Global economic
challenges in 2011
and beyond

The recent global economic slowdown has made clear once again that the battered
Western consumers, especially in the US and the UK, are no longer able to thrust the
global economy forward while they are busy repairing their balance sheets. After
performing a heroic saving act, governments are also exiting the stage amid
ballooning public debt-to-GDP ratios and rising concerns in the financial markets
about sovereign default. The only actors left on stage, therefore, are central bankers,
who are throwing everything they have, including the kitchen sink, at the crisis to
jump-start their economies. But they are also quickly running out of ammunition.

To this end, new actors are needed to enter the stage in order to serve as engines of
global growth (or consumers-of-last-resort if you will). We were already adamant in
our last year’s publication that the only solution to the world’s economic woes is if
former net spenders consume less and former net savers consume more (see
Rabobank Outlook 2010 – Globalisation at a crossroads). Such global rebalancing act
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will most likely lower both unemployment and public debt in the advanced
economies to more desirable levels while reducing deflationary risks. What’s more,
net savers will benefit from more sustainable growth that is less susceptible to
adverse external shocks. To our disappointment, though not exactly unexpected,
our plea has fallen on deaf ears. Politicians continue to publish well-written
communiqués after each G20 summit without taking any real corrective action.
From past financial crises we know that kicking the can down the road in the hope of
returning to business-as-usual will eventually prove to be a mistake. Politicians in
the debtor nations facing rising debt levels and angry jobless voters might, as a
consequence, resort to protectionist measures. If we learned anything from the
1930s, it is that protectionism would weaken the already fragile state of recovery
even more. Time for bold actions has, therefore, arrived! We hope politicians,
especially those in the creditor nations, will rise to the occasion.
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Global economy is teetering…
Not so long ago, economists were falling over themselves to upgrade their forecasts
for the global economy. As soon as the talk of ‘green shoots’ got underway, market
participants started to believe in the Zarnowitz rule – the deeper the recession, the
stronger the recovery (see Sichel (1994), Wynne and Balke (1992) and IMF (2010b)
for evidence of this ‘bounce-back’ hypothesis). Policymakers also got carried away in
this euphoria. The OECD went even so far as to boldly recommend a policy tightening
by the Federal Reserve in its May 2010 economic outlook.

But then as signs of global economic slowdown became more apparent (see figure
39), policymakers and upbeat analysts realised that they were a bit too hasty in
sounding the all-clear. By mid-2010, forecasts started to be revised downwards and
international organisations stopped giving the world economy a happy prognosis. As
a matter of fact, the OECD Secretary General admitted a few months later (September)
that the recovery had lost considerable momentum. Indeed, far in excess of what
they thought possible a few months back. The recommendation of the OECD was for
countries to delay their austerity measures if growth weakens more. Now if that is
not a U-turn, we don’t know what is.

But why were economic forecasters surprised by this slowdown? In our view, they
could have seen it coming if they would have spent more time understanding how
economies performed in the past following a severe financial crisis. Sadly, the lessons
learnt from history were being downplayed amid exuberance over incoming macro
data.

Figure 39: Signs of weakening global growth

Figure 40: Output gaps widened sharply
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…after having grown so rapidly?
The short-term recovery we experienced was quite predictable, albeit strongerthan-expected, since sharp contractions of output (see figure 40) almost always lead
to a quick bounce-back amid a rapid restocking process. Once managers figure out
that the world is not coming to an end, they merely stop slashing inventories and
then start restocking. But a far more important reason was that policymakers pulled
out all the stops to avert a prolonged slump in output. Fiscal policymakers realised
very early on that complacency will be punished, as we saw in the case of the US
during the 1930s and Japan in the 1990s. Given the negative feedback loop between
rising private sector saving/deleveraging (see figure 41) and economic activity,
governments had to step-in to stave-off a depression-like scenario (see figure 42).
The releveraging of the public sector was all the more necessary amid the slow
adjustment of the external balance. It was impossible for emerging countries to
absorb the gigantic current account surpluses of the advanced economies within a
short time. In sum, once the crash arrived and the private sector had to be bailed out,
private sins became public problems (Persaud, 2010).

Monetary authorities realised that loose fiscal policy is not enough to prop up aggregate demand on its own. In a highly coordinated manner, therefore, central banks
stepped in to complement loose fiscal policies. The decisiveness and speed of central
banks in response to the crisis must be applauded as their reaction was much quicker
than Bank of Japan’s (BoJ) in the early 1990s (see figure 43). Central bankers also
understood that advanced economies need a far lower policy rate than was possible
(i.e. monetary policy was constrained by the zero-lower bound). Against this
backdrop, they decided to get their hands dirty with unconventional support
measures. Figure 44 shows that in a matter of months, the balance sheets of the Fed,
the Bank of England (BoE) and the ECB exploded while it took the BoJ almost a
decade to come up with quantitative easing (QE) measures.
Figure 41: Private sector deleveraging…
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So why the slowdown again?
Given that policymakers threw everything they had at the crisis, many wonder why
we are not quickly returning back to “normal”. The single most important reason can
be summarised in five words: private sector deleveraging is incomplete. When households and firms are saddled with appreciable debt, and have witnessed a massive
decline of their wealth following the burst of asset bubbles, they need to consume
much less in order to pay down their debt. The resulting fall in aggregate demand
tends to push up unemployment rates and cause real wages to drop. This, in turn,
further worsens the situation and prolongs the deleveraging process.

To make matters worse, financial institutions, which have also been hit hard by
collapsing asset prices,  would need to take further losses as private sector default
rates rise1. As such, they will be in no hurry to extend a lot of credit while they are
also repairing their own balance sheets. On top of that, the uncertainty regarding the
cocktail of new laws, levies and regulations (e.g. in terms of higher bank capital
requirements agreed by Basel III or the scrappage of proprietary trading desks
imposed by the Dodd-Frank bill in the US) will further narrow their room for
manoeuvre. The fact that banks’ funding costs are rising while they face a ‘wall’ of
maturing debt (around USD 4trn in the coming 24 months) will add to the pain. Not
to mention that banks can no longer rely on off-balance sheet vehicles to boost their
capital ratios.

Indeed, the experience of other crisis-hit countries in the past shows recessions that
follow financial crises are not only deeper and more protracted, but that the recoveries are indeed much more anaemic. Taking a sample of 83 recessions across 21
countries (1970-2004) whereby 13 of them are associated with financial crises,
Kannan (2010) finds that, on average, it takes much longer for output to return to the
level of its previous peak in recessions following financial crises. Figure 45 shows

Figure 43: Policy rates were cut quickly…
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Figure 44: …later complemented with QE
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that the pace of US and UK recovery is indeed faster than the average speed of
recovery associated with financial crises, yet it is still slower than recoveries following ‘normal recessions.’ The eurozone, on the other hand, is lagging behind. Considering a somewhat different sample pool and time-frame (5 severe financial crises
since 1977), Reinhart and Reinhart (2010), hereafter R&R, find that the median
post-financial crisis growth in advanced economies declines by around 1% compared
to the decade prior to the crisis.

Quite understandably, sluggish growth leads to a substantial rise in jobless rates.
R&R show that unemployment rates rise, on average, by 7%-points from trough-topeak during financial crises and do not fall for 4 years (see figure 46). The authors
further find that in 10 of the 15 post-crisis episodes they study, unemployment never
managed to fall back to its pre crisis level, not in the decade that followed nor through
end-2009. This could mean that the unlucky 30m workers who have lost their jobs
around the world since the crisis, of which 18m live in advanced economies, will
have difficulty finding employment in the coming years (see figure 47). The ILO
actually does not expect employment in advanced economies to return to pre-crisis
levels any sooner than 2015 (that is 8 years after the start of the crisis).

To get an idea about the depth and length of the current deleveraging process, we
should look at how credit/GDP behaves before and after financial crises. Tang and
Upper (2010) find that total (domestic and foreign) private sector credit/GDP rises,
on average, by 44%-points before a crisis and then drops by an almost equal amount
(38%-points) after the crisis (see also figure 48). As figure 49 shows, the median
growth of credit/GDP in the period 1997-2007 for the advanced economies
(59%-points) far exceeded that of the past crises. So if history is any guide, we should
expect a similar contraction of credit/GDP (in magnitude) going forward. However,
up until now only Iceland and the US show signs of deleveraging. There are three

Figure 45: Recovery is anything but ‘normal’

Index

Figure 46: Prolonged loss of jobs…
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plausible explanations for this. First, the marked declines in some of the countries’
GDP (the denominator) could have pushed credit/GDP upwards even if credit (the
numerator) was falling. In the case of the UK, for example, we can see that deleveraging
has also started as household debt-to-income has fallen from 174% (08Q1) to 157%
(10Q1). Second, the swift actions taken by policymakers to ring-fence toxic assets
and recapitalise the banking system (see figure 50), especially in the eurozone and
the UK, has had a positive effect on credit growth. Third, the deleveraging process is
often delayed –starts mostly 2 years after the crisis (McKinsey Global Institute,
2010)– and is altogether a lengthy process lasting about 7 years.

We must admit that a demand-driven fall in credit/GDP must not necessarily hamper
growth. Unfortunately, Kannan shows that industries that rely more on external
finance, or that have less assets eligible as loan collateral, or that are populated by
smaller firms, grow relatively slower during recoveries from these episodes. So the
conclusion is: credit conditions play an important role in constraining recovery from
recessions associated with financial crises.

In search of growth drivers: fiscal consolidation?
In April 2009, the G20 called for fiscal support to “be maintained until the recovery is
firmly driven by the private sector and becomes more entrenched”. Well, so much for
that! The troubles in Dubai and in the European periphery led to a sudden swing in
sentiment. Within a few months, industrialised countries started burning their old
fiscal stimulus recipe books and started to bind themselves to the mast of fiscal
prudence (the US being a mere exception). Not only was fiscal stimulus outlawed,
but numerous belt-tightening measures were introduced/announced in the hope of
restoring order to the public finances. What is truly amazing though is that many
countries have taken such a plan of action against a weak economic backdrop and
low interest rates2.  Of course, only time will tell whether the ambitiously planned
spending cuts and tax hikes will go through amid public anger and social unrest.  

Figure 47: …is bad news for the jobless
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Figure 48: Deleveraging in the past…
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Some policymakers are not only fearing the market wrath but they are also betting
that the highly leveraged private sector will in some magical way step in and pick up
the slack once governments exit (i.e. growth will not fall). A number of arguments
are provided. First, the private sector spends more in anticipation of lower taxes in
the future. Obviously, this will only hold if households and firms are infinitely forward
looking, perfectly rational and have unrestricted access to credit. The second
argument is that fiscal consolidation anchors the expectations of financial market
participants and, thereby, leads to a drop in the risk premium the government has to
pay on its debt. This will, in turn, push interest rates for the private sector downwards
and, therefore, has positive effects on the overall economic activity. This channel may
only be valid for a few hard-hit periphery countries since, as mentioned previously,
interest rates are already low for most advanced economies. Even then, interest rates
might remain stubbornly high if the harsh belt-tightening measures weaken the
economy to such an extent that the whole fiscal consolidation exercise becomes selfdefeating.

Figure 49: …and the present?

With a database of 173 historical episodes (15 advanced economies) of fiscal consolidation during 1980–2009, the IMF (2010c) investigated the impact of fiscal consolidation on growth and found that when countries cut the budget deficit in a slump,
it results in lower growth. Figure 51 shows that the pain of fiscal consolidation is
actually twice as large in the short-term (1% loss of output within two years as
opposed to 0.5%) when interest rates are constrained by the zero bound, as is
currently the case. In the simulations where the zero interest rate floor applies and
when the rest of the world conducts fiscal consolidation at the same time (i.e. external
demand weakens sharply), output costs more than double (2% loss of output within
two years). This is perhaps the reason why major public debt reductions in the EU 15
in the period 1985-2009 mainly occurred during times of strong economic growth
and falling interest burden (Nickel, Rother and Zimmermann, 2010).
Figure 50: Public recapitalisations of the banking system
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The lively debate –between those arguing that governments must start austerity
measures immediately and those arguing that consolidation can be postponed– will
not die anytime soon (for full details see our Rabobank Special 2010 – The Return of
Sovereign Risk in the Industrialised World). But if we solely look at historical data, we
cannot expect the overleveraged private sector to go on a spending binge when
facing a fiscal squeeze. That is just too much to ask for.

In search of growth drivers: QE2?
Amid lack of political appetite to push for further fiscal stimulus, market participants
have pinned down their hopes on extra quantitative easing, or QE, to do the trick on
its own. Figure 52 clearly demonstrates that there is renewed interest in the word
‘quantitative easing’ in the Google search engine. But can a second round of monetary
easing – nicknamed ‘QE2’– give the world economy the much-needed shot in the
arm? In theory, it can do so through four channels. First, QE lowers the long-end of
the yield curve (interest rate channel). Second, when interest rates are kept artificially low, yield-seeking investors will be forced into riskier, alternative investments
(i.e. asset prices are pushed upwards), which results in a positive wealth effect for
the private sector (portfolio rebalancing channel). Third, it improves export competitiveness through competitive devaluation of the currency (exchange rate channel).
Fourth, it boosts banks’ reserves thereby helping them in extending more loans
(bank lending channel). Most academic studies focus on the first channel. Federal
Reserve economists (D’Amico and King, 2010) find that the first US QE program
resulted in a persistent downward shift in the yield curve of as much as 50bps. In the
case of the UK, the Bank of England economists (Joyce et al., 2010) conclude that gilt
yields are about 100bps lower than they would otherwise have been without QE.

Figure 52: QE is in

Figure 51: Fiscal squeeze will hurt
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Due to the fact that these econometric estimations are subject to great amounts of
uncertainty, we will opt for a non-technical approach to measure the effects of the QE
programs in the US and the UK3.  Looking at figure 53, we can see that since the day
the Fed announced its QE1 program4 the benchmark government bond yield (10yr
maturity) and the dollar (on a trade-weighted basis) dropped significantly. But
within a couple of months the benchmark yield and the exchange rate went back up
again. Funnily enough, once the asset purchasing programme ended, both the benchmark yield and the exchange rate dropped once again. The BoE QE program5 shows
that the effect on yields and exchange rate has been even more mute (see figure 54).
Here we can see again that the benchmark yield only starts dropping after the asset
purchasing programme ends. This may be due to the anticipation of bond investors
of another round of QE.

Regarding the bank lending channel, we cannot be sure how much credit growth
would have dropped in the absence of QE, but figure 55 shows that the QE measures
did not seem to have the impact that central banks hoped for. The only successful
channel was the portfolio rebalancing channel, as asset prices (especially stock
prices) have been on the rise since the Fed and the BoE started purchasing assets.
But even here we cannot be sure how stock markets would have performed without
QE. Equities performed extremely well even in the countries that did not benefit
directly from unconventional monetary policy measures.

The shortcomings of the first round of QE may force central banks to follow the Fed
by purchasing more assets. This fresh round of monetary largesse may slightly buoy
growth amid the drag from the upcoming fiscal squeeze, but we wouldn’t hold our
breath. Policy rates are already rock-bottom and banks are still busy increasing their
capital buffers. The worst case scenario is if QE only results in an an even larger net
outflow of credit towards the emerging markets.

Figure 53: The US QE program
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In search of growth drivers: boosting exports?
If domestic demand growth remains sluggish no matter what measures are taken,
policymakers can opt to export their way out of trouble. In fact, this is the reason why
the Obama administration targeted a doubling of exports in five years. Equally, the
British government has put export promotion at the heart of its foreign policy. Sadly,
the net exporters, most notably Japan, China and Germany, are also focusing on the
same thing. Japan’s recent currency intervention for the first time in six years to stem
the yen’s rise kick-started the international ‘currency war’ debate. Similarly, China
has effectively pegged the renminbi to the dollar since 2008 while Germany backedoff from cutting income taxes and deregulating its service sector, which could go a
long way to enhance purchasing power and, thereby, strengthening domestic
demand.

In the meantime, other policies have been undertaken beneath the radar to support
exports. Since the G20 countries pledged to abstain from protectionist measures in
their summit in November 2008, the world’s governments have together implemented 692 beggar-thy-neighbour policy measures (that is almost one every day
since the ‘promise’), of which more than 50% (431) were carried out by the G20
members themselves (Global Trade Alert 8). Even worse, once reporting lags are
taken into account, the rate at which discriminatory measures are being imposed in
2010 has not departed from that witnessed in 2009, when fears about protectionism
were at their peak. The reason why you may have not heard of these protectionist
measures is because the headline-grabbing tariffs accounted for less than 15% of
measures taken. Bailouts, export subsidies and state aid are actually the most
frequent source of discrimination against other nations’ commercial interests.

Figure 55: Bank lending
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Quite understandably, these protectionist measures together with resisting currency
appreciation has not boosted exports. The problem is that all countries cannot simultaneously become net exporters. This is only possible if we miraculously find life on
Mars and start exporting to them en masse and they will be able to pay in convertible
currency (i.e. planet Earth can start running a current account surplus)6.

Therefore, we can be sure that no country gains if everyone wishes to export more
either by protectionism or keeping their currency undervalued. With regards the
latter, the countries that do not have the means to depreciate their currency at the
same time and pace will lose out and might retaliate. For example, the eurozone
countries may just impose tariffs to counter the effects of euro appreciation owing to
ECB’s reluctance to actively intervene in the FX markets. This is exactly what
happened in the 1930’s. The countries that raised their tariffs and tightened their
quotas the most were those with the least ability to manage their exchange rates
– namely, countries that remained on the gold standard7.  If countries start playing
this dangerous game, the outcome will be clear: the process of de-globalisation will
be set in motion, as it did in the 1930s following the Smoot-Hawley Act in the US, and
from the historical experience we know that no country will be better off.

Wanted: shopaholics in the East
If the G20 members wish to (i) lower unemployment to more acceptable levels, (ii)
steer clear of deflation8,  (iii) return to debt sustainability and (iv) avoid an outright
trade and currency war, they must perform a rebalancing act. Any car mechanic can
tell you that when the engine breaks down, you need to replace it until the last one is
repaired. By this we mean that the former engines of global growth (e.g. the US, the
UK and Spain) can no longer act as the de facto consumers-of-last-resort. Consequently, the creditor nations must step in to fill in the gap left open.

This is all the more important given that financial crises can have lasting effects on
imports of crisis-hit countries. Research of the IMF (2010d) shows that imports not
only fall substantially in the short term – beyond what would be expected from the
decline in output9 – but they also stay depressed for many years (see figure 56). The
short-term impact is even more drastic when credit/GDP declines or the world
economy slows down. The results of this study suggest that the recovery of import
demand in the deficit countries may be even more anaemic than suggested by their
relatively weak projected output recoveries. Put differently, the narrowing of the
large deficits of some crisis countries, especially the US, that occurred in 2009 may
prove to be quite durable (see figure 57). What’s more, Abbas et al. (2010) find that a
strengthening in the fiscal balance by 1%-point of GDP is, on average, associated
with a current account improvement of 0.24%-points of GDP in advanced economies. Since fiscal belt-tightening measures in debtor nations will be sharper, we may
expect current account deficits to shrink even more in the coming years.
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As a consequence, creditor nations must take the necessary measures, which differs
from one country to the other10, to boost domestic demand. Fortunately, the past
experience of countries that reversed their current account surpluses shows that
this rebalancing need not be economically painful. The IMF (2010a) found no
evidence that transitioning out of a large external surplus was associated with lower
growth. In fact, the average change in GDP growth and employment in the three
years following the start of the reversal compared with the three preceding years
was an increase of 0.4%-point and 0.5%-point, respectively. Admittedly, this can only
happen if the reversal takes place in combination with macroeconomic stimulus that
boosts domestic demand.

In our view, governments can no longer sit idly and hope for the best. It would force
advanced deficit economies to go through a painful internal devaluation process (i.e.
falling wages/prices) that raises unemployment rates further and might even push
some countries towards a vicious debt-deflation spiral. All of this will hurt potential
growth rates as well when most countries are already ageing. The consequence will
be protectionism and a currency war, if not worse.

Figure 56: Imports won’t recover soon
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Figure 57: Global imbalances
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Concluding remarks
One year further down the road, we find globalisation at a cross-roads once more.
Advanced economies that used to live beyond their means in the go-go years need to
repair their balance sheets. This places the beat-up Western consumers firmly out of
the picture for some time. Since fiscal policymakers are also heading for the exit,
either by market forces or by choice, central bankers are shouldering the burden of
pulling their economies forward. Evidence suggests that they are not very likely to
succeed. Therefore, there is only one viable solution left for world leaders to consider:
a global rebalancing act. The US finance minister, Tim Geithner, is one of the policymakers who is lobbying hard to achieve this goal. In a letter to the G20 summit in
Korea (October, 2010) he wrote:

“[The] G20 countries running persistent deficits should boost national savings by
adopting credible medium-term fiscal targets consistent with sustainable debt levels
and by strengthening export performance. Conversely, G20 countries with persistent
surpluses should undertake structural, fiscal and exchange rate policies to boost
domestic sources of growth and support global demand. Since our current account
balances depend on our own policy choices as well as on the policies pursued by other
G20 countries, these commitments require a cooperative effort.”

If the G20 countries fail to take this message seriously, global aggregate demand
shortfall will keep unemployment rates at uncomfortably high levels in most
advanced economies. The resulting public anger may then force the hand of Western
politicians to embrace protectionist and/or inflationist measures, which will eventually lead to unnecessary and undesirable trade and currency conflicts.

While we can point out the way that we, economists, would like to see pursued, we’re
keenly aware that politicians will rarely admit to be in need of guidance and may
very well follow their well-known trodden paths.

To this end, we would like to conclude by quoting the CEO of PIMCO, Mohamed
El-Erian, who once famously remarked: “the world is on a journey to an unstable destination, through unfamiliar territory, on an uneven road and, critically, having already
used its spare tires”. We can only hope that we will at least cover this tough journey
with the best drivers (i.e. the most capable and daring politicians).

Outlook 2011

61

1. The IMF (2010b) reckons that banks around the world will still need to write-down roughly USD
550 bn worth of assets. So far they have written off USD 1,600 bn.

2. This impulsive change of heart made us think about the old joke that involves two men who are
trapped by a lion in the jungle after a plane crash. When one of them starts putting on his sneakers
to make a run for it, the other asks “what makes you think you can outrun a lion?”, to which the first
replies: “I don’t have to outrun the lion. I simply have to outrun you.” The lion analogy could not
hold more true for the governments of the Western world today. Since everyone is exiting at the
same time, no government, even those with sufficient ‘fiscal space’, can afford to stay behind for the
fear of being attacked by the bond market vigilantes. In game theoretic terms, the Nash Equilibrium
for all governments is to exit even if the ‘no exit’ outcome will be more desirable collectively.

3. The ECB’s EUR 60 bn asset purchase is too small to matter.

4. In its QE1 program, the Fed purchased USD 1,250 bn of agency mortgaged-backed securities, USD
175 bn of agency debt and USD 300 bn government debt.
  
5. In total the BoE purchased GBP 200 bn of government debt, or a quarter of total public debt
outstanding.

6. The global imbalances (that worry us) will only be replaced by ‘interplanetary imbalances.’

7. In 1931, after Britain and some two dozen other countries suspended gold convertibility and
allowed their currencies to depreciate, countries that stuck to the gold standard found themselves
in a deflationary vice. In a desperate effort to do something – anything – to defend their economies,
they turned to protectionism, imposing ‘exchange rate dumping’ duties, and import quotas to offset
the loss of competitiveness caused by their own increasingly overvalued currencies.

8. For more on this see Rabobank Special Report 2010/14, “Deflation, here we come?”.

9. Two important reasons why imports fall even after controlling for output decline are lack of credit
availability and increase in protectionism.

10. For details see Rabobank Outlook 2010 “Globalisation at a cross-roads”.
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