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Living through the Great Uncertainty
This article is the introduction of a series of

in the second half of 2009. Again optimists

Special Reports that discuss the downside risks

hoped that we would revert to business-as-

to the global economic outlook, as presented in

usual. Then came the Greek debacle in late

1

Rabobank Outlook 2012 . For convenience, we

2009. Greece’s government shocked and awed

provide the conclusions drawn in the reports

everyone by coming clean on its notoriously

here. For the complete Special Reports on the

inaccurate statistics. Once more, some hoped

identified risks, please refer to our website,

that the Greek crisis would not need result in a

www.rabobank.com/outlook2012.

crisis in the eurozone given the relatively small
size of the Greek economy (it only accounts for

The Great Uncertainty

2.5% of eurozone GDP). This rosy prediction

Not so long ago, the world economy went

proved wrong again. Very soon, countries as

through a period famously known as the Great

large as Italy and Spain were sucked into the

Moderation. For over two decades, we experi-

crisis as investors starting questioning their

enced rising incomes, falling interest rates and

fiscal sustainability.

falling inflation (volatility). In short, times
could not have been better! But then the US
subprime crisis made landfall and marked the

US housing market
crisis

beginning of a period we would call the Great
Uncertainty. Since the freezing of wholesale

US banking crisis

credit markets in the summer of 2007, the
world economy has been rolling from one crisis
to another. The US subprime crisis did not
need to culminate into a full-fledged banking
crisis given the relatively small size of the sub-

Global banking
crisis
Global economic
crisis

prime mortgage segment (estimated to be
around 3% of US GDP at the time). Yet the

Greek debt crisis

sudden loss of confidence owing to the opaque
nature of structured finance products backed
by subprime mortgages resulted in the freezing

Eurozone sovereign
debt crisis

up of US wholesale capital markets. Given the
deep integration in the global banking sector,

???

the US banking crisis quickly went global. At
this point, some analysts believed that a crisis

The lesson we can draw from the experiences

in the financial sector would not affect the

of the past couple of years is that the world

world economy. That proved too optimistic as

has become a much more unstable and uncer-

tightening credit conditions and huge correc-

tain place. Predicting the future, which was

tions in asset prices sent the global economy

never easy, has become even more difficult.

into a tailspin. To avert a repeat of the Great

Our base case scenario, as outlined in our Ra-

Depression and a total meltdown of the finan-

bobank Outlook 2012, is that the post-crisis

cial system, policymakers threw everything

recovery will be bumpy, below-par and brittle

they had at the crisis. This proved effective as

until the deleveraging process in the Western

the world economy staged a recovery already

world comes to an end. While households,
firms and governments are busy repairing their
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continues to face major risks that can poten-

Zdzienicka (2011)2, debt crises produce signifi-

tially knock it off course. The six most im-

cant and long-lasting output losses, reducing

portant known unknowns are discussed in six

output by about 10% after eight years. What’s

separate Special Reports. Below, we will give

more, debt crises are found to be more detri-

you an overview of all six risks. For extra in-

mental than banking and currency crises.

formation please see the Special Reports.

Our base case scenario is that both countries
will realise that complacency will be eventually

Six downside risks to the global eco-

punished. It is only a matter of ‘when’ rather

nomic outlook

than ‘if’. However, should these countries

1. Risk of facing a wave of sovereign defaults in

choose not to change course, a major global

the eurozone (or a complete break up) com-

financial crisis will be in store. Its timing is

bined with a global banking crisis.

anyone’s guess.

The eurozone is hanging in the balance. Pushing the periphery to carry out a cocktail of re-

3. Risk of financial repression in the West

forms and austerity measures may not be suf-

The finciancial crises since 2007 have inspired

ficient to restore market trust. If so, the euro-

(the proposal of) hords of new financial rules

pean leaders will reach a cross-roads. In our

and regulations. Hence the pendulum is begin-

view, once they truly begin to stare into the

ning to swing away from laissez-faire financial

abyss (i.e. appreciate the potential costs of

markets that we have experienced since the

default/exit), they will do ‘whatever it takes’ to

collapse of the Bretton Woods system, toward

resolve this crisis. This can be in the form of a

heavier-handed regulation in response to the

credible signal that euro members are willing

global banking crisis of 2008-09. But one can-

to move forward with fiscal and political inte-

not help noting that one of the by-products of

gration while allowing the ECB/EFSF to ensure

the design principle of the current regulatory

market liquidity in the short run to calm mar-

framework is to make it easier to work down

ket nerves. In our view, this is far less costly

the massive public debt overhang. For in-

than the alternative. However, the intricate

stance, tighter liquidity standards result in

task is to get the national electorates on board.

larger bank holdings of government bonds. If

Only time will tell whether the politicians will

such muzzling of the financial sector leads to

do a convincing job.

full-scale financial repression and this is accompanied by slightly higher inflation, then

2. Risk of sovereign debt crises in the US and
Japan

potential growth in the global economy will
drop at the worst possible time. We sincerely

Borrowing costs in Japan and the US remains

hope that policymakers will stay clear of such

very low despite adverse shocks to the public

policies. But completely excluding the possibil-

finances of the former resulting from the

ity of financial repression in the future is un-

earthquake and tsunami and the credit rating

warranted.

downgrade of the latter following the political
impasse during the debt ceiling negotiations.

4. Risk of hard landing in China

The danger is if these two countries begin to

In spite of the increasing headwinds, we see

feel ‘market-proof’. Without more ambitious

the soft landing scenario as the most likely for

fiscal consolidation in the medium-term, a

2012, which implies the real GDP growth rate

sudden rise in government bond yields, leading

will slow yet remain between 7% and 8% next

to a sovereign debt crisis, remains a distinct

year. However, the financial sector has

possibility. It goes without saying that this will

weakened as a result of strong credit growth in

be extremely painful for both countries. According to recent research of Furceri and
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the past years and is particularly vulnerable in

whereas the current political scene is becoming

light of the increased headwinds. With external

increasingly self-absorbed. We see protection-

demand slowing as well, a soft landing scenar-

ism rearing its ugly head around the globe.

io is becoming more and more dependent on

Governments try to look after the short-term

strong growth-supporting policies. At the same

interests of the population by trying to block

time, successfully engineering such a scenario

foreign competitors. Both the World Trade Or-

has become more difficult. If the Chinese

ganization and the Global Trade Alerts have

authorities fail in their efforts, a hard landing

warned that the world is becoming increasingly

scenario, with growth slowing to below 7%,

protectionist. After the initial exchange of fire

could materialise after all. We can therefore

started with the currency wars, nations are

conclude that you can count on China to sup-

increasingly moving towards total economic

port global growth next year, as long as you

warfare. It is not too late to head off the

have faith in the expertise of the Chinese cap-

storm. Should policy makers in Europe finally

tains to navigate through stormy waters.

be able to work together in order to get the
economic house in order, that may send a

5. Risk of sudden reversal of capital flows from
the emerging markets

strong signal to the rest of the world that cooperation by far outweighs navel-gazing.

A crisis in Emerging Markets (EMs) could negatively impact the global economy, considering

Concluding remarks

the growing importance of EMs in global eco-

No one can be sure whether any of these risks

nomic growth. Key to watch are the capital

will pan out in the future. But a fingers-in-

flows towards EMs. A stop or outright reversal

ears-la-la-la approach may have severely neg-

of these foreign capital flows, especially short-

ative repercussions down the road. As any

term hot money, will have adverse effects on

experienced captain will tell you, setting sail

local assets as well as economic growth. For

without knowing the weather conditions can

next year, it seems likely that foreign capital

prove hazardous. So instead of brushing these

will flow less lavishly towards EMs. For those

risks under the carpet and hoping for the best,

few countries still struggling with overheating

it is best to form a deep understanding about

this might even be good news. The risk of an

them. The risks to the global economic outlook

outright, massive reversal of foreign capital

will be extensively covered in six separate Spe-

flows is rather limited, although not impossible.

cial Reports (for more information please visit

A break-up of the eurozone, a hard landing of

www.rabobank.com/outlook2012).

China, or a balance-of-payment crisis in Argentina could push investors’ nerves. This is, however, not our baseline scenario. A comforting
factor is that if push comes to shove, many
EMs have room to spare to stimulate the economy through monetary or fiscal policy. Unfortunately, this doesn’t hold for all EMs, especially the ones hit on multiple fronts – export dependency, retreating bank lines, limited fiscal
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6. Risk of de-globalisation
It is high time for consensus-seeking politics
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Risk of eurozone breakup
This article is part of a series of Special

the end of WWII. Before this period, however,

Reports that discuss the downside risks to the

sovereign default was not an unusual event in

global economic outlook. In this piece, we take

the West. As a matter of fact, the advanced

a closer look at the risk of eurozone facing a

economies have defaulted on multiple occa-

wave of sovereign defaults or even completely

sions on their public debt in the past 210 years

breaking up.

(see figure 2). Therefore, we need to ask ourselves whether this time is truly different or

Sovereign risks on the rise

whether there are good reasons to worry about

Benjamin Franklin, the former president of the

a wave of sovereign defaults in the Eurozone?

US, once famously proclaimed that “in this

In our view, the recent escalation of the Greek

world nothing can be said to be certain, except

debt crisis must serve as a stark warning that

death and taxes”. Had he lived today, he would

suffering from the this-time-is-different syn-

have probably added ‘Greece’s insolvency’ to

drome (Reinhart and Rogoff, 2010) can be

the list. That is at least what the CDS markets

very costly.

are pricing in nowadays. A look at the marketimplied probability of default (IPD) derived

Figure 2: Sovereign default is not new
% of total

from CDS spreads (5 years) shows that the
chance of Greece restructuring half of its public
debt in the next 5 years is almost 100% (see
figure 1). Only three years ago it was less than
5%. So even if Greece imposes across-theboard 50% haircut on its debt, markets will not
be surprised. However, the problem is that
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markets are now pricing in over one-third
chance that Italy, with the third largest bond

Proportion of all countries (70) that experienced a sovereign default
of which advanced economies (22)

market in the world, will also default in the
coming 5 years, while the IPD for Portugal and
Ireland is higher than 50%.

So what is the chance that things start going
horribly wrong in the eurozone? Not very big

Figure 1: Sovereign risk is re-priced
100

%

Source: Reinhart and Rogoff (2010), Rabobank

Market-implied probability of default over the coming 5 years
derived from 5y CDS spreads (assumed recovery rate = 50%)

%

according to the European officials who contin100

ue to argue that, with the exception of Greece,

90

90

80

80

all other eurozone members are solvent and

70

70

60

60

have stronger fundamentals. What they fail to

50

50

recognise is that in times of uncertainty, fun-

40

40

30

30

damentals matter less, if at all. At this mo-

20

20

ment, some countries are being pushed to-

10

10

wards insolvency as sovereign risk is being re-

0

0
08

Italy

09
Portugal

10
Spain

Ireland

11
Greece

Germany

Source: Reuters EcoWin, Rabobank

priced due to contagion. One should note that
any country may be driven into insolvency
when interest rates start to rise against a
nervous financial market backdrop. Economists

Sovereign risk in the industrialised world has

call this multiple equilibria. If investors be-

never reached such unprecedented levels since

lieve that country X is fundamentally solvent
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they will buy its government bonds at a sus-

announce that they actually hate the whole

tainable interest rate. In this case debt service

thing and that they will limit the shooting as

will be bearable. But if many investors start

much as possible. Some of the generals [Axel

having doubts about the solvency of country X,

Weber and Jurgen Stark] are so upset by the

interest rates will shoot up and the country’s

prospect of going to war that they resign from

banks will be shut out of the capital markets.

the army. The remaining generals then tell the

The economy will then tank, reducing govern-

enemy that the shooting will only be tempo-

ment revenues at exactly the time the gov-

rary, and that the army will go home as soon

ernment faces higher debt servicing costs, and

as possible. What is the likely outcome of this

the public sector will slowly be pushed towards

war? Utter defeat by the enemy”.

insolvency. Default will soon follow, providing
validation of the initial doubts.

As for the much-ballyhooed European Financial
Stability Fund (EFSF), investors are uncon-

To ensure that Italy, Spain, Portugal and Ire-

vinced that it will have enough firepower to

land return to the ‘good’ equilibrium of low

calm market nerves. Even EUR 1000bn is not

interest rates, the European Central Bank

sufficient to keep Italy and Spain out of the

(ECB) has gone even so far as to purchase

financial markets for a long time. According to

sovereign bonds of these countries in the sec-

the IMF, the gross financing needs of Italy and

ondary markets to prevent such a self-fulfilling

Spain will amount to roughly EUR 1150bn until

prophecy. But the continuous rise of govern-

the end of 2013. Increasing the guarantees

ment bond spreads vis-à-vis German bunds

further to fight market speculators may back-

(see figure 3) suggests that this strategy has

fire if it results in a lower credit rating for the

been unsuccessful to restore market trust.

core countries, which are already on the financial markets and credit rating agencies’ radar
screens. Rating downgrades will further raise

Figure 3: Yield spreads vs. bunds (10yr)
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%
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The reason for this, according to many economists, is that the ECB has pledged from the
very beginning that its bond buying programme is temporary in nature and that they
will stop once the European Financial Stability
Facility (EFSF) takes over. In this regard, the

Thus, the only road possible, short of further
fiscal integration (e.g. introduction of eurobonds), which there is no appetite for at this
moment, means that the periphery must return to the ‘good’ equilibrium on their own. The
hope is that enacting much-needed structural
reforms combined with tough austerity
measures will restore market trust. But will
this magic potion work? There are reasons to

analogy made by De Grauwe (2011) is worth
quoting at length: “Imagine an army going to
war. It has overwhelming firepower. The generals [the ECB governing council], however,

December 2011

1
Note that the EFSF is already trading a large premium versus the German bund with comparable
maturities. For that matter, we can see that the
European rescue facility apparently does not benefit
from ‘strength in numbers’.
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be sceptical. As for reforms, scholars that stud-

tive assessment of their possible quantified

ied them conclude that their positive impact on

effect on potential output. In addition, esti-

the economy is subject to long lags (for a sur-

mates do not fully take into account upfront

vey of studies see IMF, 2011b). Country expe-

costs of reforms and therefore the short-run

riences, such as New Zealand and the UK,

impact is uncertain (IMF, 2011b). Finally, re-

illustrate that reforms can take years and

search suggests that reforms are more suc-

sometimes decades before translating into

cessful when they are prepared in advance, as

higher growth. New Zealand experienced slug-

they involve a considerable amount of careful

gish economic growth performance during the

study and consultation. Many of the least suc-

reform period in the 1980s. In the UK, reforms

cessful reform attempts were undertaken in

took some time to bear fruit as the jobless rate

haste, often in response to immediate pres-

remained elevated for almost a decade. Empir-

sures (Tompson and Dang, 2010). Overall, the

ical cross-country evidence carried out by the

empirical evidence suggests that reforms are

IMF (2004) corroborates this conclusion.

certainly welcome but they aren’t the silver
bullet policymakers are looking for, certainly

What’s more, politicians pursuing reforms must

not in the short-term.

realise that they increase the pain even more
in the short-run. For example, research con-

Expansionary austerity is just a myth

ducted by the IMF (2003) shows that in many

And regarding fiscal consolidation, history has

cases, labour market reform has initially led to

shown that in a period that the private sector

higher unemployment and lower GDP as work-

is repairing its balance sheet, external demand

ers are shaken out of unproductive employ-

remains weak, the currency cannot depreciate

ment. Truly, no one can be sure that the Span-

and the monetary policy rate cannot be low-

ish labour market liberalisation will not lead to

ered anymore, budget cuts may result in an

a higher jobless rate given that managers fi-

outright fall in economic activity. In simple

nally get the chance to rid themselves of their

terms, the larger the fiscal consolidation

employees with fixed contracts. Moreover, by

measures, the weaker the economy gets,

upsetting the established status quo, such

which makes the whole exercise at least par-

reforms can raise uncertainties about in-

tially self-defeating. With a database of 173

come/job prospects for the ‘protected’ group.

historical episodes (15 advanced economies) of

This may cause them to postpone spending

fiscal consolidation during 1980–2009, the IMF

which, at least in the short term, can add to

(2010) investigated the impact of fiscal consol-

downward momentum.

idation on growth and found that when countries cut the budget deficit in a slump, it results

Finally, the measured impact of reforms is not

in a fall in GDP relative to the base-line (see

as large as some politicians want us to believe.

figure 4). In the simulations where the zero

Barnes et al. (2011) and OECD (2008) esti-

interest rate floor applies (almost the case in

mate that a bundle of reforms, if taken in par-

the eurozone) and when the rest of the world

allel, can raise long-run growth in the range of

conducts fiscal consolidation at the same time

2

4-14%-point . Note that estimated impact of

(will be the case in the coming years, see fig-

structural reforms on potential output should

ure 5), output costs more than double (2%

be interpreted with caution. Simulations do not

loss of output within two years). This is per-

usually allow for a straightforward comparison

haps the reason why major public debt reduc-

across reforms types, complicating compara-

tions in the EU 15 in the period 1985-2009
mainly occurred during times of strong eco-

2

For example, if trend growth before reforms would
be 2%, it could be raised to 2.1-2.3% if reforms are
carried out.

December 2011

nomic growth and falling interest burden
(Nickel et al., 2010).
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Figure 6: Banking sector exposure
% of GDP

Figure 4: Austerity is contractionary
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ration in sovereign creditworthiness reduce the
value of the collateral that banks can use to
secure wholesale and ECB funding, and can

It’s payback time!

trigger margin calls from counterparties.

If this pessimistic scenario becomes reality,

Third, deterioration in the creditworthiness of

governments will find themselves in a vicious

the sovereign reduces the funding benefits that

circle whereby insolvency would draw ever

banks derive from government guarantees, be

closer. Sadly, this will not be the end of the

they explicit or perceived. Fourth, sovereign

story. As stated before, the banking crisis in

downgrades often flow through to lower ratings

2008 resulted in the current debt crisis. This

for domestic banks, which further raises their

time round, the crisis will go into reverse –

wholesale funding costs and possibly reduces

sovereign defaults will culminate in a global

their market access3. Amid the large cross-

banking crisis. Initially, banks in the countries

holdings of sovereign bonds in the eurozone, it

hit by debt crises will suffer immensely. They

is safe to assume that a wave of defaults in the

will do so through four potential channels.

periphery will immediately lead to a severe

First, increases in sovereign risk cause losses

banking crisis in Europe. If we were to include

on banks’ government bond holdings, thereby
weakening their balance sheets. This can be
particularly damaging as banks often have
large exposures to their own public sector (see
figure 6, top panel). Second, falls in the market prices of sovereign bonds due to deterio-

December 2011

3
Banks are more likely than other sectors to be
affected by sovereign distress. Only 2% of domestic
banks across seven non-AAA European countries had
a credit rating that was higher than that of their
respective sovereign at end-2010. Moreover, in five
advanced countries that have experienced ratings
downgrades since late 2009, two thirds of domestic
banks have had their credit ratings lowered within
the six months following a sovereign downgrade
(Davies and Ng, 2011).
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the entire exposure of advanced economies to

to do the spending for them. As the famous

Greece, Ireland, Italy, Portugal and Spain

paradox of thrift4 states: if everyone tries to

(GIIPS), we can see that potential losses can

save more money at the same time, then ag-

be substantial in the event of messy sovereign

gregate income will fall and this will in turn

defaults (see figure 6, bottom panel). Thanks

lower total savings in the country. Against this

to the interconnectedness of the global banking

background, stronger contribution from net

sector, the European banking crisis will instant-

trade is a sine qua non for balance sheet repair

ly spread to the rest of the world.

in the periphery.

Should I stay or should I go?

Figure 7: Sectoral financial balances
% of GDP
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the case of Greece and Portugal) or invested in

-20

-20

unprofitable projects (e.g. housing markets in

-40

-40

Ireland and Spain), these imbalances were

-60

clearly unsustainable.
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imbalances is required whereby the periphery
start to consume and invest less and instead
earn more from abroad (through net trade).
The former is already happening. Figure 7
(bottom panel) shows that households and
firms in all the periphery countries, with the
exception of Portugal, have been running a
financial surplus (i.e. spending less than their
income) over the past three years. However,
they are still recipients of capital inflows given
that governments have been in a releveraging
mode. The need for reducing public debt ratios
to more sustainable levels means governments
in these countries must soon join their private
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That is obviously easier said than done. As
growth prospects globally have softened, and
as spending in the core euro area adopt a
‘wait-and-see’ attitude in response to elevated
uncertainty, the prospects of external demand
benefiting growth in the periphery have deteriorated. In addition, the periphery does not
even have a good starting position to benefit
from global demand. Over the past few decades, the GIIPS have lost a substantial amount
of competitiveness in the international marketplace. The simplest way to show this is by

sector counterparts by running a surplus. But
to achieve that they would need the foreigners
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looking at the change in unit labour costs5

Global Competitiveness Index, which compris-

(ULCs) over the past few decades. Figure 8

es 113 indicators. Amazingly, all these coun-

(top panel) shows that ULCs in the manufac-

tries have been surpassed by China. Greece is

turing sector, arguably the most export-driven

in the most precarious position (ranked 90th

sector of an economy, have increased to very

amongst 142 countries). Hence, regaining the

high levels in some of the periphery countries

lost competitiveness is of utmost importance

as nominal wage growth has strongly sur-

for public and private debt sustainability in

6

passed gains in labour productivity .

these countries.

Figure 8: Measures of competitiveness

The best way to boost competitiveness in order

9000

% change since 1970

8000

% change since 1970
Net exporters of
capital during
2002-11

Net importers of
capital during
2002-11

7000

9000

to benefit from net trade is to raise labour

8000

productivity. This will nicely lower ULCs and

7000

6000

6000

result in higher exports of goods and services.

5000

5000

But this is not easily achievable in the short- to

4000

4000

medium-term. As we discussed above, the

3000

3000

2000

2000

1000

1000

growth will only work with a long lag and the

0

situation might even get worse before it gets

NL

AT

DE

BE

FI

IE

FR

IT

ES

PT

GR

0

better. Obviously, no country can improve its

Unit labour costs - manufacturing sector (nominal)

Index

6

The Global Competitiveness Index
2011–2012

needed reforms that bolster productivity

infrastructure, educational system, labour
market, governance, etc. in a flash. The quick-
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6

er way to increase international competitiveness, therefore, is through lower costs.

5

5

The downhill battle in a monetary union
Given that the GIIPS are in the euro straitjack-

4

4

et, they can only close the competitiveness gap
through an ‘internal devaluation’ – their prices/wages must fall relative to the average of
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Source: Reuters EcoWin, WEF, Rabobank

A broader measure of international competitiveness is calculated by the World Economic
Forum (WEF). Figure 8 (bottom panel) shows
that the GIIPS score the lowest amongst the
advanced countries according to the WEF’s

5

Nominal wages relative to average labour productivity.
6
There are two shortcomings with the calculation of
change in ULCs. First, it does not say anything about
the level of price competitiveness (e.g. Greece is still
rather cheap, even though it has become less cheap
from a Northern European perspective). Second, it
does not relate price competitiveness to developments in competitors’ markets (trade-weighted exchange rates would be more appropriate because
Greece does not compete only with Germany, but
also with many Eastern European countries).
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their competitors (e.g. the ‘core’ European
countries). This isn’t simple in a monetary union. During the relative ‘boom’ years, inflation
in the core countries was already comfortably
below 2% (see figure 9). Indeed, eurozone
inflation only averaged 2% in the period 19992007 thanks to the stronger growth in prices/wages in the periphery, which was due to
the catch-up growth. As such, if our expectation for sluggish global growth in the coming
years proves accurate, inflation in the core
countries may be even lower going forward.
Hence, the periphery need to post inflation
rates close to zero or even experience outright
deflation for many years until they can reasonably compete on a global scale. Expecting year
after year of nominal wage stagnation or contraction can be a herculean task in any society.
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Note that the indexation of wage contracts to

gardless of the nationality of its president.

inflation act as an extra barrier to real wage

The second approach would be what econo-

adjustment in Spain, Portugal and Greece (see

mists call “fiscal devaluation”. With a fixed

figure 10). If wage-setting is unresponsive to

money wage —more precisely, a fixed money

domestic macroeconomic conditions, unem-

wage net of employers’ social contributions

ployment will rise to uncomfortable levels.

(e.g. payroll tax)— a reduction in the rate of
those contributions reduces ULCs and thus
lowers producer prices, including those of ex-

Figure 9: Eurozone HICP inflation
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proves —as it would with a depreciation of the
real exchange rate. Meanwhile, this policy will

Source: Reuters EcoWin, ECB

be revenue-neutral (i.e. the fiscal position does
not deteriorate). Sounds promising right? Yes

Figure 10: Indexation of wage contracts

on paper it does, but empirical evidence shows
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Surely, there are three ways to lower the pain

effects on the current account. The IMF

The third method is for the core countries to
make themselves less competitive by raising
their nominal wages. However, this sounds like
blasphemy to the officials in the core. The rea-

of internal devaluation. The unorthodox way is
for the ECB to target a higher inflation rate,
say, between 4-6%. This approach – supported
by many ‘economic heavyweights’7 – will prevent the GIIPS from going through years of
painful deflation. However, we do not believe
Mario Draghi, the newly appointed president of
the ECB, to go down this road. Fighting inflation has been encoded in the ECB’s DNA re-

7
These include Paul Krugman (economics Nobel
laureate), Olivier Blanchard (chief economist of the
IMF), Ken Rogoff (former chief economist of the IMF)
and Gregory Mankiw (former chairman of the Council
of Economic Advisers in the US).
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8
In practice, the room for VAT changes may be
limited because substantial differences in VAT rates
between eurozone members would create opportunities for cross-border trade to exploit the possibilities
of tax arbitrage (Calmfors, 1998).
9
De Mooij and Keen (2011) find the effect of a revenue shift of 1% of GDP from social contributions to
VAT results in an increase in net exports to tune of
0.4%-points of GDP. The Bank of Portugal simulates
a shift from social contributions to VAT equivalent to
1% of GDP. In the first year, this leads to an improvement in the trade balance by 0.6% of GDP and
after three years the effect on the trade balance
disappears. The European Commission simulates a
similar shift in Portugal and finds that net exports
increase in the short run by 0.1% of GDP. The effect
gradually disappears, and the long-term effect on net
exports is found to be negligible (IMF, 2011).
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son is because they do not appreciate that

suming patterns10, but in due time it is ex-

competition is essentially a zero-sum game

pected to show improvement. However, eco-

(Boonstra, 2011). What they fail to compre-

nomic reality suggests that this relationship is

hend is that the GIIPS cannot gain competi-

not as strong as perceived, especially during

tiveness (as they want them to), without the

abnormal macro conditions. Figure 11 shows

core at least assisting them by losing some of

that since the financial crisis, the correlation

their own. Either wages outside the periphery

between current account\GDP and the trade-

must rise, or those in the periphery must drop.

weighted exchange rate (adjusted for inflation)

The result is basically the same; the much-

has been even slightly positive (theoretically

awaited rebalancing in the eurozone will finally

the relationship should have been negative). A

take place. The advantage of rising wages and,

country such as the UK, which experienced a

therefore, stronger aggregate demand in the

massive currency depreciation, has even seen

core is that the periphery will get a bit of

a deterioration in its current account balance,

breathing space. To our regret, European lead-

while a country like Switzerland has seen its

ers in the core continue to ignore this stick to

current account surplus surge amid a strong

their old export-oriented models by compress-

appreciation of the franc. It goes beyond the

ing nominal wages while forcing the periphery

scope of this paper to outline the exact reasons

to do the same. As history of currency wars

why the countries’ export sectors faired differ-

has shown, such a race to the bottom (either

ently, but suffice to say that external devalua-

currency devaluation or wage deflation) is un-

tion alone is not a magical recipe for stronger

likely to boost any country’s competitiveness.

exports. It depends not only on the type of
goods and services produced but also on the

If the periphery face massive social unrest

macroeconomic conditions of the major trading

amid painful internal devaluation process, will

partners.

they then opt for the easier external devaluation, they can reach the bottom far faster than
the other countries. So there is a risk that
some of the periphery countries, if not all, see
it to their benefit to exit the eurozone (most
likely after defaulting on public debt) in order
to swiftly regain competitiveness. One can
expect that the exiting country’s currency will
instantly depreciate by 30-50%, if not more.
As attractive as this option looks at first sight,
it is fraught with uncertainties and unpredictable costs. Below we shall discuss the most
well-known.
Will exchange rate devaluation actually
boost exports?

Figure 11: CA balance vs. REER
Current account/GDP (% change 8Q110Q1)

tion? They know that with an external devalua-
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Another issue with external devaluation is that,
if wage inflation is not subdued, all the external competitiveness gained in the short-term

In Econ 101, students learn that exchange rate
depreciation goes hand in hand with higher net
exports due to the gain in competitiveness. To
be sure, the current account balance may initially worsen as it takes time to change con-

December 2011
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This is in line with the famous Marshall-Lerner
Condition, which states that for a currency devaluation to have a positive impact on trade balance, the
sum of price elasticity of exports and imports must
be greater than 1. In most empirical cases, this is
found not be the case in the short-term (Mahmud, et
al., 2004).
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will be neutralised. When import prices rise

country. One need only recall the extensive

due to devaluation, workers start asking for

planning that preceded the introduction of the

higher wages to compensate for the loss of

physical euro.

purchasing power. [The ones with indexed

Besides these procedural costs, there are ma-

wage contracts don’t even need to negotiate as

jor economic costs. Depositors anticipating that

nominal wages will adjust automatically].

domestic deposits would be redenominated
into the new currency, which would then lose

Finally, it seems highly unlikely that a govern-

value against the euro, would rationally shift

ment could leave the eurozone and expect to

their money to other euro-area banks in days if

remain a fully functioning member of the Euro-

not mere hours. A system-wide bank run would

pean Union (EU) itself. By leaving the euro, the

follow in the exiting country. Investors antici-

seceding country is breaching the constitution

pating that their claims on the government

of the EU. The whole process of introducing a

would be redenominated into the new currency

national currency is clearly against the guiding

would also shift into claims on other euro-area

principles of the European project. The conse-

governments, leading to a bond-market crisis.

quence is that the country leaving the euro

As Eichengreen (2010) noted, “this would be

membership will lose access to the EU’s Single

the mother of all financial crises”. The govern-

Market. This will be a huge blow to the coun-

ment may hope to stop this by imposing a

try’s exporters. What’s more, the rest of the

freeze on deposits and strict capital controls

eurozone is unlikely to regard secession with

(including border patrols). As regards the for-

tranquil indifference. In the event that a na-

mer, one must doubt how effective such a poli-

tional currency following exit were to depreci-

cy can be in light of massive social unrest. And

ate significantly, which is what we would ex-

capital controls have proven to be porous (i.e.

pect, it would entice the euro members to re-

investors usually find an exit door one way or

taliate by imposing a substantial tariff against

the other). If these measures do not work, as

the exports of the seceding country.

we think they won’t, the crisis should be bat-

Even if exports start performing better, there

tled head on. But how can a government that

are other major procedural costs that the exit-

has reneged on almost all contracts be ex-

ing country must weigh in before deciding to

pected to borrow from foreigners to bail out its

leave. The logistical headaches of leaving the

banks and buy back its debt? The enormous

euro are probably too much to bear. Reintro-

economic costs means GDP will contract se-

ducing the national currency would require

verely (no econometric model can give us an

essentially all contracts –including those gov-

indication of how bad things will be) and this

erning wages, bank deposits, bonds, mortgag-

implies that the fiscal position will worsen dra-

es, taxes, and most everything else– to be

matically once again. Sounds like shooting

redenominated in the domestic currency. The

oneself in the foot? You bet!

legislature could pass a law requiring the private and public sector euro debt to be re-

Box 1: Will a core country leave the

denominated. But in a democracy this decision

euro?

would have to be preceded by very extensive

Some market participants argue that it will not

discussion. Only law firms are expected to

be a weak country leaving the euro, but rather

come out as winners in this situation. And for

a strong one. It is not difficult to imagine that

the exit to be executed smoothly, it would

at some point in time, one of the stronger

have to be accompanied by detailed planning.

members of the eurozone will throw in the

Computers, vending machines and payment

towel after being completely fed up with the

machines will have to be reprogrammed. Notes

speed of adjustment in the region. The prime

and coins will have to be positioned around the

candidate is none other than Germany itself.
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Reasons for exit can be huge costs of bailing

However, the intricate task is to get the na-

out countries or the fact that the ECB will re-

tional electorates on board. Only time will tell

sort to monetisation of debt in the Eurozone to

whether the politicians will do a convincing job.

lower contagion risks.
In any case, the exiting country, just like a

December 2011

weak one, will also have to account for the

Shahin Kamalodin (+31) 30 - 2131106)

potential costs of exit before making such a

S.A.Kamalodin@rn.rabobank.nl

move. We believe the costs for a strong country exiting is less but still substantial. As dis-

www.rabobank.com/economics

cussed before, no country can leave the Eurozone without the EU. So the country loses access to the Single Market for good, which is
highly important to the open economies in the
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go through the same procedural costs of reintroducing the domestic currency. The difference with a weak country exiting is that the
new currency will actually appreciate significantly post-exit amid safe-haven flows. This
would immediately hurt the export sector. Besides, the foreign assets and liabilities of the
country need to be written down when the
domestic currency is introduced. In such a
scenario, a creditor nation will stand to lose
immensely. The associated negative wealth
effect will act as an extra drag on growth. To
sum up, it is impossible to accurately estimate
whether the strong country will gain or lose
from exiting, but, in our view, chances are
greater that the country will eventually lose
more by leaving than staying put.
Bottom line: The Eurozone is hanging in the
balance. Pushing the periphery to carry out a
cocktail of reforms and austerity measures
may not be sufficient to restore market trust.
If so, the European leaders will reach a crossroads. In our view, once they truly begin to
stare into the abyss (i.e. appreciate the potential costs of default/exit), they will do whatever
it takes to resolve this crisis. This can be in the
form of a credible signal that euro members
are willing to move forward with fiscal and
political integration while allowing the
ECB/EFSF to ensure market liquidity in the
short run to calm market nerves. In our view,
this is far less costly than the alternative.
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Risk of debt crises in the US and Japan
This article is part of a series of Special

According to the RSVI, both countries are more

Reports that discuss the downside risks to the

at risk of a crisis than Italy, Spain, Belgium

global economic outlook. In this piece, we take

and France (see figure 1). So the relatively

a closer look at the risk of sovereign debt cri-

benign treatment by market participants of

ses in the US and Japan.

sovereign bonds issued by Japan and the US
do not fully reflect fiscal fundamentals.

Assessing sovereign risk in US and JP
Suppose we had some visitors from Mars. If we

Much ado about nothing

were to show our Martian counterparts the

As such, our Martian guests would ask us

fiscal variables of the advanced economies and

whether we are mispricing sovereign risk in

then ask them which countries they thought

these countries. That is probably the billion

were most susceptible to a sovereign debt

dollar question. There are good reasons to

crisis, which would they choose?

argue both ways. The optimists believe that
the risk of sovereign default in these countries
is completely zero, that’s why their CDS

Market-implied probability of default
(5 yr) derived from CDS spreads

Figure 1: Market IPD vs. RSVI
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Knowing how aliens reason is impossible, of
course, but given their unbiased decision we
think that they would put Japan and the US
somewhere on the top of the vulnerability list.
Indeed, our own Rabo Sovereign Vulnerability
Index (RSVI) shows that, based on eight leading indicators1 of sovereign debt crises, Japan
and the US score amongst the top 5 countries
most susceptible to a debt crisis (see Rabobank Special Report 2011/07).
1

Indicators included are: the interest rate-growth
differential, the cyclically adjusted primary balance
(% of potential GDP), interest payments (% of government revenue), net public debt (% of GDP),
weighted average years to maturity, external debt
(% of GDP), current account balance (% of GDP) and
the Worldwide Governance Indicator (WGI).
For a detailed explanation of these variables refer to
Rabobank Special Report 2011/07.

Economic Research Department
www.rabobank.com/economics

spreads and long-term interest rates are so

accounts, and that includes spending on interest. Thus, there is no sovereign default risk
with regards to ability-to-pay. As De Grauwe
(2011) correctly points out, when the euro
members entered the monetary union, they
changed the nature of their sovereign debt in a
fundamental way, i.e. they ceased to have
control over the currency in which their debt
was issued. As a result, financial markets can
force these countries’ sovereigns into default.
Since Japan and the US continue to borrow in
their domestic currency, they tend to stay in
the ‘good’ equilibrium for far longer. Investors
know that the government will stand ready to
utilise the money printing presses in order to
avoid default. Given the very low probability of
default, investors ask for lower interest rates.
This, in turn, lowers the probability of default
even more (i.e. ensures solvency) and hence
results in a drop in interest rates. Countries
borrowing in their own currency and having a

R
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central bank that always stands behind their

investors that even though the American offi-

public debt often find themselves in such virtu-

cials can always resort to printing dollars to

ous circle.

repay nominal debt, they might actually not be
willing to do so anymore. Some of the Tea

There are other reasons to be less worried

Party representatives even flirted with the idea

about Japan and the US. For one, bonds issued

of sovereign default just to support their ideo-

by these countries have a relatively stable

logical case for ‘smaller government’. More of

investor base. Institutional investors —

these hair-raising episodes will eventually low-

including insurance companies, mutual funds,

er trust in America’s resolve in paying back its

and pension funds— hold 24% of government

debt and this will entice investors to exit the

securities in Japan and 12% of Treasury secu-

US Treasury market en masse.

rities in the US. In addition, more than onethird of US Treasuries are held by other government agencies, including the Social Security
Fund, and 20% of Japanese government bonds
are held by Japan Post Bank (IMF, 2011). Secondly, the lack of substitutable assets forces
market participants to hold onto public debt of
these countries. Given the lack of sufficiently
deep and liquid markets such as the US Treasury market, one can argue that Treasury investors are a captive investor base. Japan also
seems to benefit from this since close to 95%

Figure 2: Sovereign default is not new
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Is there such a thing as market-proof

As for Japan, given that more workers will re-

countries?

tire and liquidate their holdings of government

So far, so good; or so it might seem. The

bonds (e.g. through their pension funds), the

question one needs to ask is whether we can

share of non-resident holdings of public debt

expect these two countries to defy market

may need to increase significantly in the fu-

forces forever? No one in their right mind can

ture. This might push long-term interest rates

expect debt ratios to hit 1000% without wit-

upwards. Domestic investors have been con-

nessing a sovereign debt crisis in these na-

tent with the very low long-term interest rates

tions. Consequently, the widening crisis in the

because the deflationary environment meant

eurozone should serve as a cautionary tale for

that they made a positive return adjusted for

Japan and the US. Recent developments in

inflation (see figure 2). However, foreign inves-

Spain and Italy demonstrate how swiftly and

tors will not care about Japan’s deflation be-

severely market confidence can weaken and

cause they will repatriate the returns to their

how even large advanced economies can be

own country. What matters is the direction of

sucked into the crisis amid changes in market

the exchange rate. If the yen starts depreciat-

sentiment. The good news is that there are few

ing, then, all else equal, foreign investors will

signs of flight from American or Japanese sov-

ask for higher interest rates to compensate.

ereign debt up to this moment. But this can

Figure x shows that the yen had depreciated

change in a heartbeat. The eleventh hour

by 32% between 00Q3 and 08Q3 without hav-

agreement over the debt ceiling, which has

ing any upward effect on nominal interest

already been raised over 70 times since the

rates. The Japanese government is unlikely to

1960s, served as a plain warning for US bond

be so fortunate when foreign investors own a
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larger portion of their debt. Mind you that debt

begin to feel ‘market-proof’. Without more

servicing costs will skyrocket given that net

ambitious fiscal consolidation in the medium-

public debt ratio (see figure 3) will be heading

term, a sudden rise in government bond yields,

for 167% in 2016, according to the IMF.

leading to a sovereign debt crisis, remains a
distinct possibility. It goes without saying that
this will be extremely painful for both coun-

Figure 3: Yield spreads vs. bunds (10yr)
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Another problem with greater exposure to foreign funding is that it can be a risky strategy.
Historical evidence shows that the share of

What’s more, debt crises are found to be more
detrimental than banking and currency crises.
Our base case scenario is that that both countries will realise that complacency will be eventually punished. It is only a matter of ‘when’
rather than ‘if’. Should these countries choose
not to change course, a major global financial
crisis will be in store. Its timing is anyone’s
guess.

public debt in foreign hands tends to be a good
predictor of liquidity crisis because ‘footloose’
foreign investors rush quicker for the exit when

December 2011

panicked in comparison to their domestic coun-

Shahin Kamalodin (+31) 30 - 2131106)

terparts (Fuertes and Kalotychou, 2007; Ma-

S.A.Kamalodin@rn.rabobank.nl

nasse, et al. 2003). There are two reasons for
this. First, foreign investors usually have less
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knowledge of a country’s ‘true’ macro fundamentals. Second, countries are generally less
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domestic residents because of the severe macroeconomic and political repercussions (Reinhart and Rogoff, 2010). Thus, the Japanese
bond market has been relatively immune to
sudden shifts in global sentiment until now, but
the authorities cannot count on this to happen
in the future when their domestic investor base
will be shrinking.
Bottom line: Borrowing costs in Japan and the
US remains very low despite adverse shocks to
the public finances of the former resulting from
the earthquake and tsunami and the credit
rating downgrade of the latter following the
political impasse during the debt ceiling negotiations. The danger is if these two countries
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Risk of financial repression in the West
This article is part of a series of Special

But the study of Escolano et al. (2011) shows

Reports that discuss the downside risks to the

that during 1999-2008, IRGDs in the non-

global economic outlook. In this piece, we take

advanced economies, on average, have been

a closer look at the risk of financial repression

deep into the red (below -7%-points). Reinhart

in the West.

and Sbrancia (2011) also find that during
1945-80, governments in the advanced econ-

Budget cuts are politically unpalatable

omies managed to significantly liquidate their

Many governments in the industrialised world

debt ratios via negative real interest rates. For

are stuck between Scylla and Charybdis– the

example, the annual liquidation effect in Aus-

two famous sea monsters in Greek Mythology.

tralia, Italy, the UK, and the US was estimated

If they are to cut their primary budget deficit

to be between 3-5% of GDP (see figure x).

too quickly to please the market, they risk
choking the fragile recovery, if they do it too
slowly, they risk falling into the ‘bad’ equilibrium of rising interest rates and lower growth. In
both cases, the incumbent government will
have difficulty winning the upcoming elections.
History shows that boosting real GDP growth in
a period of sluggish domestic and external
demand is next to impossible. So how else can
a government lower its debt ratio? One solution touted by market participants is making
sure the nominal interest rate the government
pays on its long-term debt stays lower than
the growth of nominal GDP. By keeping the
interest rate – growth differential (IRGD) negative, the debt ratio starts to fall, ceteris paribus. But how can that be achieved? Since
boosting real GDP growth is out of the equation, inflation must rise to push nominal GDP
growth upwards. Yet if inflation starts to rise,
bond vigilantes will rightfully demand an interest-rate premium. Of course, the effective
nominal interest rate on the debt is slow to
respond to an increase in market yields because the entire debt stock does not roll over
every period. But in due time all the debt stock
will have to be serviced at higher interest
rates. As you can imagine, all the government
will achieve is moving from a low inflation/interest rate equilibrium to high inflation/interest rate equilibrium while the IRGD

Figure 1: Stealthier ways of lowering debt
Average annual liquidation effect of government debt
(i.e. debt reduction through negative interest rate - growth differential)

Italy (1945-70)
Australia (1945-78)
UK (1945-80)
US (1945-90)
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Sweden (1945-90)
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Source: Reinhart and Sbrancia (2011)

Both studies found that the trick was to maintain a steady dose of inflation while pushing
long-term interest rates downwards. As regards the former, Reinhart and Sbrancia
(2011) find that in 22 of 28 countries in their
sample, inflation has been considerably higher
in the episodes of debt reduction than for the
full sample. In the extreme cases, such as
during the German hyperinflation of the early
1920s and the long-lasting Brazilian and Argentine hyperinflations of the early 1990s,
inflation has managed to single-handedly liquidate public debt. Even in more moderate cases, the authors argue that the inflation differentials between the debt reduction episodes
and the full sample are suggestive of the use
of inflation to liquidate government debts.

stays unchanged. This does nothing to improve
debt sustainability.
Economic Research Department
www.rabobank.com/economics
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You may be wondering how they managed to

number of facts lead some to conclude that

artificially keep interest rates lower while infla-

this is certainly their intention. Most notably,

tion was on the rise. Certainly, one would ex-

very high unemployment rates and large out-

pect that creditors would wake up to the fact

put gaps (see figure 2) have made many cen-

that their returns are being chipped away by

tral bankers nervous that their conventional

inflation and, therefore, start asking for higher

and unconventional policies2 are not having the

interest rates. Even worse, interest rates must

desired effect.

have risen above and beyond inflation because
investors did not know for sure when inflation
would peak. The simple reason this did not
happen was due to financial repression,
which are subtle policies adopted by governments to channel to themselves funds that in a
deregulated market environment would go
elsewhere. These include directed lending to
the government by captive domestic audiences
(such as pension funds or domestic banks),

Figure 2: Unemployment and output gap
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taxes. Thus, through financial repression, govwould be in more competitive markets. Other
things equal, this policy manages to reduce the
public sector’s interest expenses for a given
stock of debt and contributes to deficit reduction. Voila!
Now that we know governments have indeed
liquidated their public debts in the past, can we
expect the same phenomenon to occur in the
near future? There are good reasons to worry.
First let’s turn our attention to the risk that
central banks (CBs) in the indebted countries
allow inflation to rise slightly1 above their target to hasten the deleveraging process. A
1
We stress on the word ‘slightly’ because we do not
believe that CBs will allow prices to spiral out of
control given the risk of permanently undoing the
progress made over the last 20 years in anchoring
inflationary expectations and the inflation process
itself.
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ernment and banks, either explicitly through
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Source: IMF, OECD

Hence, there are now talks as for ways to lower the real policy rate even more in order to
bolster growth and push down jobless rates.

2

Recently, we have seen a renewed expansion of
unconventional policies across the major CBs. The
Fed has clarified its intention to keep policy rates low
until at least mid-2013 and has renewed asset purchases through Operation Twist (selling short-dated
securities and buying long-dated ones to flatten the
yield curve). There are now rumours that the third
round of quantitative easing (QE3) will be launched
in 2012. The Bank of England engaged in QE2 recently. The ECB has reactivated covered bond purchases and its Securities Markets Purchase (SMP)
programme is still expanding. And, most radically,
the Swiss National Bank has set a minimum rate for
the EUR/CHF exchange rate, and has committed to
sell unlimited quantities of Swiss francs if needed to
defend that level.
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Chicago Fed President Evans has publicly ex-

interest rates begin to rise in tandem. Conse-

pressed the need for a more aggressive inter-

quently, governments in the advanced econo-

pretation of the Fed’s dual mandate of low

mies may once again find ‘stealthier’ ways (i.e.

inflation and unemployment, whereby the Fed

financial repression) to keep interest rates in

would commit to maintaining current policy

check while central banks are inflating away

rates until the unemployment rate fell below

their debt. Such policies are considered by

7% or core inflation hit 3%.

some to be a useful addition to the painful
austerity and reform packages already in place

Since real rates cannot be lowered much

or yet to be implemented.

through conventional measures in the advanced economies, the only way possible is if

There are already signs that financial repres-

CBs start tolerating higher inflation, for at least

sion is re-emerging amid ballooning debt rati-

some period. Let’s not forget that such a radi-

os. For example, at the height of the financial

cal recommendation was given to Japan a dec-

crisis UK banks were required to hold a larger

ade ago by none other than Ben Bernanke, the

share of gilts in their portfolio. Ireland’s gov-

current Chairman of the Federal Reserve.

ernment used the National Pension Reserve

Bernanke (1999) argued that “a target in the

Fund in 2010 to recapitalise Irish banks. The

3-4% range for inflation, to be maintained for

previously privatised Portugal Telecom pension

a number of years, would confirm not only that

scheme was transferred back to the Portu-

the Bank of Japan is intent on moving safely

guese government. Consequently, the gov-

away from a deflationary regime, but also that

ernment was immediately able to book EUR

it intends to make up some of the price-level

2.8bn in extra revenues, about 1.6% of GDP.

gap created by eight years of zero or negative

Meanwhile, the Spanish government imposed

inflation”.

interest rate ceilings on deposits in 2010. The
Ministry of Finance required institutions offer-

CBs can achieve a slightly higher inflation by

ing deposit interest rates the ministry deter-

raising their targets. They could alternatively

mined to be above market rates to double their

3

go for price level or nominal GDP targeting .

contributions to the Deposit Guarantee Fund

Regardless of the approach taken, there are

(Kirkegaard et al., 2011).

risks that CBs allow inflation to rise above their
target in the medium term in order to combat

More recently, politicians asked banks to not

high jobless rates and ample spare capacities.

further reduce their exposure on Greece while

The byproduct of such a policy is that public

the country was being bailed out. In the mean-

and private debt will be inflated away, at least

time, the Wall Street Journal reports4 that Italy

in the very short run. As such, indebted gov-

and Portugal, among other European govern-

ernments will welcome such policy shift.

ments, are leaning on their banks to continue

As stated previously, sooner or later investors

buying –or at least to stop selling– government

will realise what the countries are up to and so

bonds, according to their sources. The newspaper reports that a senior Italian bank execu-

3

Price level targeting: The main difference to
inflation targeting is that when inflation is lower than
target, policy would push it higher than target later
(in inflation targets, by contrast, ‘bygones are bygones’). Price level targets have been discussed by
New York Fed president Dudley and were recommended by Ben Bernanke for Japan in 2003.
Nominal GDP targeting: A central bank would
commit to a for the level of nominal GDP. Like price
level targeting, a nominal GDP level target would
commit the central bank to make up for any misses.

December 2011

tive has said that "we know that if we reduce
our exposure, we'll be killed by the Italian
Treasury". Apparently, the executive described
receiving phone calls from Treasury officials
exerting ‘friendly pressure’ after his bank unloaded some Italian government bonds. It is
4
European nation’s pressure own banks for loans,
the Wall Street Journal, November 29, 2011.
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very difficult to independently verify these

hold sufficient highly liquid assets8 further in-

stories but it does echo the message of Rein-

creases the incentive to buy public debt.

hart et al. (2011) that financial repression will
return the more desperate the governments

As the analysis above shows, it is relatively

become.

easy to conclude that governments encourage
banks to hold onto their debt by giving it pref-

Note that governments may also be carrying

erential treatment for satisfying capital re-

out financial repression indirectly. A good ex-

quirements. As a consequence, Kirkegaard et

ample, according to Kirkegaard et al. (2011), is

al. (2011) argue that the need for higher tier-1

the latest international bank regulatory stand-

(T1) ratios, according to Basel III guidelines, is

ards (Basel III) that is supposedly designed to

actually a way of financial repression. To un-

ensure the overall health of the financial sys-

derstand the criticism, one must realise that

tem. Critics of Basel III have charged bank

banks can raise their T1 ratio by increasing the

regulators with tilting the treatment of sover-

numerator (core equity capital), reducing the

eign risk to provide regulatory incentives for

denominator (risk-weighted assets, RWA), or a

banks to accumulate large sovereign expo-

combination of both. As for the numerator, it

sures. The biggest criticism is the underpricing

can be done through higher retained earnings

of sovereign risk. Banks that adhere to the

and/or raising fresh capital. We know that in

‘standardised approach’ of Basel III are al-

times of financial stress and economic slow-

lowed to apply zero risk weight to sovereign

down, banks cannot sufficiently boost their

debt rated AA- or higher (this rule has been in

core equity through higher profits. This means

place since Basel II). Moreover, the large ex-

they will have to raise extra capital. But this is

posure regime in Europe excludes highly rated

not without problems either. Banks do not see

sovereigns from the 25% of equity limit on

an incentive to raise equity at such low price-

large exposures based on Basel Accords. Ac-

to-earnings multiples (see figure 3). Dilution of

cording to the EU capital requirements direc-

current shareholders is a highly unattractive

tives (CRDs), exposures to EU Member States'

option. Besides, who says investors will even

central governments and CBs denominated and

sign up to the extra equity the bank hopes to

funded in the domestic currency of that central

raise given the increased uncertainty in the

government and central bank shall be assigned

financial markets? This leaves the denominator

5

a risk weight of 0%. As Sharon Bowles nicely

(RWA) to do most of the heavy lifting. Financial

puts it, “the foolishness of having Greek and

institutions can opt to ‘lower’ their RWA by

German debt treated similarly just because

giving fewer loans to the private sector and

they are both in euros needs little explana-

instead hold more zero-weighted sovereign

6

tion” . The US situation regarding the treat-

bonds. The end result is a higher T1 ratio that

ment of sovereign risk is very similar. It con-

satisfies regulators. In the meantime, the

tinues to be based on the zero risk weight ap-

higher demand for government bonds will low-

plicable to OECD countries in the old Basel I

er their interest rates and thereby improves

framework, as the Basel II ‘internal ratings-

fiscal positions in the Western world.

based approach’ is not yet fully in place (Hannoun, 2011). The newly established liquidity
coverage ratio (LCR)7 that requires banks to
5
Chair of the European Parliament’s Economic and
Monetary Affairs committee
6
Time for sovereigns to swallow their medicine.
Financial Times, November 23, 2011.
7
The LCR requires banks to hold sufficient highly
liquid assets in order to absorb an outflow of funds

December 2011

for a 30-day period in a severe stress scenario.
8
Note that the liquidity requirements under Basel III
do not designate government securities as the only
qualifying liquid assets, which are categorised into
Level 1 and Level 2. Level 1 assets (mainly highly
rated sovereigns) are considered to be of the highest
credit quality and best market liquidity. Highly rated
corporate and covered bonds are qualify as Level 2
assets, but are subject to a 40% limit.

Rabobank

Economic Research Department

4

Special Report 2011/17: Risk of financial repression in the West

joined at the hip, financial stability is at risk.

Figure 3: Price-to-earnings ratios
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An even more indirect form of financial repression is allowing the emerging markets to use
capital controls in the hope of controlling destabilising inflows (hot money). Indeed, many
emerging markets have already begun to use
such policies. But what is interesting is that
such policies have found far greater acceptance in the international community, particularly amongst the OECD countries, than at
any time since the breakdown of the Bretton
Woods system. In desperate need of cash,
governments in the West are more than happy
to see the non-industrialised world close its
doors towards foreign investors. The idea is
that investors will be forced to park their mon-

Bottom line: In the heavily regulated financial
markets of the Bretton Woods system, several

interest rates liquidated or eroded the real
value of government debt. The experience so
far shows that the pendulum is beginning to
swing away from laissez-faire financial markets
toward heavier-handed regulation in response
to the global banking crisis of 2008-09. But
one cannot help noting that one of the byproducts of the design principle of the current
regulatory framework is to make it easier to
work down the massive debt overhang, especially for the public sector. If financial repression makes an unfortunate comeback in the
West, then potential growth in the global economy will drop at the worst possible time. We
sincerely hope that policymakers will stay clear
of such policies. But completely excluding the
possibility of financial repression in the future
is unwarranted.

ey in Europe and the US, whereby a large

December 2011

chunk of it goes to the public sector.

Shahin Kamalodin (+31) 30 - 2131106)
S.A.Kamalodin@rn.rabobank.nl

Artificially lowering IRGDs through financial
repression comes at the expense of misalloca-

www.rabobank.com/economics

tion of resources –both amongst sectors and
regions. The highly efficient private sector that
serves as the engine of job creation will be
starved of credit and this results in a higher
jobless rate in much of the industrialised world.
And capital flowing ‘downhill’ (i.e. to poorer
countries) generates a higher return on investment. Various studies have shown that
higher inflation also negatively affects economic activity9. Not to mention that the banks’
fortunes will be more strongly tied to their
sovereigns. When banks and sovereigns are

9
For a survey see Rabo Special: demystifying the
paths towards debt sustainability – 2010.
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The risk of a hard landing in China
This article is part of a series of Special

But, the more important issue is whether the

Reports that discuss the downside risks to the

Chinese government managed to avoid a hard

global economic outlook. In this piece, we take

landing during 2008-09 without exacerbating

a closer look at the risk of a hard landing in

the country’s long-term problems? The pessi-

China.

mists believe that not much attention has been
given to the long-term effects of the stimulus

China’s good track record?

programme and this is likely to blow up in their

If Isaac Newton was asked to create a law on

face in the not-so-distant future. An array of

China’s economy it would perhaps be the

adverse economic side effects is now material-

following: To every Chinese optimist there is

lising and, as a result, China may finally expe-

1

always opposed an equal pessimist . Over the

rience the hard landing some doom-mongers

past 30 years of economic miracle, many

have been expecting for years. But how would

experts have predicted doom and gloom in

the country be able to go from hero to zero in

China. Yet every time the Chinese officials

such a short time span? Let’s investigate.

have proven the nay-sayers wrong. The poor
track record of the pessimists has made it

Figure 1: Credit boosts growth in 2008/2009

difficult to forecast a hard landing. After all,

16

everyone is almost sure that the experienced

14

Chinese captains (read Communist Party) will,
one way or the other, prevent a disaster from
happening given that so much is at stake.
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Their successful management of the global

2

crisis during 2008-09 was touted as a perfect

0

example of how a determined government
must act in desperate times. When external
demand plummeted as a result of the financial
crisis in the West, the Chinese government,
fearing large scale domestic public unrest,
responded with a massive stimulus programme. Augmenting existing investment
plans and pulling ahead investments initially
planned in the future, quarter-on-quarter real
GDP growth recovered swiftly (see figure 1).
The government’s stimulus programme did
what it was meant to do: keep the yearly real
GDP growth rate above the psychologically
important 8% figure (9.2% over the whole of
2009) in spite of exceptionally strong external
headwinds. To that we have to say, a job welldone!

5
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The origin of today’s challenges
The origin of many of the most pressing
challenges that China faces China today can, in
fact, be traced back to the massive stimulus
programme in 2009. Although the central
government conceived the stimulus plan, its
execution was delegated to local governments.
With local governments having few options to
generate the needed cash for the central
government’s mandated investments, they
turned to banks for financing. Local government investment vehicles (LGIV’s), set up
especially for the job, were able to borrow
large sums of money from commercial banks.
If the revenue generating capacity of the

1

Based on quote by Isaac Newton: For every action
there is always opposed an equal reaction.

Economic Research Department
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proposed investment project was doubtful,
local governments simply guaranteed that the
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debt would be repaid. As a result, credit

implemented three rounds of macro-controls

growth leaped to stellar levels (see figure 1).

aimed at cooling down the real estate sector in

Armed with sufficient funds, these LGIV’s went

2010 and early 2011. To ramp up supply, the

ahead and invested handsomely, mainly in

government investment heavily in social

infrastructure. Roads and high-speed railway

housing. It looked as if the plan worked, as

lines were a particularly favourite investment,

house prices started to rise more slowly from

as these would unlock the inland regions’

May 2012 onwards.

economic potential. China’s central bank, the
People’s Bank of China (PBoC) also lent a hel-

A second sign of trouble was increasing infla-

ping hand by easing monetary policies sub-

tionary pressures. While inflation was negative

stantially to support credit creation.

during the first three quarters of 2009, it

Investments, already the main driver of

increased in the months thereafter to around

growth, increased sharply, and nicely

5% by end-2010. There was also a ‘bad luck’

compensated for weaker external demand.

element involved, though, as bad harvests and

So far, so good.

cattle diseases pushed up food prices strongly.
In any case, the Chinese government now saw

Figure 2: House prices

itself confronted with a major challenge given
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economic recovery. As a result, the Chinese
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economy started to show signs of overheating.
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Meanwhile, overall inflation accelerated more

October 2009 to mid-2010 (see figure 1).
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To address the overheating problem, the
government decided that monetary reins had
to be tightened. To drain liquidity from the

Signs of trouble are emerging

market, the share of deposits that banks have

As time progressed, however, the government

to keep at the central bank (the reserve

started noticing that money spent quickly is

requirement ratio, RRR) was increased to

usually not spent wisely. Even worse, many

record levels (21.5% for big banks) and loan

investments were carried out on political -

growth was restricted by a quota on new loans,

rather than commercial – grounds. Therefore,

on top of the existing loan-to-deposit ratio of

at some point problems would inevitably

75%. When all this proved insufficient, the

surface. And so they did.

authorities eventually raised interest rates as

The formation of a real estate bubble in 2010

well (see figure 3). It took some time for the

was one of the first signs of trouble. A

measures to work through to the economy, as

combination of strong monetary growth and

inflation did not start to ease until August

low interest rates – ingredients for an asset

2011.

bubble – pushed up investment in real estate.
As a consequence, house prices rose rapidly,

In addition, the government’s reluctance to

rising by a peak of nearly 13% y-o-y in April

raise interest rates had led to real deposit

2010 (see figure 2). This average figure hides

rates turning negative since early 2010.

the fact that house prices increased more

Depositors had to search for alternative, higher

sharply in the major coastal cities. Noticing

yielding opportunities. At first real estate was a

that a bubble was forming, the government

preferred option, but this opportunity faded as

December 2011
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the real estate market cooled. Meanwhile,

tive to expand loans as much as they can to

banks, restricted in their loan growth and only

maximally profit from the government

allowed to lend at a rate slightly above the

mandated interest rate gap between loans and

official lending rate, preferred to extend new

deposits, the true figure may even be higher

loans to large state-owned enterprises.

than that.
A ‘perfect’ storm?

Figure 3: Inflation, RRR and interest rates
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The small and medium enterprises (SME’s),
which are responsible for the majority of jobs
in China, were finding it more and more
difficult to obtain credit. Seizing the
opportunity, banks turned to off-balance sheet
lending, providing wealth management
products that offer yields rather than interest
to get around the government’s annoying
interest rate cap and loan growth restrictions.
Informal lending also exploded in the past
year, also at far higher interest rates than the
official rates. Credit growth continued to
expand as a result, but now no longer under
the direct control of the government and not
showing up in official statistics. The official
figure of the increase of total credit to GDP
(see figure 4) is therefore likely to be an
understatement. In spite of the government
clamping down on off-balance sheet lending
facilities in the past months, credit-to-GDP
increased to a whopping 168% of GDP when
off-balance sheet lending is taken into account
and an even higher (173% of GDP) when informal lending is included (according to one
estimate2). With banks having a major incen-

Chinese economy is far more vulnerable to any
problems in the financial sector today than it
was three years ago.
For one, the real estate market is highly
fragile. Already house prices have started to
fall in a number of major cities (by an average
of 0.3% year-on-year in cities in coastal
provinces during September). Meanwhile, the
number of homes for sale has increased
sharply in most cities, with China’s housing
inventories rising by 40% by the end of 11Q3.
With credit becoming more difficult to obtain,
real estate developers find themselves forced
to lower prices in order to generate much
needed cash flows. A sharp correction in the
real estate market would impact banks, which,
on average, have a direct exposure of around
20% of total assets to the real estate sector. In
addition, the indirect exposure to adverse
developments in the housing sector may be
even larger through other sectors that will
suffer from a sharp downturn. Finally, Chinese
investors in the real estate market will potentially suffer a wealth loss and, as corporates
have reportedly also invested in real estate
using bank loans meant for other purposes to
finance these investments. Banks could thus
be impacted through this channel as well. A
stress test carried out by China’s banking
regulator concluded that banks would be able
to manage a 50% real estate price drop.

2
HSBC Global Research. China Banks, Shadow
Banking Conundrum, 19 October 2011.
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However, this figure is probably overly opti-

Making matters worse, these pressures on

mistic, just as a 50% fall in home prices across

banks’ asset quality come at a time that the

the board is likely to be overly pessimistic.

external outlook is deteriorating rapidly.

In addition, banks will also have to brace

Although China is less dependent on export

themselves for the risk that LGIV’s will not be

today than it was in 2008, exports still amount

as creditworthy as initially expected. Many

to roughly 30% of GDP and China’s economy

LGIVs were financed with 3-year bullet loans

will therefore not be immune to a weakening

that will be due in 2012. Repayment of the

external environment. A number of SME’s have

LGIV debt has become more and more

already run into financial problems, especially

questionable, as their income is mainly derived

those that are highly leveraged. In Wenzhou, a

from transfers from local governments. Even

particularly entrepreneurial city, numerous

those LGIV’s that do have a commercial source

small business owners literally went into hiding

of income tend to have a weak financial

to avoid creditors claiming repayment. In

position. An investment in a highway that is to

Guangdong province, mass protests recently

be repaid by toll fees, for example, will hardly

broke out in a number of cities, as workers

earn back the investment in five years (sup-

demanded to continue to be able to work

posedly the average tenor for such infra-

overtime after this was cut following a contrac-

structure investments). Estimates of the total

tion in demand for Guangdong’s exports. In

amount of LGIV debt differ. While the official

addition, HSBC’s purchasing managers’ index

and most widely used figure is CNY10.7trn, the

(PMI) fell sharply from 51 in October to below

estimates range from CNY 9 to 14 trillion, or

48 in November. China’s official PMI later con-

between 23% and 37% of GDP. With land

firmed the downward trend. If GDP growth

sales, a favourite cash-generating method for

slows sharply, the problems hanging over the

local governments, becoming less lucrative in

financial sector will be impossible to manage

light of the slowing real estate market, it

and a financial crisis looms.

seems unlikely that all the LGIV debt can be
repaid in full. It is, however, unclear exactly

Do results from the past matter after

how dire the situation is. A maximum of 30%

all?

of banks’ balance sheets are seemingly

The question, however, is if this storm will

exposed to LGIV debt and estimates of bad

actually materialise. Aside from the weakening

LGIV debt range between 20% and 30% of

external environment, which is outside China’s

total debt. As much as 70% of total LGIV debt

control, a lot still depends on the future actions

could be questionable, presents a significant

of the Chinese government. In this respect

risk to banks’ financial health.

there is hope. As it has proven in the past,
maintaining stable growth is imperative for the

Figure 4: Credit to GDP

Communist Party. Even more so as the top
positions within the Party and the Government
will change hands in the coming two years. The
willingness of the authorities to act to maintain
economic stability is therefore even higher
than usual. In addition, inflation, has been
easing rapidly in October (5.5% y-o-y) and
November (4.2% y-o-y). This means the
government will also be able to act. Loosening
monetary policies, which, some argue were

Source: IMF

tightened too much, will allow credit growth to
increase more rapidly again. This would relieve
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the stress on the economy and would support

postpone dealing with debt problems China.

growth. With tight credit conditions being

Action is also being taking with respect to the

largely responsible for many of the problems in

LGIV debt problem. An easing of regulations to

the first place, monetary easing will take signi-

make rolling over LGIV debt easier is underway

ficantly less time to work through to the real

and a pilot that allows local governments to

economy than the rounds of tightening in the

issue bonds is underway. Depositors, who still

past year-and-a-half. A first move that

face negative real deposit rates – even more

indicates the People’s Bank will shift its policies

so if interest rates are lowered - will likely

from fighting inflation to supporting growth

prefer to lend to local governments than to

was made when the reserve requirement ratio

private companies, as the local governments

th

was lowered by 50bp’s on November 30 ,

are de-facto guaranteed by the central govern-

th

effective per December 5 . The central bank

ment. This will allow local governments to dip

has also injected liquidity in the banking

into households’ savings to service their debts,

system by more silent means through its open

which will relieve acute repayment pressures

market operations and banks have been

although, of course, it will not reduce their

requested to increase credit growth (or, in

overall debt level (but let’s cross that bridge

other words; to throw worse credit after bad

when we get to it, the government likely

credit). The sharply increased loan growth in

thinks).

the last week of October indicates that banks
are complying.

In addition, the Chinese banking system is still
rather strong and well capitalised. This is the

Figure 5: Public debt
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gathers momentum, non-performing loans –
that are still very low according to official
statistics – are likely to rise rapidly. In that

If the outlook deteriorates further, interest

case, the government will be required to bail

rates may be cut and even the loan-to-deposit

out banks to prevent a financial meltdown,

ratio might also need to be adjusted, as the

especially if the economy is already slowing on

scarcity of deposits is currently a main impedi-

the back of weaker exports. Given the central

ment for banks to grant new loans. Although

government’s still solid financial position (see

there it is likely that the government will act

figure 5), this should not be a problem,

more aggressively than expected before, such

although it remains to be seen in what way the

moves don’t seem imminent. In addition to

government will finance any large-scale

monetary policy adjustments, the government

bailout. As inflation should not be a problem

has started to address problems in other ways.

when growth is weakening, this will likely not

Tax cuts have been handed to SMEs and banks

stop the government from acting either. Of

have been called on to be ‘kind’ regarding

course, this may come back to haunt the

rolling over SME debt – this is a popular way to

government at a later stage.
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Bottom line: In spite of the increasing
headwinds, we see the soft landing scenario as
the most likely for 2012, which implies the real
GDP growth rate will slow yet remain between
7% and 8% next year. However, as achieving
this is becoming more and more likely to
depend on strong growth-supporting policies,
this scenario is subject to the Chinese government being able to engineer a soft landing. If
not, a hard landing scenario, with growth
slowing to below 7%, could materialise after
all. We can therefore conclude that you can
count on China to support global growth next
year, as long as you have faith in the expertise
of the Chinese captains to navigate through
stormy waters.
December 2011
Erwin Blaauw 0031 (0)30 – 2162648
E.R.Blaauw@rn.rabobank.nl
www.rabobank.com/economics
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The risk of sudden reversal of capital
flows from Emerging Markets
This article is part of a series of Special
Reports that discuss the downside risks to the
global economic outlook. In this piece, we take
a closer look at the risks stemming from
Emerging Markets, especially in light of the risk
of a sudden reversal of capital flows.
Don’t forget the Emerging Markets
Given all the bad news emanating from the
Western world, one can be forgiven for not
paying attention to the vulnerabilities in the
rest of the world. Without doubt, the periphery

Figure 1: Trade growth supported by EMs
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in the eurozone is in a much more acute position, but this does not entail that the emerging

Capital flows are the thing to watch

markets (EMs) are just the safe havens and

Looking for a higher return, foreign investors

growth drivers often portrayed. Are we not

poured money into EM assets such as stocks,

missing a known unknown (a crisis in EMs) by

bonds, and real estate. Capital inflows can

solely focusing on the West? Can a crisis in a

have great benefits for an emerging economy

single EM or a group of countries also nega-

through investment in productive capacity or

tively impact the global economy? It sure can!

by deepening the local financial market. In

While the economic heavyweights in the world

Indonesia, for example, about a third of

are largely located in the West, much of global

government bonds are in the hands of foreign

economic growth is generated in the booming

investors, which has brought down the yield

emerging markets, such as China and India. In

substantially in the past years thereby

the near- to medium-term, as growth rates in

enforcing debt sustainability. However, there

the West remain sluggish, a crisis in EMs would

are also some downside risks to short-term

eat into global growth. Moreover, emerging

foreign capital (hot money) given that it tends

economies account for about half of the global

to be volatile and bubble-prone. By nature hot

imports and exports. In the aftermath of the

money can quickly be withdrawn from a

financial crisis in 2008-09, the EMs turned out

country and is generally invested in the local

to be major contributors to the recovery in

stock market, government bonds and other

world trade (figure 1).

relatively liquid assets. A change in investor

Another reason to keep a close eye on EMs are

sentiment or, as is likely in the current

the well-known contagion channels – but in

situation, the need to recapitalise at home can

reverse direction. Losses in the banking sectors

trigger the reversal of capital flows, with

in EMs will put a burden on the profit of the

adverse effects on the price of local assets as

already battered banks in continental Europe.

well as domestic economic growth. Below we

Moreover, sovereign wealth funds from China

give several scenarios that could prompt a rush

and the Middle East are major investors across

for exit. However, whether the shock is locally

the globe. If governments need to draw from

generated or stems from industrialised world,

these funds, e.g. to recapitalise their domestic

the risk of contagion is high. As investors rush

banks, this could lead to heavy sell-off of

out of one country, herd behaviour may result

Western assets.

in many other countries also experiencing

Economic Research Department
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sudden reversal of capital flows. This will push

clear if (and if so, when) investor sentiment

some of the most vulnerable countries towards

towards emerging economies changes.

a financial crisis. In the 1997 Asian crisis, the

Nevertheless, these are risks that cannot be

reversal of capital flows indeed was the main

ignored, making a crisis in EMs a perfect

route through which the crisis spread from one

example of a known unknown.

country to the next.
From the inside
Figure 2: Foreign capital flows boosted local
stock exchanges and …
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When thinking about unsustainable domestic
policies, the examples that immediately come
to mind are Argentina and Hungary. The

Source: Ecowin

government of the former follows a so-called

Figure 3: … pushed up exchange rates.
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macroeconomic problems, such as high

about 10% (independent analysts estimate the
figure to be in the 20-30% range). On the
other hand, the government tries to stem price
increases via price controls, lavish subsidies
and controlled exchange rate depreciation.
Meanwhile, it granted a public sector wage

Indonesia, Brazil, Turkey and South Africa are

increase of more than 20% in the past year. As

the EMs that have received the bulk of foreign

a result, the subsidy and public wage bill are

capital since early 2009 – but they are by no

ballooning and Argentina’s competitive position

means the only recipients. The mostly short-

is deteriorating. All this reminds us of the run-

term portfolio investments boosted their stock

up to the 2001 crisis and could well be a recipe

exchanges to outperform the S&P 500 by a

for disaster going forward.

substantial margin (figure 2). In Brazil and
Indonesia, hot money also brought about a

In Hungary, although the government takes a

strong appreciation of their currencies (figure

different approach, the final outcome might be

3). The Turkish lira initially appreciated in

just the same. Since the overwhelming victory

2009, but has since suffered from the fear of

of Fidesz in the 2010 elections, the govern-

overheating. Despite the rapid rise of stock

ment has shown complete insensitivity to the

markets and other indicators, it remains very

impact of their measures in the international

difficult to assess if bubbles are being/have

arena. It drew strong parallels between itself

been created in these economies. Nor is it

and Greece (good thinking at the height of the
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Greek crisis!), it offered Hungarians the option

central bank was very proactive in addressing

to transfer their pension back to the govern-

inflation. The fear of hyperinflation in Brazil,

ment (basically nationalising the pension

witnessed during the 1980s, is still much

funds) and recently it has announced a plan to

stronger than the worry about a slowing

protect homeowners with foreign currency

economy. In most of emerging Asia, policy

loans against fluctuations in the Hungarian

rates were hiked in the past year as central

forint (leaving the banking sector with a huge

banks tried to curtail inflation amid strong

burden, a year after imposing a hefty bank

capital inflows. Unfortunately, the higher policy

tax). Early December, Moody’s downgraded

rates needed to curb inflation made these

Hungarian government bonds to junk status,

countries an even more attractive destination

while the country is just one notch away from

for foreign investors searching for higher

this level at the other major rating agencies.

return on their investment. Additional capital

Word has it that the IMF and Hungary are

inflows further increases the risk of

talking again about a stand-by package, which

overheating, but, public discontent over rising

would be the best case scenario. In the worst

prices, especially of food, can be dangerous as

case, Hungary would be the next crisis country

well. Rising food prices is seen as one of the

in Europe.

catalysts of the Arab Spring. In India, the
popularity of the government has been hit by

These issues may seem contained to individual

high inflation too (of course, the numerous

countries, but history has shown that an event

corruption scandals did not really help either).

in one country can quickly spread to other

Brazil aimed to slowdown hot money by

countries, especially to the ones in the same

imposing a special tax on gains from short-

region due to trade and financial interlinkages.

term investments. Turkey’s central bank tried

Ending the currency peg of the Thai baht in

a very unorthodox way to address the issue of

1997 was a local event, but is generally seen

buoyant credit growth and a rapidly widening

as the trigger for the Asian crisis1. Once the

current account deficit. It lowered its policy

Thai baht was de-pegged, investor confidence

rate to stem capital flows, but attempted to

dropped sharply and many started worrying

curb domestic credit growth via the backdoor

that other countries in the region could be as

by raising reserve requirements and later by

vulnerable as Thailand. Hence, they decided to

ending the 7-day repo auctions, forcing banks

withdraw their money from Indonesia,

to use the much more expensive overnight

Philippines, etc. The rest is, obviously, history.

lending facility. The jury is still out on whether
this approach was effective, but so far credit

Overheating in a cool world

growth is still above trend and the current

Paradoxically, while much of Europe and the

account deficit is yawning.

US are struggling to get economic growth back
on its feet, several EMs have been at risk of

If an overheating-induced hard landing mate-

overheating (see table 1). An excessive flow of

rialises in one of the major EMs or inflation

foreign capital combined with strong domestic

pushes public support for the government in

credit growth and a solid recovery in domestic

the wrong direction, this could be a trigger for

demand pushed some countries to the danger

changing sentiment. That said, with the

zone. As a consequence, inflation was more of

expected slowdown in the global economy and

a concern to many central bankers in the

the resulting lower commodity prices, the risk

‘South’ than stimulating growth. In Brazil, the

of overheating and inflationary pressures are
waning quickly.

1

Corsetti, G., P. Pesenti and N. Roubini, What
caused the Asian currency and financial crisis?,
December 1998. NBER Working Paper No. 6833.
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Missed the wake-up call

sensitive to what happens in Europe and the

Recently, an article in The Economist started

US. Honestly, the 2008/09 global crisis already

with the positive note that ‘as the rich world

showed this interconnectedness. So investors

lurches from one crises to the next, a

that act surprised about a major downturn of

consolation has been that emerging economies

emerging economies have definitively missed

[.] have been growing quickly’. Implied is the

the previous wake-up calls. By the way, recent

idea of reduced dependence of EMs on the

developments are also a wake-up call for EMs.

West. However, decoupling, the magic word

Basing your growth primarily on exports to

used since the global financial crisis, is more

developed economies (or mainly on Germany

myth than fact. Not to say that the domestic

in the case of CEE) has seen better days.

markets in, say, China and India provide some
cushion for the global economy, but final

From the outside

demand is still largely determined by the

For a number of reasons outside EMs, which

Western economies – not to mention the

we won’t discuss here as they are extensively

strong financial market linkages. This leaves

described in the other Special Reports of this

export-dependent countries at risk of another

series, investors can be spooked and withdraw

slowdown in the major consumer markets.

their money from EMs. However, there is

Especially emerging Asia and Central and

another important channel to consider when

Eastern Europe (CEE) would be hit hard. The

thinking about reasons to withdraw capital

manufacturing industries in these countries

from EMs, i.e. the strong linkages in the

largely produce for the consumer markets in

banking sector.

the West. Even India, which is often seen as
less linked, delivers many (semi-finished)

Figure 4: Origins of bank loans

products that eventually end up in the West.
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Similarly vulnerable are the commodity
exporters. With a global downturn, commodity
prices are expected to decline, just as the price
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developments seen in late 2008/early 2009. As
commodities are the primary export product in
many countries, e.g. Chile, Russia, Zambia,
Nigeria, Mongolia, plunging commodity prices
will have great repercussions for government
revenues and economic growth. For instance,
the 8% shrinkage in Russia’s economy in 2009
was induced by the sharp drop in oil prices.
The commodity-dependent exporters present a
nice catch-22 for EMs. A drop in commodity
prices is a blessing for those struggling with
inflation and overheating, but a problem for
exporters. And vice versa.
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Issues in home markets and higher tier-1
capital demand from Basel III are triggering
banks to reconsider their foreign strategy –
even though much of the profit growth has
come from EMs in the past years. This creates
the risk that banks withdraw their investments
and/or credit lines from EMs. This is particularly of concern for banks in CEE with their
Western European parents in need for cash.
The European Banking Authority (EBA) recently

How can export-dependency trigger a loss of

decided that European banks need to polish up

investor confidence? A sudden realisation that

their tier-1 ratio to 9% by mid-2012. As raising

decoupling is a myth and that EMs are still very

equity might be difficult in the current market
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conditions (and perhaps also unwanted by

5% of GDP, while it is estimated to be around

existing shareholders as this would weaken

2% of GDP for EMs and Developing Countries

their position), cutting back on loans seems

(DC). The difference is even larger if looking at

the easier way out. Given that banks tend to

public debt, 105% of GDP vs. 35% of GDP.

have a home bias, it is likely that Western

Within each group there are large differences,

European banks will cut back on their

with for example many countries in the Middle

operations in CEE. In some cases, the home

East and China having more room than CEE

bias is less of a free choice (see Rabo Special

countries. But in general EMs have more

Report: The risk of financial repression). End

leeway than advanced economies.

November, for example, Austrian banks were
instructed by the central bank to restrict

Figure 5: Monetary room and …

lending in CEE, in an attempt to defend the
country’s AAA-rating. Several Italian and
German banks had earlier already announced
to limit their geofigureic focus in CEE. Poland
seems to be on the safe side, while the rest of
the countries can fear the nomination list. With
three quarters of the CEE banks owned by
Western European banks, the effects of frozen
credit lines or withdrawal of Western banks
due to deleveraging could be substantial
(figure 4) 2.

Source: Ecowin
Figure 6: … fiscal room is larger in EMs

Some soothing words
Mind you that the scenarios presented above
are the doom and gloom versions of the array
of options. Not to say that a locally-started or
a eurozone-induced crisis would not hit EMs,
but thankfully EMs’ governments are not
without options. Monetary policy rates are still
high enough that central banks have room to
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rates substantially, leaving much space to go
down again. But even those who haven’t
tightened as aggressively, such as Indonesia,
Philippines, Mexico and South Africa, have
ample room if needed. The Czech Republic is
probably the only country where the central
bank’s rate is below the rate of the ECB.
Furthermore, fiscal stimulus is still an option in
most countries, contrary to Europe and the US
(figure 6). On average, the fiscal deficit in
advanced economies is expected to be above
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(figure 5). A country like Brazil hiked its policy
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Bottom line
Considering the variety of reasons that could
trigger a change of heart with investors, the
chances are that foreign capital will flow less
lavishly towards EMs in the coming year. For
those few still struggling with overheating this
might even be good news. The risk of an
outright, massive reversal of foreign capital
flows is rather limited, although not impossible.
A break-up of the eurozone, a hard landing of
China, or a balance-of-payment crisis in Argen-

2

More on CEE can be found in Special Report
SR1121aru Emerging Europe: caught without an
umbrella.
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comforting factor is that if push comes to
shove, many EMs have room to spare to
stimulate the economy through monetary or
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fiscal policy. Unfortunately, this doesn’t hold
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for all EMs, especially the ones hit on multiple
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fronts – export dependency, retreating bank
lines, and limited fiscal room. The countries in
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CEE and some emerging Asian countries
therefore seem most likely to face difficult
times ahead.

Domestic
Output relative to trend
Output gap
Unemployment
Inflation
External
Terms of trade
Capital inflows
Current account
Financial
Credit growth
House prices
Share prices
Source: IMF World Economic Outlook September 2011
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Table 1: Overheating indicators of IMF

Special Report

2011/20

Risk of de-globalisation
This article is part of a series of Special Re-

They feel supported in a familiar environment,

ports that discuss the downside risks to the

economically and culturally. In this sense, peo-

global economic outlook. In this piece, we take

ple want to keep their job, even if, on a global

a closer look at the risk of de-globalisation.

scale it is highly uncompetitive. Culturally, the
historical (national) background, and religious

Protectionism is back!

affiliations become increasingly important. This

As we warned in our Quarterly Report in June

has already resulted in several European politi-

2009, the first chapter of a study on what not

cal parties promoting nationalism over the

to do in times of economic crisis would read

European ideal. These parties tell the popula-

‘Protectionism’. Back then, we were afraid it

tion that by shielding the economy from for-

would rear its ugly head and although more

eign influences, people will be able to keep

urgent economic problems have emerged, we

their jobs and pensions. And they are probably

would be wrong to think of protectionism as a

right, in the short-term.

past threat.
Figure 1: World trade

It’s politics stupid
As we are seeing the ‘comprehensive solutions’
to the eurozone debt crisis and the US debt
ceiling being discussed, economic considera-

180

180

160

160

CPB world trade volume, index 2000=100

140

140

120

120

100

100

tions have taken a back seat to the political

80

80

ones. Over the past two centuries, protection-

60

60

ism came back each time economies encoun-

40

40

tered difficulties. The World Trade Organization

20

20

(WTO) mentions the depression of 1870 result-

0

ing in a standstill of the expansion of bilateral
trade agreements. The most famous episodes
of protectionism, of course, came in the wake
of the 1930s Great Depression. According to
most analysts, protectionism only exacerbated
and prolonged the crisis. Some even blame
protectionism for World War II. This may have
already been predicted by French economist
and legislator Frederic Bastiat (1801 – 1850)
when he stated: “When goods don’t cross borders, armies will.”
Politicians remain open to the idea of protectionism for two main reasons. First, they generally have an inclination to remain in power.
In order to do so, they must appease the public. The public wants jobs and economic prosperity and will give their votes to those who
they think will best serve their interests. Generally speaking, people are very conservative.
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In all fairness, the second political argument
we look at makes sense: if everybody else is
protectionist, why should we maintain open
borders? This is where the international economic community embodied in the WTO,
comes into play. The WTO is trying to set the
rules for free international trade. This would
reduce the opportunities for rent seeking countries that want to allow a non-competitive industry to profit from import restrictions while
profiting from free trade in the rest of the
world. However, the WTO can only uphold the
laws that are currently in play, and try to facilitate discussions that would lead to an increase
in borderless trade. Although the actual fears
of increasing protectionism surfaced only in the
first half of 2009, signs of an increasingly difficult environment for free trade were already

R
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on the wall. Successive rounds of negotiations

Box 1: What is going right? Putting on

in the past decades have failed to improve the

an optimists hat

overall situation. The current crisis is only lead-

The general idea of free trade providing bene-

ing to more protectionist initiatives by coun-

fits to the local population is widely accepted.

tries and politicians that seek reward in prom-

Therefore, even in these times of increased

ising the people (short-term) stability. This, in

navel-gazing, countries are still looking at op-

turn, will lead to more protectionist measures

portunities to broaden the scope for their ex-

from the other countries. If this vicious circle

port products, and are at times even providing

were to gain traction, the overall economic

preferential access to import goods in return.

effect would be devastating.

Preferential Trade Agreements (PTA) have
become more and more popular over the

What would happen if we stop trading?

years. According to the WTO, these accords

Trade brings welfare. David Ricardo showed in

have been concluded since the 1950s, and

the early 19th century the advantages of free

moved to about 70 PTAs in total in 1990. After

trade to all countries. All countries have a

that, the number of PTAs moved up quickly to

comparative advantage over other countries in

close to 300 by 2010. Part of these PTAs are

the production of at least one type of tradable

multilateral agreements including the EU in

good. If all those countries were able to put

Europe, NAFTA in Canada, Mexico and the US,

that advantage into effect, they would export

and Mercosur in South America. However, Free

the products that are produced at the lowest

Trade Agreements (FTA) account for more than

relative cost, and use those exports to import

75% of the PTAs concluded.

the products for which they are at a compara-

Although economic theory suggests that a PTA

tive disadvantage. This means that if we allow

leads to welfare losses in non-participating

our trading partner to export more to us, we

countries, it is a step forward from having pro-

actually benefit from their increased income

tectionism. Furthermore, it opens the minds of

because they will spend it on our exports. Free

these non-participating countries to the idea of

trade results in more efficiency, more and

free trade, as being left out will become diffi-

cheaper consumption, and more growth.

cult to explain to the electorate. Putting on our
rosy spectacles, all countries (of the WTO

Therefore, if we stop trading, we lose (eco-

countries, only Mongolia is not a member of

nomic) welfare, and lots of it. If we look at the

any PTA) will enter into one or more PTAs. As

difference between the extreme examples of

these bodies grow, and the basic mindset for

free trade and no trade whatsoever, the only

having preferential trade with other countries

winners are local producers of imported goods.

is there, trade agreements between various

These will no longer have to compete with

trading blocs come into play. This will bring us

more price efficient international producers.

closer and closer to real international free

Local consumers lose, having to pay more for

trade.

locally produced goods, and exporters of goods
lose too, as access to the international market

This economic theory is almost self-explana-

in which they were competitive, is lost. All-in-

tory. Almost. Factory workers losing their jobs

all, the overall result is less production of

because of overseas producers conquering

goods, and higher prices for those goods.1

their domestics markets, however, will still feel
that they are losing out because of free trade.

1

Some would say that this will at least result in a
smaller ecological footprint of production, this is not
necessarily true. Closed borders will result in best
practices applied in single countries only, not across
the globe.
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Especially when combined with protectionist
measures taken abroad this fuels the expectation of local action against (allegedly) unfair
foreign competition.
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Why the fuss? No-one has sealed off bor-

GTA claims that since July of this year, the

ders

protectionist measures have outnumbered

We are not the only ones worrying about in-

liberalising measures by 3-to-1. When chal-

creasing protectionism. The WTO and Global

lenging the protective measures of other coun-

Trade Alert (GTA, a report made by the Centre

tries, countries are now also looking at the

for Economic Policy Research) are seeing an

stimulus packages that were laid out in the

increase in the number trade related measu-

wake of the 2008 crisis to support the local

res. The WTO has been looking at the restric-

economy. In effect, most governments have

tive measures since October 2008. In the peri-

discriminated between foreign and local com-

od until October 2011, the WTO counted 674

panies when moving in to help a sector. Also,

restricting or potentially restricting measures,

export subsidies, R&D subsidies and so on,

of which 19% have since been eliminated. It

have been enhancing the position of the local

estimates that over 2% of international trade

companies vis-à-vis foreign competitors. So

is currently affected by anti-trade policies, and

what both the WTO and GTA mention is an

that this number is also on the rise.

increase in official litigation brought against
other countries targeting just those policies.
Of course, there is something strange about

Table 1: The worst offenders
Rank

1

Measures
imposed

Number tariff
lines

Number of
Number of
trading
sectors affected partners
affected

EU27 (242)

Vietnam (927)
Algeria (62)
2 Russia (112) Venezuela (786)
EU27 (58)
3 Argentina (111) Kazakhstan (729)
China (47)
4
UK (59)
China (698)
Nigeria (45)
5 Germany (58)
Nigeria (599)
Kazakhstan (43)
6
India (56)
EU27 (550)
Germany (42)
7
China (55)
US (42)
Algeria (476)
8

France (51)

Russia (439

Ghana (41)

9

Brazil (49)

10

Italy (47)

Argentina (429)
Indonesia (388)

Indonesia (40)
Russia (40)

China (195)
EU27 (181)
Argentina (175)
Germany (161)
India (154)
UK (154)
Belgium (153)
Finland (153)
Indonesia (151)
France (150)

Source: CEPR

The GTA is even more depressed in its tone. It
claims that trade tensions are mounting in the
second half of 2011. It refers to the number of
protectionist measures reaching the amounts
we saw in 2009, when the previous bout of
anti-trade policies were taken. As the number
of measures to improve free trade has declined, the level of protectionism is increasing.
Also, large trading nations have taken across
the board measures such as local content requirements and government procurement
preferences (Buy American, Argentinian, Australian, etc. but then obligated for the government). Moreover, the increase in tensions
among the world’s leading nations concerning

claiming that an increase in litigation for more
free trade will hurt the free trade cause. But
take the following into consideration: a second
round of economic mayhem appears just
around the corner, putting pressure on governments to – again – ‘save’ (national) businesses, banks and jobs. This will lead to governments on the one hand desperately trying
to protect their local industries, but on the
other hand challenging the same practices by
other countries. The hypocrisy embedded in
this reality makes for a challenging future for
free trade. Really promoting free trade will not
work in an environment where countries are
only concerned with their own short-term welfare.
Bottom line:
It is high time for consensus-seeking politics.
Local politics appear to be dominated by local
issues concerning short-term economic fortune, and a search for cultural homogeneity.
This may result in an increasingly hostile political environment, where efforts to look for joint
goals is frowned upon. Most notable examples:
the US political deadlock and the response

trade disputes (even unrelated to the currency
war2) is evident.
2

Brazilian Finance Minister Guido Mantega raised

December 2011

alarm about the Currency War in September 2010,
stating that countries around the world were engaging in competitive devaluation to support their export
sector.
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within eurozone and EU to existential threats.
On a global scale, after the initial exchange of
fire started with the currency wars, nations are
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