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Medium-term outlook for the global economy and risk 
scenarios 
1. Introduction 

The global economic and financial crisis of 2008/2009 and the European debt crisis that 
unfolded in 2010 served as painful reminders of the risks that can befall economic 
forecasts. With a mood of uncertainty in the air, economic forecasters are also having to 
devote more attention to analyzing risk scenarios. One of the difficulties is that the 
nature and probability of risks can change at the drop of a hat. Only one or two years ago, 
the risk of individual countries ditching the euro or of monetary union disintegrating 
altogether was being discussed far and wide. As the debt crisis started to ease, these risks 
faded into the background, only to be replaced by new ones in the form of numerous 
geopolitical conflicts and monetary policy problems in an environment characterized by 
very low inflation and the first signs of overheating on the financial markets. We believe 
that the scenarios are in need of an overhaul. 

The current geopolitical crises are particularly difficult to forecast in the medium term, 
particularly – and topically – when it comes to the global policy implications of the 
Ukraine/Russia conflict. Our base scenario rests on the assumption that these global 
implications will remain limited, because neither side has an interest in the conflict 
escalating, meaning that it should be possible to broker a diplomatic solution. The 
Ukraine crisis is, however, also a testimony to just how quickly the political landscape 
can change. The same applies in other crisis-ridden regions, exemplified by the sudden 
appearance of the "The Islamic State in Iraq and the Levant" (Isis) terrorist group and its 
advances in northern Iraq. Further hotbeds of tension can be found in the currently 
escalating conflict between Israel and the Palestinians, the civil war in Syria, the 
recurring standoffs between North and South Korea and the disputes between China and 
its island neighbors.  

Risks on many fronts 

So global economic development is exposed to a large number of risks. It is impossible to 
analyze every single one of them and – where possible – arrive at a quantitative estimate 
of their implications. As a result, our scenarios do not address risks that we believe to be 
relatively unlikely to materialize (tail risks). Nonetheless, it is important not to lose sight 
of them entirely. What is more, some of these risks would have very serious implications 
for the global economy and would lead to developments that have nothing in common 
with the trends we believe to be likely.  

Examples of events that we believe are unlikely to materialize but that would hit the 
economy very hard include a new, prolonged Cold War between the West and the East, or 
an oil price shock sparked by the emergence of a cross-border radical Islamic state in the 
Middle East. A new Cold War would restrict the international movement of capital, give 
rise to protectionism, put a real damper on global trade, foster a general reluctance to 
invest and send potential growth south for some time to come. A sustained oil price 
spike could come hand-in-hand with inflationary trends, tighter central bank policies, 
considerable turbulence on the financial markets and an investment slump, robbing the 
global economy of profitable production capacities and re-igniting the European debt 
crisis. After the major crises that have marred the past few years, new shocks like these 
could trigger a chain of economic reactions on a scale that is virtually impossible to 
predict.    
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2. Base scenario: Shackled growth 

Ever since the "great recession" of 2008/2009, the global economy has been on the road to 
recovery. Growth has, however, remained very subdued on the whole, evidently dashing 
higher hopes and prompting central banks in the world's major industrialized nations to 
stick like glue to an expansionary monetary policy. The lack of momentum behind the 
economic expansion in the aftermath of the great crisis is due primarily to one factor: the 
need for almost all of the world's advanced economies to slash their public and private 
sector debt. It was almost inevitable that the excess debt that had accumulated in the 
industrialized nations would result in public-sector consolidation, curbing demand and 
growth in the process, and, depending on the country in question, in consolidation in the 
corporate sector and among private households as well. As a result, we had expected 
only a moderate economic revival, a scenario that we described as the "new normal". This 
term is also designed to imply that the consolidation phase – some refer to it as balance 
sheet adjustment – is still ongoing and could continue for some years to come.  

Admittedly, however, our base scenario includes the expectation that the global 
economy will gain ground over the next three to five years. All in all, the factors fostering 
growth are likely to slightly outweigh those standing in its way – in particular also the 
process of debt consolidation mentioned above. Let's start with the positive factors: 

• the financing conditions for companies and private households alike will remain 
favorable on the whole, albeit with credit supply shortages for smaller and medium-
sized companies in some European countries. The central banks will continue to 
make very generous amounts of liquidity available and central bank rates will edge 
up only slightly at a low level. The central banks will be very slow and cautious in 
their retreat from "crisis mode". Key interest rates of 3-4% – a level that was once 
considered neutral – will remain confined to the history books. 
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• Much lower risk premiums, which will continue to fall in general, will provide 
marked economic impetus for the countries affected by the debt crisis. 

• The low inflation rates do not point towards deflation, but rather stem from 
necessary adjustment processes and will also help to stabilize purchasing power. 
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Inflation will gradually pick up and edge closer to the price norms and inflation 
targets of the central banks.  

• After years of consumer restraint motivated by the crisis, there is considerable 
catch-up work to be done for both long-term consumer goods and capital goods. 
This "pent-up demand" will be released, at least in part. 

• Commodity supplies will not be hit by any major bottlenecks. Prices will remain 
fairly low to begin with, before they gradually start to chart a moderate increase over 
the next few years. Sudden price movements, however, will remain the exception 
rather than the rule.  

On the other hand, the economy will be hindered by the following factors: 

• The monetary policy transmission channels are only intact to a certain degree due 
to the structural problems bedeviling the banking sector. The extremely large supply 
of central bank money has not succeeded in sparking any corresponding expansion 
in the private sector, especially in the euro area. As investment demand picks up 
slightly and banks find themselves with a stronger capital base, however, credit 
growth and money supply growth will also be revived.  

Money supply growth weak despite liquidity injections

(Indices, January 2007=100)

Source: EcoWin.
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• There is still a need for budgetary consolidation. Given the progress made in 
reducing new government borrowing, however, it should be possible to prevent any 
severe public budget cuts in the future. 

• The high government debt ratios will continue to restrict economic policy leeway. 
Necessary infrastructure investments will only be embarked upon to a limited 
extent. 
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• The drive to cut excess private household and corporate debt will continue, although 
this trend will gradually exert less of a drag on aggregate demand. Private household 
debt has fallen considerably, particularly in the US. Although residential 
construction investment in the US will continue to bounce back from the very low 
level seen to date, the debt ratio is likely to drop further overall due to a higher 
savings rate and the likelihood of stronger growth in disposable income. The first 
signs of success are also emerging in Europe. Although private sector debt remains 
high, it has now passed its peak, also in the highly-indebted countries at the center 
of the crisis. Private household deleveraging will continue in Europe, hurried along 
by the advancing economic recovery. The reduction in the debt ratio in Europe will 
be driven by both lower private household debt and rising income levels. 
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• Despite the economic revival, investment demand at corporate sector and 
government level will remain fairly low in many places. This, together with 
demographic change, will set clear limits on growth potential in a number of the 
world's advanced economies. 

• Political risks – like the current Ukraine conflict, in particular – will continue to fuel a 
mood of uncertainty, taming economic expectations.  
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The emerging markets' race to catch up: Restrained momentum 

The emerging markets are still some way away from the finishing line in the race to 
catch up. They will continue to clearly outpace the advanced economies in terms of 
growth. This is because the income gap between the industrial and up-and-coming 
economies is still very pronounced and even a rapid catch-up process extending over 
several decades would not be enough to close the gap in full. The emerging markets 
will continue to shape the division of labor and individual specialization patterns; 
they have considerable reserves of available labor force and diverse investment 
opportunities at their fingertips. The range of products offered in these up-and-
coming economies will become more and more sophisticated. Having said that, new 
locations for basic, labor-intensive production will emerge elsewhere, too. The 
transfer of capital will become less and less of a one-way street leading to the 
emerging markets. Rather, these countries will increasingly start to provide capital to 
other emerging markets, and also to the industrialized nations themselves. In other 
words, the emerging markets will become ever more closely entwined with the global 
economy – a process which, as the numerous emerging market crises, particularly in 
the 1980s and 1990s have shown, is obviously still an accident-prone one. 
Macroeconomic imbalances – in the guise of current account deficits, stubbornly 
high rates of inflation or heavy dependency on foreign currency liquidity – will 
persist, or even emerge for the first time, in some emerging markets over the next few 
years. What is more, structural weaknesses such as distribution problems, 
corruption and investment barriers can be expected to continue to hamper 
economic development in numerous up-and-coming economies. Difficulties 
afflicting entire regions, however, would not appear to be on the horizon. The 
example set by the eastern European emerging markets, where growth was fueled by 
strong credit growth for some considerable time, and that of China, whose highly 
export and investment-driven growth model of yesteryear is no longer the recipe for 
success that it once was, have prompted us to assume lower growth to the tune of 
between 4½ and 5% a year in the emerging markets for the coming years. In the boom 
years before the crisis, the annual growth rate was still sitting at between 7% and 8%. 
Nevertheless, the growth impetus that the emerging markets provide the global 
economy is just as considerable as it was ten years ago, in spite of the slowdown in 
growth. This is because the emerging markets have been upping their share of global 
output in recent years. Back in 2004, they accounted for less than 23% of global 
output. This year, the world's up-and-coming economies will make up just over 40% 
of global economic output. 
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In most of the world's advanced economies, and particularly in Europe, macroeconomic 
capacity utilization is not too high at the moment, meaning that capacity restraints are 
unlikely to curb economic development for the foreseeable future. Given the 
predominantly rosy overall climate described above, the global economy should remain 
on an upward trajectory over the next few years, although the burdens mentioned will 
prevent any real economic upsurge. This also means that we are likely to be spared any 
global economic overheating which could, in turn, trigger a marked economic correction. 
Consequently, our base scenario expects to see only limited global economic 
fluctuations over the next three or five years. This does not, of course, mean that all 
countries and regions will develop at the same economic pace. On the contrary: 
countries that have progressed with their reform efforts and have managed to keep any 
imbalances at a minimum will follow a different path to those countries that are still 
caught up in the decision-making process.  

There is currently no indication that a genuine global economic engine – a role passed 
back and forth between the US and China in the past – will emerge. This could actually 
prove advantageous in terms of achieving more balanced regional development and 
keeping pronounced imbalances at bay.  

2013 2014 2015 2016-2018 2013 2014 2015 2016-2018

Industrialized countries 1.1     1.7     2.1     1.9     1.2     1.6     1.8     2.1     
   EMU -0.4     1.2     1.5     1.6     1.4     0.8     1.5     1.7     
      Germany 0.4     2.0     1.6     1.5     1.5     1.1     1.7     1.9     
   USA 1.9     2.0     2.7     2.4     1.5     2.0     2.1     2.4     
   Japan 1.5     1.2     1.2     1.3     0.4     2.8     1.9     1.8     

Emerging markets 4.4     4.4     4.8     4.9     5.3     5.8     5.8     4.8     
   Asia 6.2     6.2     6.3     5.9     4.3     3.7     3.7     4.1     
      China 7.7     7.4     7.2     6.7     2.6     2.5     2.7     3.3     
   Latin America 2.3     2.3     2.9     3.6     9.0     11.9     12.2     7.9     
   Eastern Europe 1.4     1.0     2.2     2.7     3.2     3.2     3.2     3.1     

1) % change over previous year

Gross domestic product (real)1) Consumer prices1)

 

The next few years will see the industrialized nations return to stronger growth than we 
have seen over the past two years. In the period between 2014 and 2018, we predict 
average annual GDP growth of just under 2.0%, compared with 1.3% in 2012 and 1.1% in 
2013. The US is likely to see stable economic growth averaging just shy of 2.5% over the 
next five years, nudging its unemployment rate back down to only 5% by the end of this 
period. As for the euro area and Germany, annual GDP growth is estimated to come in at 
a good 1.5%. In the former EMU crisis hotspots, the economic recovery and low capacity 
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utilization should pave the way for growth of 3-5%, at least temporarily. In the emerging 
markets, growth over the next few years will likely be roughly on a par with that seen over 
the past two years, averaging 4.5-5%. Stark differences, however, separate the emerging 
markets from each other. That said, the fact that China's GDP growth will remain high at 
6.5-7.5% a year is not an indicator of any real spurt in economic momentum. The 
dwindling importance of subsistence farming will continue to contribute to the country's 
growth rates.  

With decidedly average capacity utilization, albeit showing a slight upward trend, and 
high unemployment, albeit with a gradual retreat from the current level, most 
industrialized nations will not have to deal with either pronounced cost and price 
pressure or with deflationary trends. Inflation in the US and Europe is likely to start to 
creep back up towards the 2% mark. 

Unlike the price of goods, asset prices are expected to show much more movement and 
fluctuation in the years to come. The generous liquidity supplied by the major central 
banks to contain the financial and banking crisis will remain in circulation for some 
time to come. Although the Fed and (a little further down the line) the ECB will change 
course, with an eye on the vulnerability of the economy and financial system their exit 
from "crisis mode" will be very gradual. Despite the fact that commercial banks are 
unlikely to enjoy access to unlimited liquidity from the ECB from 2016 onwards, liquidity 
will presumably remain available at relatively favorable conditions for some time. In 
order to prevent high real interest rates for lending to the corporate sector, we do not 
expect to see the ECB's key rate to overshoot the rate of inflation to any considerable 
degree over the next three to five years. As a result, the central bank is unlikely to 
abandon its expansionary monetary policy entirely.  

As of: 
30.06.2014 2014* 2015* 2018*

3m money market rate (in %)
   EMU 0.2 0.2 0.5 2 - 2.5
   USA 0.2 0.3 1.2 2.5 - 3
10yr gov. bond yield (in %)
   EMU benchmark 1.3 1.9 2.3 3 - 3.5
   USA 2.5 3.1 3.5 3.5 - 4

Spreads over 10yr. EMU benchmark (basis points)
   Italy 148 130 110 60 - 100
   Spain 142 110 90 40 - 80
Stocks (performance index)
   EMU (MSCI EMU) 1699 1750 1850 1900 - 2200
   USA (MSCI United States) 7417 7700 8000 8000 - 9000
Exchange rate USD/EUR 1.37 1.30 1.30 1.25 - 1.35

*) Year-end.  

This will set limits on any increase in long-term interest rates. Yields on ten-year German 
government bonds look set to rise only to between 3% and 3.5% at best. So real returns 
will remain rather paltry, considering that inflation is expected to close in on the 2% 
mark. The sustained economic revival in the eurozone and the drop in new government 
borrowing will continue to push risk premiums down in the euro area in general. By 
2018, ten-year Italian and Spanish government bonds will be generating returns only up 
to 100 basis points higher than their German counterparts. In the US, the yield on long-
term government bonds will have risen to only around 3.5-4% by 2018, equating to a 
moderate return of between 1% and 1.5% in real terms. 

The EUR/USD exchange rate will weaken slightly, hovering around the 1.30 USD/EUR 
mark in the medium term. The dollar's recovery will be helped along by slightly stronger 
economic growth and marginally higher interest rates in the US. 
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Despite a moderate rise in interest rates, the quest for returns will continue to dominate 
the financial markets. Risky forms of investment will reap the benefits of this trend. The 
risk premiums for corporate bonds with poor credit ratings and emerging market bonds 
will remain low, and may even fall at times. For the time being, investments in equities 
will continue to hold the promise of well above-average performance. In 2014/2015, 
rising capacity utilization levels and fairly stable profit margins will mean that profit 
development will start to gather pace again, before the gradual emergence of cost 
pressure starts to put a damper on profit momentum in the years that follow. This will 
then push the price-to-earnings ratio on the stock markets up further and further. 
Excessive valuations will become more commonplace on the stock markets. As a result, 
marked price corrections on the stock markets and other highly valued financial markets 
could certainly become a reality in the second half of the observation period. Looking at 
the overall forecast horizon of three to five years, however, shares will remain an 
attractive form of investment.  

3. Possible risk scenarios 

The risks hanging over our base scenario are relatively varied. We have identified the 
following as the main risks – over and above a spiral of sanctions between the West and 
Russia: 

• Financial market boom and bust due to expansionary monetary policy 

• Hard landing and financial crisis in China 

• Deflationary trends in the euro area due to external shocks 

 
 

3.1 Risk scenario: Boom/bust 

The last two decades were characterized by marked cyclical excesses and harsh 
corrections on the world's financial markets. This sort of boom and bust scenario could 
become a major risk for the years ahead, too. Out of all of our risk scenarios, we believe 
that this is the one that is most likely to materialize. The trend is driven primarily by 
monetary policy that remains too expansionary for too long, that is reluctant to change 
course and ends up reacting to signs of a boom on the financial markets and a strong 
cyclical revival in investment activity too late.   

At the moment, there would appear to be a good chance of investment bouncing back 
thanks to economic factors and interest rates. In many advanced economies, the 



 

10 

Economic Research Working Paper / No. 174 / July 24, 2014 
 

increase in business investment spending since the recession of 2008/2009 has been 
only moderate. In some cases, the investment ratio still lags well behind the level seen in 
2007. In the US, capital intensity – i.e. the ratio of capital services to hours worked in the 
production process – in the private business sector has fallen on balance in the past 
three years. In a climate of solid operating performance, high liquidity levels among non-
financial corporations and low interest rates, this reluctance to invest looks odd. So far, 
companies have been exploiting the favorable conditions on the capital markets to 
extend the term of their credit market debt using new issues, but also to finance share 
buybacks, in turn reinforcing the upward trend on the stock markets. It is, however, easy 
to envisage a situation in which an improvement in the medium-term growth outlook 
could inspire companies to ramp up their investment budgets within a relatively short 
space of time. In the US, this process would be bolstered by the need for substantial 
investment to expand energy infrastructure. In the eurozone, investment activity is 
spurred on, in this scenario, by faster moves to relax bank lending standards and 
increasing confidence among companies following the marked slump seen in recent 
years.  

In the years 2015/2016, economic growth in both the US and in the eurozone is 1.5 
percentage points higher than in the base scenario. The marked economic revival in the 
industrialized nations also translates into rising imports and more dynamic world trade. 
Thanks to this shot in the arm, growth in the emerging markets is also almost 1.5 
percentage points higher.  

The central banks in the advanced economies react only hesitantly to the convincing 
growth data. The increase in productivity triggered by the upswing tempts them into 
believing that price stability risks will remain low. There is also the worry that interest 
rate hikes implemented after a prolonged period of exceptionally low key rates could put 
a real damper on economic development. In general, the extent of production factor 
underutilization and the neutral key interest rate remain clouded by uncertainty.  

In this environment, performance on the markets for risky financial assets is clearly 
positive to begin with. Corporate bonds will benefit from low default rates compared 
with government bonds. On the stock markets, investors are happy to assume that the 
valuations, some of which were already fairly high to begin with, are ultimately 
warranted by sustained profit growth.  

The clear improvement in the situation on the labor markets will, however, come hand-
in-hand with increasing signs that inflation is starting to gather speed, fueled by wage 
costs. In the US, the short-term unemployment rate (less than 27 weeks), which has 
already reached a "normal" level, proves to be a more precise indicator of inflation than 
the overall unemployment rate is. As the short-term unemployment rate continues to 
fall, inflation will start to move up in the course of 2015/2016. Commodity prices will also 
rise considerably, particularly with the stronger growth being reported by the emerging 
markets. In this environment, financial market participants will increasingly see 
monetary policy as being "behind the curve", removing the option of a gradual 
normalization in key interest rates. Rather, the central banks will be forced to implement 
marked key rate hikes, also to stop inflation expectations spiraling completely out of 
control.  

Higher key interest rates and higher yields on government bonds (safe havens) will 
prompt a significant turnaround on the capital markets. By the end of 2016, three-month 
money market rates will be 200 basis points (EMU) and 300 basis points (US) above the 
level reached in the base scenario. This will push the yields on long-term benchmark 
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government bonds up to 200 and 250 basis points above the reference scenario level in 
the eurozone and the US respectively.  

Corporate bonds could face particular adjustment problems. After all, in the new 
environment of higher interest rates, non-investment grade issuers are likely to struggle 
to refinance maturing bonds, which – according to the IIF – could total around USD 
550bn in 2018, without any trouble. Rather, the significant growth witnessed in this 
market segment in recent years, coupled with higher debt levels, looser lending 
standards and the increased involvement of non-institutional investors, could prove an 
ideal breeding ground for substantial loan defaults. The correction on the bond markets 
and gloomier earnings outlook will expose equity valuations for what they are: namely 
far too high. As a result, the pressure to sell will start to mount on the stock markets. In 
addition, the risk premiums on EMU government bonds are expected to start to rise 
again as the increase in debt service prompted by higher capital market rates hinders the 
continued correction in government debt ratios, which remain high. 

 

The marked increase in interest rates and hefty financial wealth losses are likely to drive 
economic development in the industrialized nations into a recession at the end of the 
forecast horizon. Fiscal policy and monetary policy, in combination, will be relatively 
powerless to combat a new crisis – resulting from excessive risk appetites. This insight 
alone will prompt companies and financial investors to be particularly cautious when 
planning ahead, exacerbating the negative market momentum.  

3.2 Risk scenario: hard landing in China 

A hard landing, i.e. a pronounced and sustained slump in the Chinese economy, is a 
much-discussed risk scenario. The strain that this sort of scenario would place on the 
global economy is, indeed, considerable. The world's second-largest economy accounted 
for 13.5% of global output last year (based on current exchange rates), meaning that 
China's slice of the global output cake has more or less trebled within the space of only 
ten years. With expected economic growth of 7.4%, China will contribute more than one 
third to global economic growth of 2.7% this year. These figures alone leave no doubt as 
to the role China now plays on the world economic stage. 

The Chinese economy is currently locked in a very difficult process of change. The last 
two decades saw its growth model, which focused firmly on exports and investment, 
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generate real economic growth averaging more than 10% a year. This model is now 
increasingly hitting its economic, ecological and social limits and has been one of the 
major factors contributing to the macroeconomic imbalances that the country is now 
grappling with. These include, by way of example, excessive lending (particularly in the 
shadow banking system), local property bubbles and exploding debt levels among 
provinces and municipalities. The Chinese leadership responded to these 
macroeconomic distortions a few years ago, when it started to revamp the Chinese 
growth model. One of the aims is to strengthen private consumption to make economic 
development less reliant on investment and export demand. China is looking to achieve 
sustainable and stable economic growth and has distanced itself from the long-held 
mantra of "growth at all costs". The fact that Chinese economic growth has fallen well 
short of the long-term average over the past two years, coming in at 7.7%, is obviously 
also a reflection of the subdued global economic development. It is also, however, 
testimony to the new way of thinking within the Chinese leadership. 

Revamping the Chinese growth model poses a massive challenge, especially in a global 
economic environment that renders this sort of change even more difficult. We are 
confident, however, that the Chinese government will be able to master the balancing act 
of change and growth, especially since it has the fiscal capacity to take any economic 
policy measures that might be necessary to counter any overly swift economic 
slowdown. Nevertheless, it is impossible to rule out a hard landing for the Chinese 
economy entirely. One possible trigger could be a banking crisis, for example.  

The scenario: Given that economic growth is no longer quite as dynamic and the 
somewhat lax approach to lending in recent years, non-performing loans and company 
insolvencies are now rising sharply. The major state-owned banks run into difficulties 
and have to be recapitalized, with many shadow banks going bust. This gives rise to a 
credit crunch, sending investment plummeting. The banking crisis deals a severe blow to 
the Chinese economy, with real GDP growing by only 3% on average in 2015. China faces a 
short-term struggle with deflation, the external value of the renminbi is sliding 
considerably. The deterioration on the labor market exacerbates existing social tensions 
and unrest starts to take root. In order to stabilize the economic and social situation, the 
Chinese authorities launch an economic stimulus program that contributes to a 
substantial economic recovery. In 2016, the year after the economic slump, the Chinese 
economy reports average annual growth to the tune of 5%. 

Compared with our base scenario, Chinese economic growth is 4.2 percentage points 
lower in 2015 and 1.7 percentage points lower in 2016. This alone shaves 0.6 and 0.2 
percentage points off global output growth in 2015 and 2016 respectively, as against the 
base scenario (2.4% as opposed to 3.0% and 2.8% as opposed to 3.0%). Countries with close 
economic ties with China would also see their growth stunted, in some cases 
considerably. These countries include the Asian and some Latin American emerging 
markets, as well as Japan and Australia. Asian trading partners, in particular, could 
tumble into recession as a result of the Chinese growth slump. The growth losses in the 
US and Europe would be less pronounced in comparison. All in all, the global growth 
losses in 2015 would be likely to add up to around 1 percentage point, meaning that 
global output would increase by only 2.0%, as opposed to 3.0%, on average. In 2016, the 
growth losses would then likely account for less than half a percentage point, causing 
global output to climb by just over 2.5% as opposed to 3%. 
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Sources: EcoWin, own forecasts.
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In all likelihood, the international financial markets would react to this development 
with hefty losses, first in China itself, then across the globe. Concerns surrounding the 
country's political and social stability could add to the market jitters. While there is no 
doubt that the Chinese government would take economic policy steps to address its 
predicament, it would be some time before these measures would manage to get the 
situation back on an even keel and possibly kickstart a rebound.  

An economic slump stretching over a period of one to two years would also have 
implications for the medium-term development of the Chinese economy. In our base 
scenario, we expect China to achieve average annual growth of 6.5% over the next five to 
ten years. A hard landing would shave around 0.5 percentage points off this growth rate 
every year. This would not be a dramatic decline in growth in terms of either China's 
economic development or the growth impetus that the country provides. It is, 
nevertheless, important to bear in mind that the stabilization that would follow a hard 
landing would be achieved largely by economic policy support measures. This would 
weaken the country's fiscal position in the long run, possibly also allowing new 
imbalances to emerge, for example if new construction programs were to be launched. 
Consequently, this scenario would ultimately create the risk of a (renewed) adjustment 
crisis.  

3.3 Risk scenario: Deflation in the eurozone due to an external shock 

The first question that we need to ask is: what does deflation actually mean? Or rather: is 
there such a thing as "good deflation" and how does this differ from "bad deflation", which 
is what our risk scenario refers to? 

"Good deflation" can be described as follows: falling prices are limited to a specific period 
of time. They are triggered by waves of innovation, rising productivity and/or falling costs 
– i.e. factors pointing towards economic strength. At the moment, two aspects would 
appear to be particularly relevant: first of all, far-reaching changes are underway on the 
global energy markets (such as the increasing use of fracking) and could put significant 
pressure on global prices. Second, the crisis resulted in substantial public-sector wage 
cuts, wage freezes in the private sector and lower costs for companies, for example due to 
lower additional payments like bonuses, holiday pay or Christmas bonuses, in Europe's 
problem countries.1The fact that prices are now also dropping in these countries is a 
                                            
1 Deutsche Bundesbank, monthly report for May 2014, pp. 23-27. 
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normal development and is important to protect the purchasing power of the crisis-
plagued population. After many years of above-average inflation since the start of 
monetary union in Greece, Ireland, Portugal, Spain etc., this sort of internal devaluation 
was long overdue in terms of maintaining these countries' competitive standing. 

By contrast, dangerous deflation is mainly characterized by a sustained downward price 
spiral that hits the whole spectrum of goods. Consumers become more reticent and the 
economy is paralyzed. Ongoing write-downs in bank balance sheets and at highly-
indebted companies bring the willingness to invest to a standstill. Faith in the central 
bank's ability to meet its price stability target is damaged and the debt burden creeps up 
on the back of rising real interest rates. 

So to what extent should we be worrying about good deflation morphing into its evil 
twin? One of the main lessons to be learned from the developments in Japan (see box) is 
that it is crucial to push ahead with the necessary adjustments to balance sheets and 
debt levels after a balance sheet recession. Otherwise, an economy can be faced with 
long-standing demand and investment slumps, pushing prices down and feeding an 
ever-growing debt burden in real terms.  

A comparison between the current situation and Japan in the 1990s2 

The term "balance sheet recession" was coined to describe the problems that we have 
been witnessing in Japan over the past 15 years or so and, to a certain extent, in the 
US and the euro area today. In a balance sheet recession, a slump in asset prices 
skews the balance sheet because the debt taken out by companies or private 
households is no longer covered by corresponding receivables and assets. This forces 
economic players to make considerable adjustments to their balance sheets. In 
Japan, it was largely the corporate sector that had to rein in its debt. Japanese share 
prices and real estate prices both slipped back down from excessive levels. The level 
of asset destruction was enormous and the period of weakness persisted for a 
considerable time. The equity and real estate asset losses tallied up to around three 
times the economic output seen in 1989, creating a need for massive debt reduction 
measures in the corporate sector. Investment remained in the doldrums for years. 
The process started in the mid-1990s and lasted for a good decade. At times, the level 
of debt reduction corresponded to more than 6% of GDP a year.  

One major cause of the extended Japanese deflation phase was the need to slash 
debt, and the resulting demand gap. The cloudier growth outlook due to unfavorable 
demographic trends is likely to have contributed to investment and consumer 
restraint. The deflationary pressure on commodity prices was particularly 
pronounced. Increased import competition fueled by globalization, not least by 
China's increasing role on the global economic stage from 1993 onwards, was also a 
significant factor in this development. In recent years, by contrast, China has been 
endeavoring to move closer to a more consumption-oriented growth model.  

The US or the eurozone will not have to experience the "lost decade" that Japan did, 
even if the developments appear similar on the surface. In actual fact, the US and the 
eurozone were in a different situation to start with: compared with the share and real 
estate price correction in Japan around 25 years ago, the value losses triggered by the 
current financial crisis were much less significant and had already been offset by 

                                            
2 ECB, monthly report for May 2012, pp. 95-112. 



 

15 

Economic Research Working Paper / No. 174 / July 24, 2014 
 

positive market movements within a relatively short space of time. This means that 
there is less of a need for write-downs in company and private household balance 
sheets and, consequently, that the investment slump can be overcome more quickly, 
too. This is also supported by the fact that the problems facing the banking sector 
during the current crisis have been addressed (e.g. by way of increased capital 
requirements and stress tests) as opposed to being covered up, as they were in Japan, 
by years of an ultra-loose monetary policy and government spending programs. In 
order to escape a balance sheet recession, the value losses have to be written off and 
banks, just like companies or private households, have to achieve rapid 
consolidation instead of being forced to hold back with investment and spending for 
years. In Japan, it took almost a decade to put together a comprehensive strategy to 
restore a solid financial system. The postponement of necessary write-downs on non-
performing loans held the economic recovery back, because lending to companies 
that were ultimately insolvent (zombie lending) restricted lending to more efficient 
companies and, as a result, stood in the way of investment. The greater willingness or 
pressure to correct unfavorable developments in the current situation early on 
suggests that we will be spared years dominated by a reluctance to spend and invest. 
Comparing the current situation to Japan does, however, also highlight the risks 
involved with long-term support provided via monetary policy. If monetary policy 
ultimately removes the incentive to make balance sheet adjustments by creating an 
unlimited supply of cheap money and allows banks to continue to finance loss-
making investments outside of the market mechanism, then the risk of a prolonged 
phase of deflation like that seen in Japan increases. 

Although it is important to use a differentiated analysis to reflect the diversity of national 
developments within the EMU countries, the likelihood of "bad" deflation is considered to 
be very low for the euro area as a whole/the majority of member states (if for no other 
reason than because of the limited weight carried by the problem countries). Although 
the current economic recovery remains a fragile one that is plagued by uncertainty, we 
believe that a specific trigger, an external shock, would be needed to stop the economic 
revival in its tracks. The course of events could then look like this: another recession 
would bring about a further deterioration on the labor market. Just like in Japan, wages 
would fall, with investment dipping at the same time. New government borrowing would 
creep up, spawning higher risk premiums and new instabilities in the banking sector. 

In specific terms, EMU GDP would virtually stagnate throughout the entire observation 
period in this risk scenario. After negative inflation rates to begin with, the rate of 
inflation in the eurozone would remain close to the zero mark overall until the end of the 
forecast horizon. Since there is virtually no leeway left for lowering key rates at their 
current level, the ECB would have to resort to more unconventional measures like 
quantitative easing. Unlike in the base scenario, ECB key rate hikes would not kick in in 
2015. In the event of deflation, however, the monetary policy reaction to the crisis would 
not have an adequate impact and would be unable to stop inflation  expectations getting 
out of hand. This would bring the yields on ten-year German government bonds down to 
all-time lows and would see them linger at a very low level until 2018. Drastic losses 
would have to be expected on the European stock markets. The sharp rise in 
unemployment would be socially explosive. In political/social terms, the survival of 
monetary union and the European model would be at risk in this sort of scenario.  
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Risk scenario: Deviations from base scenario in period 2015-2018

2015 2016-18 2015/16 2017/18 2015 2016-18 2015 2016-18

GDP growth
(in percentage points, p.a.)
   EMU 1.5 1.6 +1.5 -2 -0.5 0 -1.5 -1
   USA 2.7 2.4 +1.5 -2 -0.5 0 -0.5 -0.5
   Emerging markets 4.8 4.9 +1.5 -1 -2.0 -0.5 -1 -0.5

Inflation 
(in percentage points, p.a.)
   EMU 1.5 1.7 +1.0 0 -0.5 0 -1.5 -1.5
   USA 2.1 2.4 +1.5 0 -0.5 0 -0.5 -0.5
   Emerging markets 5.8 4.8 +2 0 -1 0 -0.5 -0.5
3m money market rate
(in basis points, end of period)
   EMU 0.5 2 - 2.5 +200 0 -25 0 -25 -200
   USA 1.2 2.5 - 3 +300 0 -50 0 -25 -150
10yr gov. bond yield
(in basis points, end of period)
   EMU benchmark 2.3 3 - 3.5 200 0 -50 0 -100 -200
   USA 3.5 3.5 - 4 250 0 -50 0 -50 -150

Stocks
(in percentage points, end of period)
   EMU 1850 1900 - 2200 +30 -30 -20 0 -30 -30
   USA 8000 8000 - 9000 +30 -30 -20 0 -15 -10

Boom/bust Hard landing
in China Deflation in eurozoneBase scenario

 

 

In addition to the deflation scenario spelled out above, other serious risks are lurking 
in the wings for the euro area. If they were to materialize, however, these risks would 
not have the same sort of severe impact on the global economy. First of all, with the 
outcome of the European elections as a potential trigger, the commitment to 
integration within the eurozone could well wane, i.e. we could see a renationalization 
of politics (as in a way of thinking and acting that is more strongly governed by 
national interests/is more populist). Second, there is the risk that, as the pressures of 
the crisis subside or also as a result of political instability, eurozone countries could 
start to ease up on their efforts to achieve the necessary budget consolidation and 
push through the required structural reforms. Within this context, the current 
debate – sparked by Italy and France in particular – about a possible relaxation of the 
Stability and Growth Pact should be viewed in a critical light. 

Third, the risk of the United Kingdom leaving the EU is obviously a major risk 
scenario. At first glance, the strong performance of the UK Independence Party in the 
European elections appears to have made a vote in favor of an exit from the EU more 
likely in the event of a referendum. But the overall picture is more complex. The 
referendum promised by Prime Minister David Cameron in 2017 requires a decisive 
Conservative victory in next year's general election. This, however, is anything but 
certain if the current opinion polls are anything to go by. The Labour Party has 
promised a referendum only in the (unlikely) event that further powers are handed 
over to Brussels. September's referendum on Scottish independence merely serves to 
complicate matters further. But whatever happens, the virulent UK debate on EU 
membership can only be laid to rest with a referendum. We believe that the British 
population will ultimately recognize the advantages associated with being a 
"member of the club" and will vote in favor of remaining in the EU with a slim, but 
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sufficient majority. Any other outcome would inflict real damage on both the UK and 
the European Union. Admittedly, steps towards integration may well be easier at EU 
level without the Brits slamming the brakes on everything. But British pragmatism 
and the country's liberal influence provide an important counterweight to 
excessively centralist or protectionist tendencies. What is more, the fact that the UK 
ranks among the "big four" means that its exit would reduce the weight carried by the 
EU and could set a precedent for the further fracturing of the Union. Last but not 
least, the loss of a net contributor would have implications for the EU budget. 

 

4. Relative weighting of the scenarios 

We have put the probability of the base scenario at 70%. Out of all of our risk scenarios, 
we believe that the boom/bust scenario is the one that is most likely to materialize, at 
15%. We have assigned a 5-10% probability weighting to both the hard landing in China 
and the deflation scenario in Europe. 

Given the current debate about deflation risks in the euro area, the relatively low 
probability weighting assigned to this risk, together with the much higher one assigned 
to an economic boom scenario (followed by a setback), may come as a surprise. This is 
because we expect the low inflation rates in the eurozone to contribute to the economic 
recovery and see no reason for any increased reluctance to spend or invest. What is more, 
with an economic revival underway, below-average capacity utilization, less 
consolidation pressure and adjustment successes in the private sector and in foreign 
trade, we find it hard to imagine why the euro area should be hit by another economic 
slump. This sort of slump could only be triggered by an external shock, such as a 
geopolitical crisis. Even this sort of shock, however, would not automatically result in 
deflation. Rather, it would merely increase the risk of deflation.  

We believe that there is a much higher risk of monetary policy remaining in crisis mode 
for far too long, the quest for returns fueling considerable excessive valuations and the 
increasing economic momentum translating into higher commodity prices, creating 
upside cost and price pressure and ultimately forcing monetary policy to slam the brakes 
on.  

The base scenario, which we believe is extremely likely to materialize, is much more 
positive than the three other scenarios analyzed in terms of economic and financial 
market development. It is not, however, a "Goldilocks" scenario by any stretch of the 
imagination. Even the base scenario cannot hide the dark side of the extremely 
expansionary monetary policy. Although this policy is boosting the economic revival in 
the crisis-ridden countries and helping to ensure that the upswing continues in the US, 
new adverse developments, like excessive valuations due to excessive risk appetite, will 
emerge in the medium term. So in this respect, our base scenario is not too far removed 
from the boom/bust risk scenario. Nevertheless, we still expect monetary policy to have, 
and use, the resources at its disposal to keep the spirits that it summoned at bay.  

One question that may well have arisen is why, over and above a moderate base scenario 
and three risk scenarios, we have not looked into the possibility of a positive deviation 
from the base scenario. This sort of ideal scenario – strong growth in the industrialized 
nations and the emerging markets, the brushing aside of structural growth obstacles, 
moderate inflation, a smooth monetary policy exit from crisis mode, debt reduction 
without any real impact on the economy, no renewed signs of overheating on the 
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financial markets – however, would not appear to be a very likely one. Shaken by the 
major crises that have dominated the last few years, the global economy is not stable 
enough to support sustained smooth and dynamic development over the next three to 
five years. 
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Annex 1:  

Geopolitical risks – spiral of sanctions between the West and Russia 

 

In general, it is tricky to forecast the economic consequences of geopolitical risks. We 
have taken the current Russia/Ukraine conflict as an example to illustrate the impact 
that this sort of conflict could have on the economy and the financial markets.  

A diplomatic solution to the conflict remains within the realms of possibility, even if it is 
a tall order. The situation in eastern Ukraine is complicated and borders on the opaque. 
A unilateral ceasefire declared by the newly elected Ukrainian president Petro 
Poroschenko, who came to power in June 2014, was finally adopted by the separatists, 
too, before being revoked again by Kiev. The West is still calling upon Russia to do more 
to take the heat out of the conflict in eastern Ukraine, in particular by exerting its 
influence over the pro-Russian separatists. If the situation in the contested regions 
comes to a head – a scenario that the West would likely also blame Russia for – we can 
expect the West to impose far-reaching economic sanctions on Russia, possibly 
triggering a mutual spiral of sanctions. 

The extent to which economic sanctions hinder economic development depends largely 
on the duration and extent of the measures and the countersanctions that Russia can be 
expected to impose. The possible economic sanctions range from import duties to export 
bans on selected product groups and restrictions on energy imports from Russia. 
Sanctions on transactions with selected Russian companies, financial institutions or 
entire sectors would be another option. Counter-measures taken by the Russian side 
could include, by way of example, import bans on selected product groups, restrictions 
on the movement of capital to and from abroad, the selective confiscation of foreign 
property in Russia or even restrictions on energy exports to Europe (if the EU has not 
already limited energy imports).  

Implications for the Russian economy 

The Russian economy is already feeling the brunt of the Ukraine conflict, even though no 
harsh economic sanction have been imposed on Russia so far. Sentiment in the Russian 
economy is looking much gloomier, private capital outflows – which were already 
chronically high – have rocketed even further and investment activity is on the verge of 
collapsing. Russian gross domestic product can be expected to contract by 0.5% in 2014. 
Economic sanctions, however, would plunge the country into a much more serious 
predicament, despite the fact that it would likely be spared the most painful sanctions – 
restrictions on energy imports from Russia. Due to the interruption of trade and/or 
financing flows, a further loss of confidence in the Russian economy and, last but not 
least, the economic policy measures the country would be expected to take to protect its 
foreign currency position and financial stability, Russia's economy would be plunged 
into a deep recession. In this scenario, we could expect real gross domestic product to 
contract by more than 5% within the space of a year, with a further marked drop on the 
cards for the following year, too.  

Implications for the European economy 

Far-reaching economic sanctions and corresponding counter-measures imposed by 
Russia would likely shake confidence in the European economy, especially if energy 
supplies from Russia are also restricted. The question as to whether this would result in 
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supply bottlenecks remains open, as it would depend on a number of different factors. 
The massive uncertainty alone, however, would be enough to see a large number of 
investment decisions shelved. Exports would also be hit hard and energy prices would 
presumably rise considerably, at least in the short term. The growth losses over a period 
of two to three quarters would come in at at least 1%, bringing the EMU economic 
recovery to a temporary halt. The German economy would also suffer a substantial 
setback. European banks that deal with Russia and/or Ukraine would have to expect 
payment defaults. The consequences would be even more serious if foreign property in 
Russia were to be confiscated, and a substantial need for write-downs would emerge in 
the banking and corporate sector. 

Financial market implications 

Sweeping economic sanctions and counter-measures, also affecting energy supplies 
from Russia, would trigger hefty reactions on the financial markets. The euro would lose 
considerable ground against the US dollar and the yield on 10-year German government 
bonds could drop below the 1% mark. With fears of a recession in the air, we would 
expect to see a sharp increase in risk premiums on government bonds from the EMU 
periphery countries. The ECB would likely turn to quantitative easing. Last but not least, 
the stock markets would become much more volatile. Setbacks to the tune of between 
10% and 20% would appear plausible as an immediate reaction to the geopolitical 
escalation and the sanctions. 

 

 
 
 

 
These assessments are, as always, subject to the disclaimer provided below.  

ABOUT ALLIANZ  
Together with its customers and sales partners, Allianz is one of the strongest financial communities. Over 
83 million private and corporate customers insured by Allianz rely on its knowledge, global reach, capital strength 
and solidity to help them make the most of financial opportunities and to avoid and safeguard themselves against 
risks.  
In 2013, around 148,000 employees in over 70 countries achieved total revenues of 110.8 billion euros and an 
operating profit of 10.1 billion euros. Benefits for our customers reached 93.9 billion euros. 
This business success with insurance, asset management and assistance services is based increasingly on 
customer demand for crisis-proof financial solutions for an aging society and the challenges of climate change. 
Transparency and integrity are key components of sustainable corporate governance at Allianz SE. 

CAUTIONARY NOTE REGARDING FORWARD-LOOKING STATEMENTS 
The statements contained herein may include prospects, 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. Actual results, performance or events may differ materially from those 
expressed or implied in such forward-looking statements.  
Such deviations may arise due to, without limitation, (i) changes of the general economic conditions and 
competitive situation, particularly in the Allianz Group's core business and core markets, (ii) performance of 
financial markets (particularly market volatility, liquidity and credit events) (iii) frequency and severity of insured 
loss events, including from natural catastrophes, and the development of loss expenses, (iv) mortality and 
morbidity levels and trends, (v) persistency levels, (vi) particularly in the banking business, the extent of credit 
defaults, (vii) interest rate levels, (viii) currency exchange rates including the Euro/U.S. Dollar exchange rate, (ix) 
changes in laws and regulations, including tax regulations, (x) the impact of acquisitions, including related 



 

21 

Economic Research Working Paper / No. 174 / July 24, 2014 
 

integration issues, and reorganization measures, and (xi) 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.  
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