, inflation breakevens are far below 
historically normal levels and (especially in the euro area and Japan) well below inflation 
targets. We expect the implied skepticism about central banks’ ability to reach inflation targets 
to fade in the months to come. This should create modest headwinds for bond markets, even 
as the level of real rates provides support.  

As for equities, inflation in all major currency areas is still low enough that (modestly) higher 
inflation is more to be welcomed than feared, and the odds of a rapid acceleration to 
market-disruptive levels seem low. Equity markets are seldom undermined by the early 
stage of monetary tightening cycles, and the coming cycle looks decidedly unthreatening. 
The FOMC seems determined to normalize gradually with minimum disruption to markets, 
and we do not think the Fed’s hand will be forced by an unwelcome surge of inflationary 
pressure. Monetary authorities in the euro area and Japan are likely to face little pressure to 
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reverse their extraordinarily expansionary monetary programs even if, as we expect, 
markets increasingly respond to evidence that it is working. 

The more positive case for equities lies in our expectation of strong earnings growth, 
particularly in Europe and Japan. This is not a new theme, but it remains a potentially 
powerful driver of returns in an environment in which fixed income may struggle to reward 
investors. Our equity strategists expect earnings in Europe (ex-UK) to rise 15% in 2015. 
European valuations are far from distressed levels, but as we go to press, the DAX is down c. 
5-10% from its 2015 highs in local currency terms, creating a buying opportunity. If 
anything close to our earnings forecast materializes, European equities should perform well, 
in absolute terms and relative to the US, where the cyclical context holds more limited 
promise for earnings. The major caveat to the European story is, of course, the potential for 
an adverse market response to negative developments in Greece. Given our view that the 
fundamental risks to the remainder of the euro area are limited, we recommend buying 
Europe on Greece-related weakness. 

In Japan, the c. 15%-plus H1 return suggests that equity markets have, at least to some 
degree, priced the earnings growth and more shareholder-friendly policies that underpinned 
our preference for this market last quarter. We nevertheless think that the market remains 
likely to outperform in the remainder of the year, despite valuations that are in some ways 
more challenging than in Europe or the US. Investors still seem overly sceptical about the 
ongoing recovery and normalization of inflation, while the BoJ remains firmly committed to 
its massive balance sheet expansion, which seems destined to push Japanese investors out 
the risk curve, including into equities. 

Remain selectively engaged in emerging markets 
The global backdrop is likely to be somewhat more supportive of emerging markets in the 
remainder of the year. The selloff in EM assets has improved valuations and EM risk premia 
are now above where they were following the taper tantrum, although it has not been 
across the board. The improvement in global growth that we are forecasting for H2 should 
help as well. That said, dollar strength, evolving uncertainties related to Greece, bond 
market volatility associated with expectations of Fed tightening and the still-narrow 
differential between EM and DM growth all suggest caution, and we are thus quite selective 
in our EM recommendations. As is the case for our preferred allocation for developed 
markets, we favour EM equities over bonds, given the expected strength in the G3 and 
Chinese economies, as well as the run-up to Fed tightening.  

Still room for dollar appreciation against the euro 
While dollar strength has stalled in recent months in response to the Q1 slowdown in the US 
economy and further signs that Fed tightening, when it comes, will be unusually gradual, we 
still expect some renewed strength in the dollar in the months ahead, particularly against 
the euro. While we adhere to the notion that Fed tightening will be gradual, we still believe 
that it will commence this year and expect the ECB to follow through on its massive QE 
program. As this divergence in policy develops, we expect the euro to resume falling, 
eventually breaking parity. We are less bullish on the dollar versus the yen, especially as the 
monetary authorities in Japan seem much less determined to weaken the currency than 
those in the euro area. This is not surprising, given that Japan is not facing a crisis (as is the 
case in the euro area) and that the yen has weakened considerably more than the euro 
(since the yen began to weaken in late 2012, whereas euro weakness began only a year 
ago). More broadly, even after a significant rally over the past year, the dollar has merely 
returned to the middle of its historic range. One can make the case that with the Fed far 
ahead of other central banks in terms of progress toward monetary normalization (with the 
exception of the Bank of England), the dollar would be expected to be strong relative to 
historic norms.  
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Oil likely to remain range-bound, upside potential in industrial metals 
The weakness in global manufacturing in the first half of this year has contributed to 
depressed prices for industrial metals such as copper, iron ore and steel. With global growth 
expected to rebound significantly in H2, and with China forecast to contribute significantly 
to that recovery, we foresee a rebound in metals prices. Oil is another story, as we expect 
prices to remain range-bound. Pressures on the upside include an unusual amount of 
supply outages and what appears to be a strong summer driving season. But the upside is 
likely to be capped by producer hedging (sales of forward contracts at around $65 per 
barrel), the continued global inventory overhang and the prospect of US producers 
beginning to extract oil from wells that have already been drilled but have been put on hold 
until prices recover. 
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