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NO L ON EARTH
The dramatic downturn in the world economy has spawned a host of horrific 
scenarios. With global orders for electronics, machinery and automobiles 
plummeting 20 to 50% on a year earlier and evidence of a severe slowdown in world 
trade, even experienced and hard-nosed people like Paul Volcker are drawing 
comparisons with the Great Depression of the years 1929 to 1933. Among the 
variations of the depression scenario under discussion are the collapse of eastern 
European economies, government defaults of formerly solid states like Austria and 
the breakup of the eurozone, with all this culminating in the tears of inflation. 

What is the probability of such horrific scenarios? The answer depends on the very 
basic analysis of the present situation: Is the economic crisis mainly due to the 
“expectation shock” of the financial crisis that has suddenly and abruptly dealt 
a blow to private sector demand? Or is the severe recession first and foremost a 
reflection of fundamental problems in the world economy such as towering private 
debt, a negative housing cycle or international current account imbalances? In the 
first case, the business cycle may quickly improve once we finally get the financial 
crisis under control. In the second case, the problems will be more stubborn, the 
recession more prolonged. 

Of course, there can be no doubt that the correction of credit bubbles, excessive 
house price inflation and international imbalances is exacerbating the downturn 
and will take some time to be completed. But do these observations justify a sudden 
sharp retraction of demand for many manufactured products and services by 20 to 
30%? Are we heading for an L-curve, with a sharp drop and no subsequent recovery? 
The answer is no. There is no fundamental long-term lack of demand on global 
markets. For one, emerging markets still have enormous pent-up demand. And 
secondly, not all industrialized developed countries are plagued by mountains of 
private household debt, obliging them to switch into deleveraging mode. Surplus 
countries like Japan and Germany have a large potential, as do those emerging 
markets with high savings ratios in Asia or the Middle East. In a global view, we 
cannot all be borrowers.

Another argument put forward for years of economic weakness is the purported 
existence of large amounts of excess supply in the world economy. While there is 
evidence of overcapacities in certain sectors, e.g. the automobile sector and possibly 
in commodity production following the mega boom, there is no indication that we 
are suffering from a large global over-investment cycle. Looking at the investment 
ratios of recent years, we see strong increases in emerging markets such as China, 
India and others. But at the same time, investment ratios in the developed world 
have not risen but in some cases even trended downward (see chart on next page). 
These trends are interrelated, as there has been a strong build-up of capacity by 
western firms in emerging markets.

Given moderate capacity growth in the developed countries in recent years, we need 
to ask whether the capacity build-up in emerging markets can be sustainable? Many 
people would doubt this. But actually, it is not clear-cut. Many emerging markets like 
China are actually experiencing a so-called knife-edge problem (in economic theory 
attributed to Harrod-Domar) where  investment to build up capacity generates 
employment and incomes, which eventually create the demand needed to utilize the 
new capacities. When an economy tips off the knife-edge because demand growth 
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drops below capacity growth,  more investment can actually help as it has a strong 
accelerator effect on demand. The balancing act is difficult, but not impossible. 

The overall conclusion is that the world economy will not be constrained for many 
years by insufficient demand and excess supply. Nonetheless, the challenges facing 
economic policy are daunting. It has to prevent a cyclical crisis from becoming 
structural. The hurdles are manifold. With unemployment soaring, there is a risk 
of dequalification and demotivation in the workforce, effects that tend to linger. 
Furthermore, a sudden downward shift in demand leads to under-utilization and 
the accumulation of inventories, prompting companies to trim their medium-term 
investment and growth plans. 

To prevent cyclical problems from becoming structural, fiscal stimulus packages 
and massive attempts to curb the financial crisis are certainly appropriate. But 
these policies in turn create structural problems for public budgets. So the boost 
the economies are currently getting from government action will at some stage 
transmute into a dampening factor once consolidation of government spending and 
possible tax increases become the order of the day. 

Pivotal to igniting a strong turnaround of the cycle is the restoration of confidence 
in the stability of the financial system. Government support for ailing financial 
institutions is certainly necessary, but it alone cannot do the job. Most importantly, 
the adjustments in the financial sector have to work through: higher capital 
provisioning, reduced risks on balance sheets, lower trading exposures, closure of 
non-profit activities, cost-cutting and downsizing. Although this is actually taking 
place at quite a swift pace, it is not yet becoming clearly visible in capital ratios 
or risk-weighted assets as our regulations concerning mark-to-market valuation 
of assets and rating-dependent capital requirements are highly pro-cyclical in 
nature and suggest that a further deterioration of the situation is lurking in the 
pipeline. Unfortunately, progress on overhauling these regulations, although widely 
demanded by policymakers, is too slow. 
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These assessments are, as always, subject to the disclaimer provided below

CAUTIONARY NOTE REGARDING FORWARD-LOOKING STATEMENTS
Certain of the statements contained herein may be statements of future 
expectations and other forward-looking statements that are based on 
management’s current views and assumptions and involve known and unknown 
risks and uncertainties that could cause actual results, performance or events to 
differ materially from those expressed or implied in such statements. In addition 
to statements which are forward-looking by reason of context, the words ‘may, will, 
should, expects, plans, intends, anticipates, believes, estimates, predicts, potential, 
or continue’ and similar expressions identify forward-looking statements. Actual 
results, performance or events may differ materially from those in such statements 
due to, without limitation, (i) general economic conditions, including in particular 
economic conditions in the Allianz Group’s core business and core markets, (ii) 
performance of financial markets, including emerging markets, (iii) the frequency 
and severity of insured loss events, (iv) mortality and morbidity levels and trends, 
(v) persistency levels, (vi) the extent of credit defaults (vii) interest rate levels, (viii) 
currency exchange rates including the Euro-U.S. dollar exchange rate, (ix) changing 
levels of competition, (x) changes in laws and regulations, including monetary 
convergence and the European Monetary Union, (xi) changes in the policies 
of central banks and/or foreign governments, (xii) the impact of acquisitions, 
including related integration issues, (xiii) reorganization measures and (xiv) 
general competitive factors, in each case on a local, regional, national and/or global 
basis. Many of these factors may be more likely to occur, or more pronounced, as a 
result of terrorist activities and their consequences. The matters discussed herein 
may also involve risks and uncertainties described from time to time in Allianz AG’s 
filings with the U.S. Securities and Exchange Commission. The company assumes no 
obligation to update any forward-looking statement.

NO DUTY TO UPDATE
The company assumes no obligation to update any information contained herein.


