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In summary: 
Recent data suggests that the US economy will rebound in coming 
months following firmer readings for employment, retail sales and 
industrial production. Growth indicators for the UK, eurozone and 
Japan remain firm, but the emerging markets continue to struggle. Our 
central view is on track, but our principal concern this month is that 
downside tail risks have increased.  
 

Eurozone deflation is one of our risk scenarios and one where the probability is increasing - the International 
Monetary Fund’s (IMF) deflation vulnerability index suggests that risk is now ‘high’ for the eurozone. Although not 
our central view, we fear that the European Central Bank (ECB) may be repeating the mistakes that the Bank of 
Japan made in the 1990s when the economy unexpectedly slipped into deflation and we cannot ignore the 
warning signs that the risk of deflation is escalating. Deflation, or even prolonged very low inflation, could cause 
many governments’ balance sheets to become unsustainable. The tail risk is growing, but is the ECB paying 
attention?  
 
Downside risks could be compounded by the crisis in the Ukraine where there is a real threat of higher energy 
prices. We see the situation evolving into a prolonged stand-off with damaging effects on European business and 
consumer confidence and a drying up of foreign investment into Russia.  
  
The new year has brought little in the way of cheer for China. Activity data points to an economic slowdown on 
most fronts which could prove challenging to a government trying to rebalance. We don’t expect a credit stimulus 
but China seems set for accelerated fiscal outlays. 
 

Growth on track, but downside risks have increased 
 
Growth indicators remain positive for the developed world but there are a number of downside risks that may 
hinder growth. One of these is a concern about less supportive monetary policy. This is particularly the case in 
the US, where the Federal Open Market Committee sounds increasingly hawkish, with new Federal Reserve 
Bank Chair, Janet Yellen, implying that rates could be raised as early as the second quarter of 2015. Elsewhere, 
there are rising concerns that the ECB is heading for a major policy error and is ignoring lessons learned from 
Japan’s deflationary experience in the 1990s by not easing monetary policy enough. Alongside the situation in 
the Ukraine, we see recent developments as moving the ECB toward quantitative easing.  
 
The Russia-Ukraine crisis: the threat to activity  
 
Tension between Russia and the West has increased significantly following the annexation of Crimea from the 
Ukraine and threatens activity in both Russia and Europe. Europe is highly dependent on Russian energy and in 
the event of trade sanctions that extend to energy, Europe would face a substantial shortage in the supply of oil 
and natural gas. Furthermore, a disruption to Russian supplies would likely elicit a significant rise in energy 
prices. In the longer term, this might be addressed through alternative sources such as shale and, or exports from 
the US, but in the near-term Europe and the rest of the world face the prospect of a stagflationary shock. 
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Beyond trade in energy, Russia is not a major trading partner with Europe. Russia has far more to lose in the 
event of trade sanctions and actually runs a small trade deficit with Germany. Financial sanctions could be 
problematic for some European banking systems although the systemic threat to the euro area is not significant. 
 
From crisis to conflict? 
 
At this stage, it seems that Europe and Russia have too much to lose to allow the situation to escalate further. 
We believe the most probable outcome would be a stand-off scenario whereby Russia continues to threaten 
Ukraine and sanctions are gradually escalated. Persistent uncertainty would damage European business and 
consumer confidence, as well as hamper investment in the euro area. Supply concerns would likely push up 
energy prices and drag on activity, providing a stagflationary shock. The nascent eurozone recovery would be 
threatened and the ECB would likely loosen or keep policy looser for longer. Meanwhile, the risk premium on 
Russian assets would remain, possibly increasing if Western investment in Russia stalls. There would need to be 
a major rapprochement to turn the situation around and prevent long-term damage to the Russian economy.  
 
Impact on Russia and the wider emerging markets 
 
Looking more specifically at Russia, questions have been raised over its debt, and the possibility of a repeat of 
the 1998 crisis. However, its short-term financing requirements are manageable and currency weakness will have 
boosted rouble revenues from energy sales, helping Kremlin finances. Concerns will be justified, however, if 
Russia faces a prolonged political and economic isolation. Capital Economics estimates that, to date, $50 billion 
(2.5% of GDP) has left Russia this year, and projects that the first quarter will see $70 billion in capital outflows.  
 
Within emerging markets, India and China could be quite exposed on the energy front. Commodity markets 
should, broadly speaking, see price increases: Ukraine’s role as a wheat exporter will push up agricultural prices, 
while uncertainty over oil and gas supply will push up the energy matrix. This could all be supportive in the short-
term for some commodity exporters, particularly if they are energy-independent. However, we should not neglect 
the role of politics. It seems unlikely that China would join Western sanctions on Russia, and the end result could 
be that sanctions result in cheaper energy prices for Asia, as Russia pumps gas and oil previously destined for 
Europe towards less hostile nations at a significant discount. 
 

Rising risk of European deflation 
 
We define deflation as a widespread and persistent fall in consumer prices and the threat of this occurring in 
Europe is increasing. Eurozone inflation has been surprising to the downside for the past few months and the 
magnitude of these negative surprises has reached record levels lately, forcing economists to lower their 
forecasts. The latest consensus amongst economists is that eurozone inflation will average less than 1% in 2014. 
 
Deflation vulnerability indicator 
 
In order to better assess the risk of future outright deflation in the eurozone, we reconstructed and updated the 
IMF’s deflation vulnerability indicator which attempts to measure and flag the risk of deflation with a two-year 
outlook. The indicator did a reasonable job of warning of the escalating risk of deflation during Japan’s deflation 
episode in the 1990s. In Europe’s case, many countries are in the high risk category – including the eurozone in 
aggregate – but some remain in the moderate risk category. Peripheral Europe appears to be at greater risk of 
deflation than core Europe: most of the peripheral countries have been in the high risk category since 2008.  
 
Is deflation coming? 
 
Our central view is that Japanese-style deflation will not take hold in Europe. Households have well-anchored 
inflation expectations and are not postponing consumption on the back of expectations that prices will fall in the 
future – as was the case in Japan. Moreover, a number of peripheral member states have significantly improved 
their competitiveness levels and are making progress on recapitalising their banking systems. Clearly more 
needs to be done, but the eurozone appears to be in a better position to restore growth than Japan was.  
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There are, however, some stark similarities between the eurozone today and Japan in the 1990s. The 
appreciation of the real exchange rate and rise in the current account surplus is worryingly similar to the 
Japanese experience. Draghi has been more vocal on the strength of the euro of late, but has so far refrained 
from directly saying that it is becoming a concern. 
 
In conclusion, deflation in the eurozone is not our central view as we see economic recovery continuing. 
However, we feel that the risk is rising, which is why we introduced a eurozone deflation scenario last month. The 
analysis based on the IMF’s deflation vulnerability indicator is impossible to ignore and we believe it supports our 
view. The warning signs are clear, but is the ECB paying attention?   
 

China: not such a happy New Year 
 
Slowdown and stimulus  
 
It is hard to find much to be cheerful about in Chinese data. Recent figures for the January/February period 
(combined because of the Chinese New Year distortion) point to weakness across the economy and signs of a 
slowdown have prompted many to question whether government-backed credit stimulus government stimulus 
might be around the corner. This doesn’t seem likely to us, however, especially given that the government is 
flexible about its 7.5% growth target for 2014. However, authorities have recently mentioned that jobs are more 
important than growth, so we may see stimulus if the labour market starts to flag.  
 
We expect monetary conditions to remain tight and weigh on growth, although the recent drop in interbank 
lending rates, following their steep climb towards the end of last year, suggests otherwise. However, this should 
not be seen as a sign of monetary easing aimed at propping up growth. In fact, lower interbank rates are a result 
of intervention by central bank to weaken the currency and introduce more two-way volatility into the yuan-dollar 
exchange rate. This appears to be an attempt to discourage carry trade and once successfully supressed, we 
expect rates to begin rising again.  
 
Scuffles in the shadows 
 
The currency is not the only problem monetary authorities are attempting to manage. The shadow banking 
sector is once again in the spotlight with a number of trust products having defaulted (and been bailed out) this 
year which has contributed to fresh concerns that a Chinese financial crisis is imminent. 
 
However, we believe these fears are overdone. Trust companies themselves are unable to create money, and 
have little to no securitisation as well as low leverage. A trust company failing, therefore, has limited direct impact 
on the financial system. The main concern is its impact on confidence as a full default could lead to a panicked 
rush out of the shadow financing system and a subsequent credit crunch. However, it seems extremely unlikely 
to us that the authorities will permit a large scale default in the near future. We think it is more likely that the 
government will continue to bail out trust products, imposing some losses on investors and potentially letting 
smaller products, particularly those offered by independent trust companies, default completely. 
 
Reform update: urbanisation 
 
In the middle of March, China revealed a plan to push for urbanisation which included a new wave of 
infrastructure spending. The investment involved will support growth and increased urbanisation will help boost 
consumption and rebalance the economy although it is unlikely to accelerate economic growth given that 
targeted growth in urbanisation is less than the rate seen in past decades.  
 
 
 
 
 
 
 



March 2014 For professional investors and advisers only 
 

4 

 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
Talking Economics is based on Schroders Economic and Strategy Viewpoint, produced by the 
Schroders Economics Team: Keith Wade, Chief Economist, Azad Zangana, European Economist, 
and Craig Botham, Emerging Markets Economist. 
Important Information: The views and opinions contained herein are those of Schroders Economics Team, and may not necessarily 
represent views expressed or reflected in other Schroders communications, strategies or funds. For professional investors and advisers 
only. This document is not suitable for retail clients. 
This document is intended to be for information purposes only and it is not intended as promotional material in any respect. The material is not 
intended as an offer or solicitation for the purchase or sale of any financial instrument. The material is not intended to provide, and should not be 
relied on for, accounting, legal or tax advice, or investment recommendations. Information herein is believed to be reliable but Schroder Investment 
Management Ltd (Schroders) does not warrant its completeness or accuracy. No responsibility can be accepted for errors of fact or opinion. This 
does not exclude or restrict any duty or liability that Schroders has to its customers under the Financial Services and Markets Act 2000 (as amended 
from time to time) or any other regulatory system. Reliance should not be placed on the views and information in the document when taking 
individual investment and/or strategic decisions. Issued by Schroder Investment Management Limited, 31 Gresham Street, London EC2V 7QA, 
which is authorised and regulated by the Financial Conduct Authority. For your security, communications may be taped or monitored.  


