Weak economic recovery
in 2011 not entirely
unexpected

During the past year we witnessed a lacklustre economic recovery.
And the outlook for 2011 does not look much better. This may be
disappointing, yet considering the severity of the recession, it is
not altogether surprising. In the United States, as well as in a
number of European countries, consumers were living beyond
their means for years. The global crisis exposed this fact
mercilessly, while it also revealed serious shortcomings in the US
and European financial sectors and weaknesses in public finances.
Economic actors are busy repairing their balance sheets a necessary but prolonged process that will put a drag on
economic growth. However, with sky-high government debt in
many countries and rising unemployment, the adjustment process
will not be easy. In this uncertain economic climate, businesses
remain cautious in their investment decisions.
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Few lasting reforms
It is quite alarming that after 3½ years of financial upheaval, major imbalances in the
global economy remain intact. The US current account deficit remains high and is
rising once again, while China is keeping its exchange rate artificially low, and in the
process saw a spectacular rise in its currency reserves (over US$ 2,600 bn in
September 2010). The major central banks, such as the US Federal Reserve (Fed), the
European Central Bank (ECB), the Bank of Japan (BoJ) and the Bank of England (BoE)
are keeping interest rates ultra low, and do not seem to change their monetary stance
any time soon. Both the Fed and the BoE are pursuing a policy of quantitative easing
(QE). This is a monetary experiment of unprecedented proportions, with many
known and unknown risks. It appears that the solutions sought by monetary and
fiscal policymakers in the short term often consist of ‘more of the same’ - purely to
avoid accusations of being inactive.

Change we can believe in?
Yet all is not doom and gloom. The US and European companies have seen profits
rebound through a combination of cost-cutting and productivity growth. Perversely,
perhaps, the European debt crisis is serious enough to force a drastic change of
course, which means urgently needed reforms will be carried out. The result will
eventually be healthier government finances. Meanwhile, we continue to believe that
Asia is literally growing into its role as a global growth engine. A slow, painful process
has been set in motion, but the end result may be a more stable global economy.
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United States: anaemic recovery
After a deep recession, the world’s largest economy returned to growth in the second
half of 2009. Following severe restructuring, businesses are now in a healthier state.
Corporate investment has resumed, inventories have been rebuilt and private sector
jobs growth is comparable with the aftermath of the two previous recessions (figure
1). Once the dreaded double dip failed to materialise in the third quarter of 2010, it
might seem that the way has been cleared for companies to invest anew in 2011 and
take on new staff. That said, the recovery will be a slow process. Households are in a
worse state than companies. The downside of corporate restructuring is sky-high
unemployment (figure 2). Moreover, the overleveraged US consumer is still weighed
down by a mountain of debt. Until the crisis, the debt burden was offset by growing
wealth amid rising asset prices. During the crisis, however, assets have dropped
considerably, especially house prices. This means that consumers now have to repair
their balance sheets by saving more and spending less.

Weak recovery a problem for policy makers
It is not only the US consumer, but also the government that has to tighten its belt,
both at the federal and the local level. Concerns in the capital markets about the
sustainability of US public finances has limited the scope for a new wave of economic
stimulus measures (figure 3). Moreover, Democrats and Republicans can scarcely
agree on anything, leaving little to be expected of fiscal policy. Accordingly, the Fed has
desperately gone on the offensive by exploring the very limits of its mandate. The Fed
has a dual mandate, aimed at stable inflation and maximum employment. Since inflation is currently too low and unemployment too high, the Fed believes that a second
round of quantitative easing is justified. While this sounds plausible enough, it greatly
lowers the threshold for further monetary expansion. In late 2008, the threat of a new
Great Depression induced the Fed to turn on the monetary tap; now in 2010 a belowpar recovery seems to be enough. Unfortunately, buying up treasury paper in this

Figure 1: Normal recovery in labour market…
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Figure 2: …from a high unemployment rate
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second round of quantitative easing is unlikely to boost domestic demand. The
problem is not that interest rates are too high in the US. On the contrary, the 10 year
yield on government bonds is currently only just above the lowest point it reached
during the recession. In any case, it is time for consumers to reduce debt and not
continue to consume on credit.

America playing with fire
Still there are positive aspects to the Fed’s monetary policy experiment. The underutilisation of capacity is pushing down inflation, which may give rise to deflationary
expectations among consumers and companies. By cranking up the printing press,
(figure 4) the Fed may curtail these expectations, reducing the likelihood of a deflationary spiral. In addition, expansionary policy will make the dollar cheaper, which is
good for the trade balance. The US current account deficit vis-à-vis the rest of the
world is, by definition, the difference between the government’s budget deficit and
the savings surplus of the private sector. A more fundamental solution for tackling the
structural imbalances in the US economy would be to shrink the government’s budget
deficit and to reduce consumer debt (by boosting savings).

In the medium term - if capacity utilisation improves - higher inflation expectations
may eventually lead to higher inflation (towards 4%), which will reduce the debt
burden of both the public and the private sector in real terms. This might seem a good
thing, but the main question is whether the Fed can prevent inflation entering into
double digit territory in the long term. By initiating a second round of QE under
current circumstances, the Fed has jeopardised its credibility as an inflation fighter.
And if the inflation genie does escape from the bottle, a new Volcker will be needed just as in the early 1980s - to squeeze inflation out of the economy by means of
interest rate hikes and one or more recessions (Volcker needed two in the early

Figure 3: No more budgetary scope

Figure 4: Fed’s monetary policy experiment
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1980s). In the meantime, the build-up of liquidity could lead to new bubbles in the
financial markets, both in the US and elsewhere.

Low interest rates, but not indefinitely
Held back by consumers and the government, the world’s largest consumer market
will be unable to experience a vibrant recovery. Instead, America will face major
policy challenges in the coming years. Attempts to accelerate the recovery with extremely loose monetary policy are unlikely to succeed, and may even backfire, blowing
up financial bubbles together with high inflation. In fact, the failure to tackle the
structural imbalances in the government budget may ultimately lead to a US sovereign
debt crisis. So, although the US capital market interest rates will be low for the time
being, upward pressure will build in the years ahead.

Table 1: United States, key data
Year-on-year change (%)
Gross Domestic Product
Private consumption

Government spending

Private sector investment

Exports

Imports

Inflation

Unemployment (%)

Government balance (% GDP)

Government debt (% GDP)

Source: Reuters EcoWin, Rabobank
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China: from turbo-charged to more sustainable
		 growth
The world’s second largest economy put in a stellar performance in 2010 with a
growth rate of close to 10%. However, it was a year with two faces: during the first
half, the Chinese economy grew robustly, but thereafter growth lost momentum
(figure 5). The downshift was virtually inevitable as the global restocking process
slowed down and the Chinese central bank pursued policies to dampen excessive
credit growth. In 2011 we expect less dynamism in the export-oriented sectors
compared to this year, amid a slowdown of the global economic recovery. Against a
weaker world economic background, we expect Chinese exports to increase by 14%
y-o-y in 2011 - well below the 30% growth achieved in 2010.

Robust growth in consumption
Although the Chinese economy is still dependent on an export-led model, domestic
demand started to have a stronger role in 2010. This was evident in the preparations
for the World Expo in Shanghai, which involved a lot of construction activity in the
Yangtze delta, which stagnated once the Expo opened in May. The exhibition itself was
a major event in the Shanghai region, and proved to be a considerable stimulus for
domestic spending. The event attracted 73 million visitors, mainly from other parts of
China.

Figure 5: 2010: a year with two faces

During the coming years, Chinese growth will increasingly bear the hallmarks of the
two main bastions of economic growth: urbanisation and modernisation. One effect
of this will be that consumer spending will contribute more to economic growth.
China pessimists like to point out that consumer spending only accounts for a meagre
35% of GDP. This represents a decline compared to the level of 46% reached a decade
ago and well below the levels seen in the neighbouring ASEAN countries and the
Figure 6: Housing market not fundamentally overheated
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world’s rich countries (where it averages some 55%). However, this comparison
masks the fact that Chinese consumption grew at around 9% in the past two decades,
outstripping growth every year since 1992 in those two groups of countries. Consumption growth was simply exceeded by other factors; for instance the share of investment growth in economic activity rose from 25% in the early 1990s to over 40% in
2010. Based on this robust growth of consumption, the Chinese economy can achieve
a trend annual growth rate of 8-9%, even without a thriving global economy (see also
box 1, ‘Asia – Wagon or locomotive?’). Of course, this presupposes that the contributions from investment and exports do not entirely evaporate. Vigorous growth in
those sectors could push GDP growth into double-digit numbers.

Policy development
The strong rise in house prices of recent years is creating a bubble risk in a number of
regions. However, for the economy as a whole, the rise in house prices has been
running lower than nominal GDP growth for some time (figure 6). Moreover, the
Chinese central bank (People’s Bank of China, PBoC) has initiated a cycle of monetary
tightening, which means we can expect interest rates to be raised incrementally
during the course of 2011. However, the process of monetary tightening will be implemented cautiously, and will be insufficiently aggressive to slow the economy down in
any meaningful way. The same applies to exchange rate policy, which seems to permit
an annual appreciation rate of 3-5% for the Yuan vis-à-vis the US dollar. We expect
this to continue in 2011. In this respect, any changes to policy are likely to have an
evolutionary rather than a revolutionary character.
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Box 1: Asia – Wagon or locomotive?

The major Asian economies have clearly surpassed the
industrialised countries in terms of economic growth during
recent decades. This regularly gives rise to the question as to
whether the region can assume the role of the engine that
drives global growth.

Asia was not spared in the two most recent global downturns.
For this reason alone, caution is called for when it comes to the
domestic strength of the region, which is meant to drive it
forward in times of widespread economic headwinds. The
region’s economic prospects are closely linked to the rest of
the global economy due to the interconnectedness of trade and
capital flows. However, in the absence of strong economic
growth in the industrial countries, the increasing Asian share
in global economic activity definitely starts to make a difference. And this is becoming increasingly more relevant, in light
of weaker economic recovery in the US and Europe.

If we consider, in general terms, what type of economy might
constitute the locomotive for global economic growth, then
one criterion is that it should be relatively open. Openness
permits domestic growth to spill over to the surrounding
countries. In Asia, exports account for around one third of GDP.
Although this quantity is somewhat inflated by a high degree
of inter-regional specialisation, involving considerable
re-processing and large inter-regional goods flows, it is still
well above the 10% for the US and the EU’s 15%.
Figure 7: No obvious engine yet …
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Figure 8 shows a similar hierarchy of countries and regions
based on growth outlook for the coming five years. The most
striking element is that Asia (excluding Japan) has now moved
to the top right corner on the basis of the increased size of the
combined economy. The growth of China is an important factor
in this, but it is the regional interconnectedness that causes
China’s momentum to drive the entire region forward. Thus,
Asia is growing in its role as an engine for the global economy.
Of course, many Asian products are still destined for the
Western consumer markets, which means the global cycle
remains relevant for the continent as a whole. Nonetheless,
even without strong global growth, Asia’s sheer size and increased domestic demand means it can continue to outpace the
growth of the traditional industrial countries.

Size of economy in 2010 (USD bn)

Size of economy in 2002 (USD bn)

12

Secondly, a large and rapidly growing economy is an obvious
candidate for growth locomotive. In figure 7, we look at a
number of countries and regions and compare the size of their
economies back in 2002 with the average GDP growth of the
following five years. Those economies in the above right corner
of the figure are the strongest candidates. The figure shows
that no single country in the 5 years preceding the crisis can
really lay a strong claim to the title ‘global growth driver’. Any
claim the US might have is based purely on its economic size.
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Japan: a dull recovery
Within the global economy, Japan is clearly a wagon and not a locomotive. Although
Japan is the world’s third largest economy, it is heavily dependent on external growth
to drive its own economy forward. Japanese economic recovery is expected to
continue into 2011, but at a distinctly slower pace. For 2010 as a whole, GDP growth
will be some 3% y-o-y, while for 2011 we expect a rate of just below 2%. This will
leave the economy 2% smaller in size at the end of 2011 than the pre-recession level.

Big spenders reach retirement
The lower GDP growth rate is chiefly due to a slower pace of growth in consumer
spending (figure 9). The Japanese labour market proved to be very resilient during
the recession, with unemployment never exceeding the peak of 5.6% reached in
mid-2009. The downside of the small number of job losses is that since the recovery,
companies have not needed to hire more workers. Another factor dampening
spending growth is the changing age profile of the workforce. As a large cohort of
baby boomers reaches pension age, they are being replaced by younger – considerably less well paid – workers. Thus, even with a sustained economic recovery, the
national wage income may stagnate, slowing the momentum of consumer spending.

By contrast, we expect corporate investment to make a stronger contribution to
growth in 2011 as overcapacity gradually disappears and the need for maintenance
and replacement of machinery returns. Between the first quarter of 2008 and the
trough in the third quarter of 2009, corporate investment shrank by 25%. Compared
to this large figure, the investment growth we envisage for 2011 looks like small beer,
but will nonetheless contribute to economic momentum. Companies’ profits
rebounded strongly during 2010, triggering modest growth in corporate investment
this year. We expect this trend to continue in 2011.
Figure 9: Consumer a drag on recovery

Figure 10: Trade balance positive once more
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The pain of the strong yen
The Japanese trade balance improved in line with the recovery of global demand, and
the trade surplus of 2010 is likely to be repeated in 2011 (figure 10). However, the
pre-crisis surplus levels will not be emulated next year while global growth is
receding, the inventory cycle is normalising and the yen remains strong. During the
course of 2011 we expect to see the yen lose some ground when higher interest rates
in the US induce Japanese deposit holders to park their savings abroad once more.

Monetary policy mostly window dressing
The Bank of Japan has engaged in optical monetary expansion by reducing its policy
rate in late 2010 to a bandwidth of 0.0%-0.1%. It also announced its intention to buy
up ¥5.000 bn worth of securities on the market, in order to reduce interest rates
along the entire yield curve. These are minimal monetary fillips given the size of the
economy, which make little or no difference to the general outlook.

Table 2: Japan, key data
Year-on-year change (%)
Gross Domestic Product
Private consumption

Government spending

Private sector investment

Exports

Imports

Inflation

Unemployment (%)

Government balance (% GDP)

Government debt (% GDP)

Source: Reuters EcoWin, Rabobank
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United Kingdom: government banking everything on
		 austerity measures
In 2010 the UK government heralded a new era of budgetary consolidation, announcing measures designed to save a total of £81 bn. The aim is to shrink the budget
deficit from some 11% of GDP in 2009 to approximately 1% of GDP by 2016. British
Chancellor of the Exchequer, George Osborne, revealed dramatic reductions to
several key departments over the next four years1, a £18bn fall in welfare support
and confirmed that about half a million jobs (out of a workforce of some 6m) will be
lost in the public sector by 2014-15.

Plan B?
The British government is banking on the hope that this fierce fiscal therapy will not
stifle the economic recovery. However, recent research suggests the opposite.2 And if
the pace of economic activity – already historically low (figure 11) – should falter
after all, then Mr Osborne seems to believe that a second round of quantitative easing
would do the trick. But how wise is it for the Chancellor of the Exchequer to put all
his eggs in the Bank of England’s basket? Not very wise at all in our view. A second
round of monetary expansion will not offset the bloodletting on the fiscal side now
that capital market interest rates are near record-lows. Even a further depreciation
of the pound sterling will not work miracles if global demand remains weak. And the
UK banks are also not likely to open the spigots while facing massive headwinds
going forward. Against this background, the government cannot expect the heavily
indebted private sector – which is still repairing its damaged balance sheets – to fill
the gap left open by the government. The double dip in the housing market will make
this even less likely. There is therefore a need for a credible Plan B – for instance
temporary tax cuts – as well as support from monetary policy, if the recovery falters
due to the austerity measures.
Figure 11: Modest recovery
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No further QE in Britain just yet
There is much debate about the issue of support from the BoE. Fears for a hesitant
economic recovery mean that the BoE is emphatically keeping open the option of
further monetary expansion. However, the stubbornly high inflation makes it difficult to explain a further round of QE to the British public. In fact, the BoE recently
raised its short term inflation forecast, and now expects prices to rise faster throughout 2011 than it would be comfortable with on the basis of its inflation target. This
inflationary pressure, coupled with higher than expected economic growth in the
third quarter, means that a second round of QE has been postponed for the time
being. We attribute only a small chance of QE in spring 2011; though this would be
dependent on a downward trend in inflation. However, in our view, there is no
question of QE being shelved altogether.

Table 3: United Kingdom, key data
Year-on-year change (%)
Gross Domestic Product
Private consumption

Government spending

Private sector investment

Exports

Imports

Inflation

Unemployment (%)

Government balance (% GDP)

Government debt (% GDP)

Source: Reuters EcoWin, Rabobank

2009

2010

2011

-5.0

1¾

1½

-3.3
2.6

¾

-1¼

7¾

3½

-20.1

4½

2.2

3¼

-11.1

-12.3
7.7

-10.9
61.8

½

1½
5¼

8

-10¼
74¼

7¾
7

2¼
8¼

-8½

80¾

Outlook 2011

17

Eurozone: a Union of considerable differences
In the eurozone, the economic recovery that was set in motion in the second half of
2009 continued into 2010 (figure 12). However, the pace of GDP growth of 0.5%
during the past five quarters was less strong than the average contraction of 1.1% in
the five preceding quarters. This means economic activity in the third quarter of
2010 was still over 3% below the peak in the first quarter of 2008. We expect the
recovery to chug along at a more tempered pace in 2011. As a consequence, activity
will still not have made up the ground lost by that time. If we scratch beneath the
surface of overall eurozone growth, we see major differences amongst the members
(figure 13). Three of the four fastest growing economies of 2003-2007, will stagnate
or shrink in 2010-2011. With Germany in the lead, the export oriented economies
are able to take full advantage of the recovery in world trade. See Box 2 ‘One labour
market is not the same as another’ for an analysis of the correspondingly large differences between labour markets in the European countries. On account of the tepid
economic recovery, low energy price rises and an expected appreciation of the euro,
inflation is expected to decline to 1% during the course of 2011. Averaged over the
year, inflation will probably run at 1½%, the same as in 2010.

No help from monetary or exchange rate policy
Just as elsewhere in the world, the stalling of economic growth in the eurozone was
caused partly by a gradually diminishing effect of the expansionary monetary policy.
The European policy rate has been low for some time and we do not expect any
further unconventional policy measures from the ECB. Flagging world trade growth
combined with a further expected appreciation of the euro will weigh on export
growth in 2011.

Figure 12: Recovery continues, though below par

Figure 13: Sprinters and non-starters
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Box 2: One labour market is not the same as another

Nowhere is the social legacy of the deep economic crisis more
visible than in the labour market. Governments have been
obliged to intervene. For the G20 summit in Pittsburgh, the
International Labour Organisation (ILO) calculated the total
effect of all G20 stimulus measures to yield around 0.5%
additional employment for 2009-2010. Despite all the
measures, a historic number of 4.3 million jobs have been lost
in the eurozone since the crisis. At the same time, this number
was to be expected on the basis of historical experience (see
figure 14), and is therefore not so surprising.3

However, the breakdown of job losses looks different from the
usual pattern. A disproportionately large number of jobs were
lost in the construction sector, mainly as a result of the
downturn in the property markets. Large losses also occurred
in the industrial sector. Regional disparities were even more
marked. Spain alone accounted for almost 50% of all jobs lost
in the eurozone between the second quarter of 2008 and the
fourth quarter of 2009. Likewise, Ireland, Portugal and Greece
saw a disproportionate number of jobs lost. Meanwhile, in
Germany, employment remained unchanged, even though the
eurozone’s largest economy contracted more than the regional
average.
The main reason for Germany’s exceptional position on the
jobs front is the widespread use of facilities to shorten working
hours. Additional government subsidies meant that the
number of people in the kurzarbeit scheme rose to over 1.5
Figure 14: Big job losses consistent with past experience

million in 2009. Thus the number of hours worked per
employee in Germany declined much more rapidly than in
previous recessions (-2.6% between the second quarter of
2008 and the fourth quarter of 2009), and when compared
with Spain, for instance (+0.9%). Spanish companies opted en
masse to dismiss workers with temporary contracts. Moreover,
it appears Germany is still benefitting from the important
‘Hartz’ labour market reforms that were implemented between
2003 and 2005. These include changes to the amount and
duration of unemployment benefit one can receive, the introduction of new forms of employment such as ‘mini-jobs´ and
improved efficiency among recruitment agencies. In addition,
a general policy of wage restraint improved Germany’s competitiveness. Consequently, the German labour market was in a
position to recover relatively quickly, with unemployment
reaching its lowest level in over 18 years in October 2010!
A number of other eurozone countries, including Austria,
Belgium and the Netherlands followed Germany’s example
and managed to contain the job losses (see figure 15). By
making good use of the new ‘pressure valves’, a group of
eurozone countries has managed to dampen the recessionary
effects on the labour market. This is a positive development, in
that a destruction of human capital was prevented. However,
the results at European level have been as good as wiped out
by the sharp decline in employment in the peripheral economies, particularly in Spain.
Figure 15: Large differences in hours worked
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North-South divide
The main reasons for the tepid recovery in the eurozone and the large differences
between countries can be found in the macroeconomic imbalances within the
currency union. In the debate about global imbalances, the eurozone has often been
overlooked. During the past ten years, the current account on the balance of payments
of the currency union as a whole has been largely in balance. However, this masks
large imbalances between the member states that easily match those of the much
cited global imbalances. In recent years, the Mediterranean countries and Ireland
have accumulated large deficits on their current accounts (figure 16). Since 2003 on
an increasing basis, more goods and services have been consumed in these countries
than have been produced. The mirror image of these peripheral countries’ deficits
are large current account surpluses in the northern countries of the eurozone. The
high level of consumption and investment in the deficit countries has been financed
to a large extent by the surplus countries. Consequently, in the deficit countries, the
debt burden for companies, households and governments has hugely increased.

Governments intervened …
The global recession triggered a sudden U-turn in the behaviour of households and
companies. The strong contraction in private consumption and private investment
meant that households and businesses were transformed from net borrowers into net
savers. The resulting hole in domestic spending was partly filled by governments
through automatic stabilisers and fiscal stimulus measures. The ensuing budget
deficits were largely financed by external funds, which limited the reduction of the
current account deficit (figure 16). Accordingly, there is still a significant amount of net
lending and borrowing between the countries in the eurozone, but governments have
assumed the role of debtor instead of households and companies.
… but now have to retrench
Governments cannot take on this role indefinitely. Now that they are in danger of
Figure 16: Intra-European imbalances
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losing investor confidence because of the rapidly deteriorating fiscal positions (and in
the case of Greece and Ireland, have already lost it), it is necessary to reduce the budget
deficits. The governments of Greece, Ireland, Portugal and Spain have already
embarked on major austerity programmes in 2010. In 2011 they will go even further.
Meanwhile, the private sector is engaged in restoring order to its balance sheet and is
therefore not in a position to increase spending. Moreover, it is questionable whether
the surplus countries would be prepared to finance a new rise in spending. In any case,
higher interest rates will now be charged.

The absence of the Southern European consumer
The feeble growth, or even contraction, of domestic spending in the deficit countries
will not be fully offset by higher growth in the surplus countries. Since the latter are
benefitting from global economic growth, and the financial position of both government and the private sector is considerably healthier than in the deficit countries, we
expect to see growth in domestic spending. However, in order to plug the hole of the
lower consumption growth in the deficit countries, spending in the surplus countries
would have to grow at a much faster pace than in previous years. This would appear to
be an unrealistic prospect in the near term. For consumers, there is no incentive to
suddenly become more spendthrift than before the recession. Moreover, the surplus
countries will also start reducing their budget deficits in 2011, which will act as a drag
on spending growth in the eurozone as a whole. Figure 17 illustrates this for the
growth of private consumption. In the period 2003-2007, Spain, Ireland, Greece and
Portugal contributed a disproportionate amount to the growth of private consumption
in the eurozone, in relation to the size of their economies. For next year we expect to
see a contraction of consumption volume in these countries. Despite an expected rise
in spending growth in the remaining euro countries, the absence of a contribution
from the periphery will ensure that total consumption growth in 2011 will remain
limited to 1%.
Figure 17: Absence of Southern-European consumer
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Learning to compete again
The reduction of the imbalances in the eurozone will mainly be achieved during the
next year by means of lower import growth in the deficit countries. In order to realise
a further correction by means of higher export growth, deficit countries must also
restore competitiveness. The gap that has grown in the real trade-weighted exchange
rates of the various euro countries has narrowed somewhat since 2008, but remains
very wide (figure 18).4 For instance, Ireland is still 10% more expensive relative to its
trade partners than early 1999, whereas Germany is 10% cheaper. In order to narrow
this gap further, years of adjustment are necessary. This will be sought partly through
lower nominal wage growth in the deficit countries and partly by means of productivity growth based on structural reforms.

Table 4: Eurozone, key data
Year-on-year change (%)
Gross Domestic Product
Private consumption

Government spending

Private sector investment

Exports

Imports

Inflation

Unemployment (%)

Government balance (% GDP)

Government debt (% GDP)

Source: Reuters EcoWin, Rabobank
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ECB: remaining cautious
On the back of economic recovery and improved sentiment in the financial markets,
the ECB started to phase out its expansive liquidity policy in December 2009. In
2010 it stopped issuing new liquidity with a maturity of longer than three months, in
order to get a better grip on money market interest rates. However, the crisis in the
market for European government bonds forced the ECB to temporarily loosen its
policy; but ultimately in the second half of 2010 we saw a sharp reduction of the
surplus liquidity in the money markets as a number of large loans matured. The
most striking amount was the repayment of one-year loans amounting to € 442 bn
on 1 July 2010. Financial institutions only partly replaced these loans with new
loans, with shorter maturities (figure 19). As a result, excess liquidity in the money
market declined, which placed upward pressure on money market rates. In
mid-October, the 3-month Euribor rate crept above 1% again - the ECB’s official
policy rate (figure 20). However, rates on loans with a shorter maturity remained
well below this threshold, because the ECB continued its policy of full allotment.

Is complete normalisation a feasible goal?
Although the ECB indicated in September 2010 that it plans to continue its money
market operations on the basis of full allotment until at least 18 January 2011, it has
not concealed its intention to discontinue this practice soon, because it reduces the
incentive for banks to lend money to each other. Moreover, the lasting expansive
money market situation means short-term money market interest rates will remain
below the official policy rate - the rate that the ECB says is ‘appropriate’, given the
financial and economic circumstances. The above policy also reduces the incentive
for some financial institutions to get their funding from other sources besides the
ECB. In light of the turbulence in the market for government paper, not all financial
institutions have easy access to the capital markets. Data from national central banks
show that the Irish, Greek, Portuguese and Spanish financial institutions have been

Figure 19: Phasing out of loose liquidity policy
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making disproportionate use of the ECB’s liquidity facility. These are the very
countries that are struggling with hefty budget deficits and waning investor confidence.

It is a vicious circle that is difficult to break out of. If the ECB further restricts the
liquidity that has been made available by discontinuing full allotment, then it can be
expected that (i) the interbank rates will rise further due to a fresh rise in counterparty risk and liquidity premiums and (ii) that the differences in the financial health
of various banks will have a greater impact on their (short term) funding costs. This
will pose major challenges for countries that are making disproportionate use of the
ECB’s facilities. Discontinuing the full allotment policy would, therefore, result in
further turbulence. In view of the current situation of the bond markets, we expect
the ECB to postpone this decision for the time being. This does not mean that it will
be shelved indefinitely. We expect the ECB to take this step during the course of 2011.
It may possibly relieve the pain with a number of (temporary) compensating
Box 3: Not another ‘Japan’

Fear of deflation still lurks in the background in the US and the
eurozone (figure 21). Recently, parallels with Japan-style deflation is often drawn by market participants, with the suggestion
that the US and the eurozone are likely to head for a protracted
period of deflation, economic stagnation and further declining
interest rates. There are at least five arguments against such
comparison.5
First, the bubbles in the Japanese markets were much larger.
By comparison, the housing bubbles in the US, the UK, Ireland
Figure 21: Deflation lurks
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Figure 22: Japanese prices only now reach normal levels
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and Spain were small fry. Mind you that the royal palace in
Tokyo was worth more than all the real estate in California
together during the peak of the boom. The Japanese stock
market was also significantly overvalued prior to the lost
decade. In the early 1990s, the price-to-earnings ratio of the
Nikkei-225 was around 50, while the American S&P-500, the
UK’s FTSE-100 and the German DAX-30 registered 18, 11 and
11 respectively, in early 2008. The implosion of the much
larger Japanese asset bubbles had far more severe and longlasting wealth effects on the economy.
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measures. These could include, for instance, a temporary lowering of the difference
between the official policy rate and the rate on the marginal lending facility.

Conventional monetary policy remains expansive in 2011
Monetary policy will necessarily be constrained by economic circumstances. Our
scenario is based on moderate economic recovery, with the overcapacity in the
economy slowly, but surely, diminishing. We envisage average inflation to remain
well below the 2% target in 2011. This is no reason for us to fear a ‘Japan’ scenario see also box 3. Upward inflationary risks are chiefly in the area of the commodity
markets, government-regulated prices and indirect taxes. Looking ahead, we expect
the economic recovery to gear up a notch in 2012. Based on past actions by the ECB,
this could mean a slight tightening of the policy rate in 2011, but by no means an
aggressive rate hike. The ECB’s wish to ‘normalise’ policy as soon as circumstances
permit remains a factor that we take on board in our forecast for the policy rate,
albeit on the condition that the situation on the European bond market improves

A second argument is that Japanese consumer prices had risen
to unsustainable heights. This was partly due to the enormous
expansion in credit; expressed as a percentage of GDP, domestic
credit jumped 67%-points between 1982 and 1996. With
hindsight, deflation was utterly unavoidable. Only now, twenty
to thirty years later are Japanese consumer prices on a level
with those in the US and the eurozone (figure 22).

Third, Japan entered its crisis with severe demographic
headwinds. The workforce peaked in 1995 and has been shrinking ever since. Population ageing in Japan has resulted in a
higher dependency ratio, leading to weaker consumer demand
and hence falling prices. By comparison, the countries that are
now experiencing the biggest asset price corrections (the U.K.
and the US) have distinctly better demographics, with greater
population growth and less serious, though rising, population
ageing.

Fourth, at the time, the yen appreciated significantly on a
trade-weighted basis during the first four years of the crisis – a
direct consequence of the country’s large current account
surplus. This led to further deflationary pressure. The current
situation in the US and Europe is clearly different.
The fifth argument is that Japanese policymakers were slow to
implement fiscal and monetary stimulus measures to bolster

growth. However, current economic policymakers in the US
and the eurozone were quick to respond with support
measures when the crisis made landfall. They also tackled the
problems in the banking sector promptly, whereas Japan
allowed its zombie banks to roam for too long. Lest it become
a popular pastime to criticise Japanese policymakers for their
failure to tackle the crisis at the time, we should not forget that
the cards were stacked far more negatively against them, with
much larger bubbles imploding. In our view, it would be
misguided to place excessive trust in the current policy
response on the basis that policymakers have learned from
past mistakes.

On the whole, we don’t believe that ‘Japan’ is the correct
scenario for estimating the consequences of deflation. This is
not to say that deflation risks do not exist. There is currently a
high degree of spare capacity in the western world, and according to economic theory, this should put downward pressure
on prices. However, these textbook notions tend to underestimate the impact of downward wage rigidity and well anchored
inflation expectations. In addition, there is the ongoing process
of deleveraging, which may take years and will have a deflationary effect. So we are not out of the woods yet, even though
Japan’s experience is not the right compass to go by. Nonetheless, it is a reassuring thought that long-term deflation has
been a rare phenomenon in the post-war era.
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significantly. We expect that the ECB will take a first step in late 2011 towards gradually normalising its policy rate. We expect to first see an increase in the policy rate of
25 bps, to be followed by a further rise of 125 bps in 2012. At the same time it must
be emphasised that policy will remain exceptionally expansive in 2011 (including a
negative real interest rate) and even if the official rate reaches 2.5% by late 2012, this
will be far from being restrictive.

Bond markets: a new chapter in the markets crisis
The European bond yield spreads widened sharply during 2010 (figure 23). For a
number of countries, the yield on government bonds vis-à-vis the German benchmark reached a euro-era peak. The enormous budgetary problems in Greece
triggered a confidence crisis, which threatened to spread to a growing number of
eurozone countries during the course of 2010. Policymakers intervened again and a
number of countries were forced to implement austerity measures. Nonetheless, the
situation remains precarious.

Debt crisis exposes underlying problems
The past year has brought fundamental problems and imbalances within the
eurozone into the daylight. Particularly in the so-called peripheral countries, these
problems are concentrated in four areas: (I) sluggish growth of labour productivity
owing to a lack of both innovation and competition (Portugal and Spain), (II) a
deterioration of competitiveness resulting from high growth in nominal wages in the
past, (III) a property market bubble (Spain and Ireland) amid sharply falling interest
rates since joining the eurozone, and (IV) inadequate budgetary supervision (Greece
and Portugal). Together these factors ultimately manifested themselves as sizeable
current account deficits and/or vigorous growth of credit (see also the earlier
paragraph ‘North-South divide’).

Systemic risk
The markets’ loss of confidence in the eurozone during 2010 is exacerbated by the
high level of financial and economic inter-connectedness within the region. This has
resulted in a sharp increase in the perceived systemic risk. Liquidity in the smaller
sub-markets dried up and yields of riskier government bonds rose to such extreme
highs that access to the capital market became increasingly difficult for a number of
countries. Greece was the first victim and eventually had to be bailed out with a joint
loan of € 110 bn by the IMF and the EU. Shortly afterwards, further financial market
distress compelled EU leaders, in collaboration with the IMF, to set up a European
Financial Stability Facility (EFSF) for the period 2010 to mid-2013, to function as a
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safety net if other governments need funding in the future. The ECB pledged to intervene in the market (by buying treasury paper), in order to improve the functioning
of distressed markets (figure 24). A severe package of austerity measures was
imposed on Greece, and Spain and Portugal had to pledge to implement extra austerity measures quickly and decisively. Although the European negotiations were
always conducted on a knife edge, we assume that the policymakers never actually
saw the dissolution of the euro as a real alternative. See also box 4, ‘No winners if the
currency union falls apart.’

Germany and France throw a cat among the pigeons
During the summer, market sentiment improved somewhat, as the above measures
began to bear fruit, the liquidity situation improved and a number of government
bond auctions in the periphery went better than expected. A crucial element in
restoring calm was that by setting up the EFSF, the EU leaders had given a strong
signal that they would not let a eurozone member default, provided that the state
committed to extra austerity measures. However, this notion came under the cosh in
the autumn, when Germany (and later with support from France) called for the
replacement of the EFSF after 2013 with a much more stringent Crisis Resolution
Mechanism that would force private sector bondholders to bear part of the losses if
a country gets into difficulty.

Are the markets over-reacting?
Uncertainty surrounding the replacement of the EFSF, plus a low level of liquidity in
some bond markets has dramatically pushed up bond yields for Greece, Portugal and
Ireland since mid-October. Yet there is more to this than meets the eye. The fact that
the yield spreads were already substantial even before the announcement of these
plans indicates that investors were never fully convinced that sovereign default was
off the table, even after the establishment of the EFSF. It is not so surprising that
closer budgetary supervision must be in place in the future. Moreover, Germany only

Figure 23: Segmented market for government bonds

Figure 24: No unconditional ECB support
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wants to have the new mechanism apply to new debt. There would, therefore, appear
to be no direct reason to resell existing government bonds at prices that have factored
in a high probability of default or restructuring. In any case, there will be many
technical and political barriers to be overcome before a mechanism is in place that
provides enough incentive for countries to get their public finances in order, without
further increasing systemic risks. It is entirely possible that it will be a case of the
bark being worse than the bite.

The destination is clear but the road is rocky
With its proposal to set up the EFSF, the EU has managed to buy itself some time. The
ultimate goal is clear for most countries: (I) improved government finances, (II)

Box 4: No winners if the currency union falls apart

The costs of a potential break-up of the euro would be
enormous. In addition, the entire process would be surrounded
by a massive degree of uncertainty. This would, therefore, be a
very unattractive policy option for all the countries involved.
We have identified at least five sets of economic costs that are
associated with partial (individual countries leaving the euro)
or total dissolution of the single currency.

First, the continuity of contracts implies that once a country
leaves the euro, it may not convert its euro denominated assets
and liabilities to its own currency on a parity basis. Apart from
complete bankruptcy of an exiting country, a weak country
will see its net debt position shoot up in its new currency,
because its own currency will immediately depreciate sharply.
For similar reasons it is unattractive for strong countries to
leave the single currency, even if they don’t relish having to pay
for European safety nets. Strong countries that leave will see
the value of their net assets as expressed in their new currency
decline because the new currency will appreciate significantly
against the strongly eroded euro.

Second, credit markets have become strongly interconnected
since the introduction of the euro. This means, that even if a
relatively small country leaves the eurozone, heavy losses are
incurred in the financial sector - by banks, investment institutions and pension funds, but also in the corporate sector where
international investments suddenly plummet in value.

Third, the exchange rate risk re-emerges if the euro breaks up.
This extra risk will result in the need for additional buffers in
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international financial flows, but also makes the international
fragmentation of production chains and the ensuing trade
flows less attractive.

Fourth, the intra-eurozone trade would implode. This will be a
heavy blow for the financial sector, companies, households,
the tax base of governments and the general standard of living
of the eurozone population.

Fifth, it is an illusion to expect that any country can simply
leave the euro in an orderly manner. There will inevitably be
many months between the time that the exit is announced and
the actual reintroduction of the national currency. In the
interim, everyone - speculators, companies or even ordinary
deposit-holders - will move their money to the safest haven.
Collectively, this can only result in complete panic and chaos,
which would make the collapse of Lehman Brothers seem like
child’s play.

European politicians are all too aware of these considerations.
Ironically, this makes the negotiations for a European solution
to the debt problems even more complicated, precisely
because no single country can afford to penalise unreasonably
tough demands by allowing the negotiations to fail. The
political wrangling about the institutionalisation of the EFSF in
the autumn of 2010 fully exudes these strategic negotiating
factors. In future crisis situations, it is likely that negotiations
will again - in an apparently incomprehensible way - be
conducted at a knife’s edge, simply because accidents will do
nobody any good…

more stringent budgetary supervision in the future (including a better sanctions
policy) and (III) structural reforms in order to steer economies onto a fundamentally
higher and more sustainable growth path. Although experience teaches us that
budgetary discipline is better in the long run for economic growth, the path to be
taken is exceptionally rocky. Greece and Ireland have seen that severe austerity
measures are painful in the short term. During the bond market crisis, the ECB
indicated its willingness to play a role in improving the functioning of the market,
but certainly not at any price. It was loath to purchase treasury paper even in the
month of October and in early November, compared to the May-June period (figure
24). This can be interpreted as a signal that the ECB does not want to follow the Fed’s
footsteps.

Germany still a safe haven
What does all this mean for European capital market interest rates? Although we feel
the markets have over-reacted to the Franco-German proposals, we do not envisage
that yields on peripheral government paper will fall back to early 2010 levels any
time soon. Not even if countries seek support from the EFSF and/or the IMF - a
scenario that has looked more likely in recent weeks and has even become reality in
the case of Ireland. This means that German bunds will continue to fulfil their important function of ‘safe haven’ into 2011. At the same time, if other countries pursue
their reformed policies, a decline in the spreads for a number of smaller countries
might be possible. There will be upward pressure on the yields on the large liquid
benchmarks, such as Germany and France. Our long-term swap rate estimates are
largely determined by this development, which is why we anticipate a rise in the
10-year swap rate of some 50 bps over the course of the year (2011). This means
long-term (risk-free) interest rates will remain exceptionally low, which is consistent
with our vision of moderate economic growth and controlled inflation.
From a risk perspective, we note that also during the course of 2010 the behaviour
of institutional investors again influenced the swap curve, with the ultra-long end of
the curve (30-50 years) dropping faster than shorter swap rates. This can partly be
attributed to the fact that low interest rates (in combination with rising yields on
peripheral government paper) induced institutional investors to hedge against
further declines in interest rates. In our base case scenario, in which European bond
market sentiment recovers somewhat and the swap curve moves upwards, this
could lead to the opposite reaction in the ultra long swap rates during the course of
2011. This will then result in a steeper rise in the long segment of the yield curve.

Fed chips in big time
When analysing interest rates in the eurozone, we also have to take account of
developments in the US. For 2011, we expect to see only minor interest rate rises.
Early November, the Fed announced a new programme of purchasing treasury paper
worth US$ 600 bn. As long as the Fed pursues this policy, we don’t see interest rates
on US government bonds moving up very aggressively. Officially, the programme is
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meant to run until mid-2011. In our view, however, there will not be sufficient improvement in the economy by then to deter the Fed from extending the programme.
Accordingly, market rates can be expected to remain subdued in the second half of
2011.

That said, the downward potential is likely to be low. After all, a lot of negativity has
already been priced in. In fact, the 10-year US$ swap rate in mid-November was not
far above the trough of 18 December 2008, although the current situation on the
markets and in the economy is far from being as dramatic as in the dark days of late
2008. In our view, the long term risks for US interest rates will be more on the upside.
Uncertainty about the long term consequences of this policy on inflation has already
resulted in higher inflation premiums in the market (figure 25). As soon as the
economy picks up, inflation expectations could rise fairly quickly. And if the Fed
responds by stalling its bond purchasing programme, this will result in higher capital
market rates. Likewise, US fiscal policy can ultimately lead to rising interest rates.

Figure 25: Rise in US inflation expectations
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Currency markets: policy of dollar weakness
The ‘international currency war’ was the dominant theme in currency markets during
the second half of 2010. The Brazilian Finance Minister who used that term clearly had
a sense of drama, but he did touch a nerve, particularly in the light of the Fed’s proposed
new round of quantitative easing. The US central bank policy is expected to result in a
weaker dollar (figure 26) and is part of a welcome adjustment in the global economy.
This means we have to see the strong dollar stance postulated by the US Treasury
Department for what it really is. This reality has hit home, and markets now expect a
broad weakening of the dollar in 2011.

An orderly depreciation of the dollar would go some way towards repairing the gaping
hole in the US current account balance – a major element of ‘global imbalances’. Of
course, only in addition to the U-turn of American households and the federal government from spending to saving. So while we go along with the idea of a weaker dollar, the
following questions remain: Against which currencies is the dollar to depreciate? And
to what extent?

The euro an escape valve once again
Clearly the realisation that global imbalances need to be tackled has placed the spotlight
fully on China (figure 27). China’s enormous current account surplus combined with a
currency that is kept artificially low is raising eyebrows throughout the world. Increasing domestic price pressure and external political pressure ought to induce the Chinese
central bank to further tighten monetary policy during 2011. We should then see higher
interest rates and a quicker – albeit in absolute terms still gradual – pace of appreciation for the Yuan against the US dollar.
Figure 26: Dollar weakness

GBP per €, USD per €

Yen per €

2.00

180
160

1.75

140

1.50

120
100

1.25

80

1.00

60
40

0.75

20

0.50

0
99

00

01

02

03

UK Sterling (l)

04

05

06

07

US dollar (l)

08

09

10
Japanese Yen (r)

Source: Reuters EcoWin

Outlook 2011

31

Notwithstanding the G20 discussions about the global imbalances, it is difficult to
envisage 20 countries coming up with a uniform framework in which current account
balances and exchange rates are adapted in an orderly way. A much more likely scenario
is that the emerging economies – including China – will continue to resist any appreciation of their national currency. And this is why we are likely to see the euro acting as
an escape valve for dollar weakness again, which is one of the main reasons why we
envisage a stronger euro against the dollar in 2011.

The ECB wants to raise rates earlier
An appreciation of the euro against the dollar will take place despite concerns about
debt sustainability in the European periphery, although there may well be considerable
volatility. From a bilateral point of view, we expect the ECB to raise interest rates earlier
than the Fed, which will also give a positive impulse to the euro/dollar rate. Apart from
all the concerns about the sustainability of European public finances, Europe moreover
makes it clear that it is aware of the large problems it faces and that it is doing its best
to address these. In the US on the other hand, this awareness seems to be limited to the
members of the Tea Party movement, at least in so far as this ideology aspires to make
the government apparatus as small as possible. It seems Europe has the dubious honour
of being the first to recognise the extent of its problems, whereas policymakers in the
US can hardly deny their problems any longer (figure 28), anymore than they can deny
the dollar weakness that will inevitably follow.
Upward potential for sterling; the yen to lose ground
And what will this mean for the euro-sterling rate and the euro-yen rate? Sterling is still
some 20% cheaper vis-à-vis the euro compared to 2007. One might ask why the
currency has not yet made up the lost ground. This has to do with a long list of concerns
about the UK. These include the fragile public finances, a possible downgrading of
British creditworthiness by the main rating agencies and anaemic economic prospects.
Meanwhile, the surprisingly strong growth figures for 2010 have helped to push austeFigure 27: China in the spot lights
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US

rity measures through and have deflected the imminent threat of a downgrading of the
British government. It cannot be denied that the UK economy is battling with strong
headwinds, but since so much negativity is already priced into the markets, we see
room for a modest drop in the euro-sterling rate.

At the same time, we expect that the yen will have to concede some of the ground gained
this year against the euro in 2011. The yen appreciated in an environment of extremely
low interest rates and considerable risk aversion. This temporarily deflected the attention of investors from the relative yields and Japanese domestic factors, neither of
which support the yen. And we don’t expect that the currency interventions of the
Japanese central bank and the Japanese Finance Ministry to fundamentally change the
exchange rate development; however we do recognise a downward risk in the yen-dollar
exchange rate thanks to these interventions.

Figure 28: What weak government finances?
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Credit markets: not all markets open for issuance
The European credit markets performed well in 2010. Investor anxiety has largely
been limited to the bond markets in the peripheral states. However, liquidity did
deteriorate gradually in the secondary markets, with falling yields and bond issuance.
This year has been difficult for the European banks which were suffering from the
rise in government bond yields in the periphery. But more particularly financial
institutions struggled because the political support base for aid has dropped to rock
bottom.

The window for issuance has not always been open, at least for banks outside the top
tier. However, since the new Basel capital requirements have already been made
known, we saw a number of banks approach the market in order to consolidate their
capital position ahead of the posse (Deutsche Bank, Standard Chartered, BBVA). In
particular, the Basel regulations will require a stronger capital buffer for the trade
book, which means that banks that are strongly involved in investment banking will
need even more reserve capital. Banks will find part of the solution in retaining
profits, but also a market for contingent convertible debt, or similar, has to be
developed. With regard to senior unsecured debt (not backed by specific collateral
by the issuer) we saw that the most solid banks still had access to these, whereas
smaller and less solid banks had to seek alternative solutions, including the covered
bond market (backed by specific collateral).
2010 saw fewer issuances than we had expected from the solid upper echelons of the
corporate sector, while investors avoided shares and liquid instruments in favour of
bonds. Markets currently perceive bonds to be a safer haven than shares, which is
supported by the relatively stable development of credit spreads. In the absence of
issuance by the major corporate names, investors are seeking out yields in the relatively less solid segments of the bond market. However, they have become more
cautious, in view of the low levels of absolute yields. We expect these trends to
continue at least into the first few months of 2011.
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Mixed outlook
In a ‘normal’ credit cycle, we usually see corporations consolidate their balance sheet
first and foremost, before looking to expand. Although there is some evidence of
mergers and acquisitions, it must be acknowledged that shareholders have taken
quite some pain in recent years. For this reason, companies could be more inclined
to tip their policy in favour of shareholders and to the detriment of bondholders.
This could be achieved, for instance by share buybacks or by means of acquisitions
on the basis of available cash resources. In Europe, any tendency towards expansion
is likely to be fairly subdued for the time being, given the as yet fresh memories of the
crisis.

We believe there is potential for an upset in 2011, but most likely at a macro, or
sovereign level. The escalation of the simmering ‘currency wars’ would be a factor,
particularly if international trade were to be curtailed as a result. The more obvious
variable though relates to EU sovereign debt, especially on the periphery. But if these
risks do not materialise, then we expect the banks to see credit spreads maintain the
current bandwidths. There is uncertainty as to the features of new subordinated
bonds, but with the emphasis more on equity the new bonds should have a rarity
value. Until we are further into the expansion cycle, technical and fundamental
supports point to tighter non-financial corporate spreads.

1. Except in the protected policy areas of health care and development cooperation, the
ministries are to reduce spending in real terms by 19%.
2. For a more detailed analysis, see the chapter “Global economic challenges beyond 2011: an
historic perspective” elsewhere in this publication.
3. The fact that ‘only’ 4.3 million European jobs were lost, compared to over 8 million in the US
appears to be due to (traditionally) less aggressive dismissal policy and a relatively inflexible
labour market in the eurozone.
4. The real trade weighted exchange rate measures the exchange ratio between domestic goods
and services and a basket of imported goods and services, linking the composition of the
imported basket to the destination of the export basket. This exchange ratio can fluctuate,
even if countries keep their exchange rate unchanged (as is the case between countries in the
eurozone).
5. For more on this see Rabobank Special Report 2010/14, “Deflation, here we come?”.
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