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Thinking in Scenarios

There is active debate about the likelihood of the United States entering into a Japan-like deflation/slow growth economy (see New York Times article on July 29, Fed Member Warns of Deflation, by Sewell Chan where he summarizes an article by James Bullard of the St. Louis Federal Reserve Bank or Bernanke and the Inflation Fear Bubble, at the Time Magazine Blog The Curious Capitalist on August, 2nd.)  Having spent over 20 years helping businesses in the use of scenario planning when facing uncertainty the question naturally emerged in my mind, “What are Ben Bernanke’s scenarios?”

The idea of scenarios––telling possible stories about the future––is as old as humankind. A scenario is a tool for ordering one’s perceptions about alternative future environments in which today’s decisions might be played out. As a methodology, it originated in the military, but in the last 30 years, in the face of increasing uncertainty and complexity, have corporations, non-profit organizations, foundations and government institutions begun to use scenario planning processes. 

Royal Dutch/Shell made the tool famous by using it to great effect, with two examples being particularly noteworthy: once to anticipate the Arab Oil embargo, and then again to anticipate and prepare for the dramatic drop in oil prices during the 1980s. In both cases, the use of scenarios forced leaders to examine their deeply held assumptions, and to practice what they would do if the unthinkable happened (which it did, both times).  Scenario based planning has now become a recognized tool for planning under uncertainty and future-based planning for corporations, non-profit organization and governments.  To hear a great current example of the power of properly used scenarios listen to Gary Cohn’s and Craig Broderick’s in their June 30 testimony in front of the Financial Crisis Inquiry Commission on how Goldman Sachs avoided getting killed in the recent housing finance and derivatives debacle.

Ben Bernanke’s Scenarios

A quick and easy ways to get a working set of scenarios is to focus on some key drivers of changes that might have a huge impact on the uncertain environment you are concerned about, in this case the U.S. economy.  Taking the position of the Fed Chief and his prime concerns I immediately gravitated to the price level (inflation) and economic growth (GDP growth rates).  With this in mind I derived the simple, yet powerful scenario matrix shown below.  I also gave them those handy names and will give a short description of each.  This is the classic “back of an envelope” thinking that amazingly can drive policy. (Remember the Reagan years and the analysis by Arthur Laffer on a dinner napkin of how cutting taxes might reduce the deficit?)

Figure 1

[image: image1.emf]Bernanke Scenario Matrix

Change in the U.S.           Price Level

Change in U.S. Rate of Economic Growth

Inflationary

Deflationary

Fast +4%

Slow or Declining

1% or below

Third World Led 

Growth

Return of 

Stagflation

The Great De-

Leveraging

Innovation and 

Commodities to the 

Rescue

Scenario 1

Scenario 2

Scenario 3

Scenario 4


Here are my summary descriptions of these worlds.  They cover the next five years.

Scenario 1: Innovation and Commodities to the Rescue

This is a world where the U.S. emerges from the current deep recession over the next five years as innovation in areas such as energy technology, bio-sciences and a next level of digital and communications technology bring back  job  growth and investment in the U.S.   As an innovation leader U.S. exports grow and provide addition stimulus.  This world is not so much one of deflation but low inflation similar to the 1990s.  What deflation that does occur happens because in innovation (better, smarter, cheaper) and lower commodities prices driven by a development cycle in commodities running into efficiency gains.

Scenario 2: Third World Led Growth
This is a world where through 2012 the U.S. remains in slow growth and high unemployment.  Excess capital from China and other growing economies get recycled into developing country growth opportunities and is no longer wasted chasing bad investments in the West like U.S. housing.  Investment in human capital, micro-finance and infrastructure in developing nations for long term growth are made despite initial low initial returns.  Low returns in developing nations are deemed smarter than waste and unstable bubbles in the West.  Over time consumer markets in developing nations emerge and begin to slowly increase U.S. exports.

Scenario 3: The Great De-Leveraging

This is a world in which the debt overhang from the boom years of the last twenty years is just too much to overcome.  Problems like those in Greece and the U.S. commercial property market continue to pop up.  U.S. consumers are forced to pull back due to unemployment and to incorporate the lessons of too many credit cards and second mortgages. The reduction of debt gains momentum and leads to another credit market crunch which leads to another much deeper recession.  The U.S. Congress refuses any more bailouts and years of economic misery ensue.

Scenario 4: The Return of Stagflation
This is a world in which adjustments to the financial crisis of 2008/2009 continue to lead to high unemployment in the U.S.  Unfortunately, commodity prices begin to rise based on a lack of capital flowing into those sectors and some necessary tax policies on oil and energy to deal with climate change.  The new taxes will eventually pay off in a more efficient energy sector but there is a period of adjustment where higher prices are simply flowed through to consumers.  This hurts the energy intensive sectors of the economy for a short period as well.  Growth is seen on the horizon as industries begin to restructure and invest, but job growth remains low and thus consumer led economic growth is very slow in emerging.
Ok, so imagine you are Ben Bernanke and you have to maintain your job no matter which scenario emerges.  Here is what I think he may be thinking below:

Figure 2
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Those are my best guesses, but surely Mr. Bernanke’s thinking is more sophisticated than mine.  Maybe he has more policy options up his sleeve than I know of.   Maybe you have your own thoughts.

I would guess that Mr. Bernanke and his colleagues are really worried about scenarios 3 and 4.  They are the ones that leave them with the fewest and weakest policy responses.  They also will make politicians who want to be reelected very nervous.  

Unfortunately scenarios 1 and 2 are ones where the factors that might help are out of the control of the Fed and depend on the actions of business leaders and foreign leader and governments.  In those worlds we, along with the Fed, can only hope for the best.

I welcome any comments!  You can email me at: gerald@artofquantumplanning.com.  Also visit my website and find out more about my book, The Art of Quantum Planning where I say more about scenario planning and strategy.  The book is available on Amazon.com!
PAGE  
5

