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Foreword
Extremely disappointing, yet not unexpected. This is how our economists
describe the continuation of this year’s sluggish economic recovery in the year
ahead in our Outlook 2011. We are still climbing out of the deepest recession
since the 1930s. While the world economic activity picked up somewhat last
year, the recovery is far from robust and the prospect of fully returning to
global prosperity is still a long way off.

Let’s start with the home front. After shrinking by an eye watering 4% in 2009,
the Dutch economy was able to regain a solid footing in 2010. The Netherlands
benefited from the pick-up in world trade and the economy is expected to
grow by 1¾% in 2010. Our economists forecast average GDP growth to be
around 1½% in the coming years. Growth in the Netherlands will, therefore,
be slightly more moderate than in 2010 and much more moderate than what
the country had become accustomed to before the global financial crisis.

There are several reasons why economic growth is slowing down. First, the
global recovery is losing steam. This has an immediate impact on the Netherlands in light of its open economy. On top of that, the Dutch government will
carry out massive austerity measures in the years ahead and the uncertainties
concerning consumer confidence and, consequently, also consumer spending
will persist in 2011.
Consumers in the rest of Europe and the United States are also not fully participating in the recovery. So we cannot expect them to thrust the global economy
forward in 2011. The same applies to a lesser degree to the business community. The necessary fiscal belt-tightening measures being conducted by highly
indebted governments and the uncomfortably high unemployment rates in
many countries do not create a very stimulating business climate. This makes
it hardly surprising that businesses will again take an extremely conservative
approach to their investment plans in the coming year.

The deeper underlying problem is, however, that after three years of financial
crisis, the large and undesirable global and European imbalances remain
intact. The US current account deficit remains huge and is once again widening,
while China is artificially keeping the value of its currency low. Meanwhile, the
main central banks are maintaining their extremely accommodative monetary
policy by keeping policy rates ultra low and cranking up the money printing
presses. Sadly, these measures are no longer expected to produce meaningful
4
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effects. This is why in our Outlook 2011 we are calling for a genuinely sustainable
solution to the global imbalances. This can be achieved if weak consumer spending
in current account deficit countries will be compensated by stronger consumer
spending in current account surplus countries. This global rebalancing act could
reduce both unemployment and government debt in the advanced economies to
more acceptable levels, while at the same time reducing the risk of deflation. What’s
more, current account surplus countries will benefit themselves from more sustainable growth that is also less vulnerable to adverse external shocks.

Numerous G20 summits will, however, come and go before a start can be made on
implementing this solution. This is unfortunate because the time is now ripe for
structural reforms. Doing nothing and hoping for a return to past growth rates is
unrealistic. The credit crisis has made it painfully clear where the global and
European bottlenecks are located. Forceful measures need to be introduced if we
wish to avert another global crisis in the future. This necessity has been underscored
by the recent outbreak of the European sovereign debt crisis. I sincerely hope, therefore, that politicians both in the deficit countries and also in the surplus countries
will take the much-needed measures. I hope you enjoy reading this piece and are
inspired by our visions for next year. Wish you all much health, happiness and success
in 2011.
Piet Moerland
Chairman of the Executive Board
Rabobank Nederland
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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.

12
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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
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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

3

% eurozone GDP

% eurozone GDP

3

2

2

1

1

0

0

-1

-1

-2

-2

Current account balance,
Cyprus from 1999, Belgium/Luxembourg from 2002

-3

-3
96 97 98 99 00 01 02 03 04 05 06 07 08 09 10
DE
IT
IE

NL
FR
SI SK CY MT

Source: Reuters EcoWin

20

Rabobank Outlook 2011 Slow recovery no surprise

BE LU FI AT
GR

ES
PT

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
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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
USD bn

USD bn

600

600

Current account balance

400

400

200

200

0

0

-200

-200

-400

-400

-600

-600

-800

-800

-1000

-1000
82 84 86 88 90 92 94 96 98 00 02 04 06 08
China

Source: Reuters EcoWin

32

Rabobank Outlook 2011 Slow recovery no surprise

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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The Netherlands:
becoming accustomed
to a lower growth
path
2010 has been a year of picking up the pieces. The economy is
emerging from a deep recession. After an economic contraction of
almost 4% in 2009, real GDP is expected to increase by an average
of 1¾% in 2010. This is not enough to bring production back to
pre-crisis levels. The Dutch economy has benefited in 2010 from
export growth and from the government stimulus memasures. For
the time being, consumers remain cautious, while on the
investment front, activity is limited. For the coming years, real GDP
growth - which is expected to average 1½% - will be lower than in
2010. Factors to blame include the levelling off of world trade
growth and the austerity measures implemented by the
government. Because the proposed cuts will also affect consumer
spending, a resurgence of growth is not expected during the
2012-2016 period.
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Economic recovery losing momentum
In the wake of the flattening growth in world trade, the economic recovery in the
Netherlands likewise entered a soft patch after the second quarter. While second
quarter growth in 2010 was up 0.9% on the previous quarter, the economy contracted
by 0.1% on a quarterly basis in the third quarter (figure 29). However, this contraction does not mean that we are about to enter a new recession. Recovery after a
financial crisis typically progresses in fits and starts. The quarter-on-quarter negative
growth is largely due to companies having reduced their investment in inventories.
Inventories had first been sharply run down during the crisis. This was followed by
a period of inventory rebuilding during the first half of 2010, creating a positive
stimulus for demand and boosting economic growth. Without the effect of inventory
rebuilding, the growth figures for the second and third quarters would have looked
quite different (figure 29). In the third quarter, the volume of GDP would have increased by almost 2% on the second quarter whereas there would have been almost no
GDP increase in the second quarter.
Figure 29: Economic recovery slows
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The ordinary person will not really be aware of the negative inventory effect in the
third quarter. In fact, consumers spent more in the third quarter, particularly on
durable consumer goods, such as cars and electronics. Thus the volume of consumption grew by 0.1% compared to the second quarter. By contrast, corporate investment was down by over 2%, on the previous quarter, while it had increased significantly in the second quarter.

The slackening growth in the second half of 2010 had been forecast by the Rabobank
economic growth indicator on the basis of leading indicators such as lending,
consumer confidence, long-term interest rates, industrial orders and the German
IFO index (figure 30). For the coming months, the indicator points to a further
slowdown in the economic recovery, forecasting that by the end of 2010, economic
growth in the Netherlands will be below trend and will remain at that level in 2011.
It is estimated that real GDP growth in 2011 will average at 1½%, lower than the
average for 2010 (1¾%).

The economic contraction in the third quarter has heightened anxiety about the
dreaded double dip. In keeping with the economic definition of a recession, we
already have one foot in a second recession, as evidenced by one quarter of negative
growth. Two such quarters in succession would meet the criteria for the definition of
a recession. However, it must be said, that with growth percentages around the zero
mark, there is little difference between a percentage marginally above or marginally
below that level. It also means that the likelihood of another quarter of negative
q-o-q growth is slim. In any case, our base case is for modest, but positive quarterly
growth.  

The scars from the Great Recession will also remain visible in the years after 2011.
Globally, governments are battling with large budget deficits, and the resulting costcutting measures are making consumers feel the pinch, thus dampening the volume
Figure 30: Economic growth indicator shows slowdown
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Box 5: Fewer people, less growth

The Great Recession of 2009 has left its mark, even long after a
return to growth. During the year of the crisis, the economy
ground to an abrupt halt, but the rise in unemployment was
limited. This resulted in a sharp decline in labour productivity
(figure 31). Production was considerably lower, yet there were
still lots of people at work. Because the economy is now
recovering and unemployment appears to be stabilising at the
current level, labour productivity is improving again. However,
productivity growth remains low, and the low level of investment is one of the reasons for this. In recent years, technological innovation brought about a substantial increase in labour
productivity. In some cases, this was the fruit of sizeable
investment.

The increase in labour productivity is one of the factors that
determine how much the Netherlands as a country can
produce in the future: potential growth. Another determining
factor is the size of the (potential) workforce. If all other factors
remain unchanged - such as workforce participation level then growth of the workforce numbers will slow due to
population ageing and will even decline in the future. Together
with a limited rise in labour productivity, this means that

future potential growth will be lower than the rate we have
been accustomed to. However, this is not to say that there will
be less affluence per person in the future, since the population
will also be shrinking in the longer term. However, the pace of
economic growth in general will be reduced.
Figure 31: Contribution of employment and labour
productivity to GDP growth
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of world trade. After a severe contraction of average investment spending in 2009
and 2010, little pent-up growth is expected for 2011 and beyond. Consequently, it
will take quite some time before the ground lost in 2009 and 2010 has been made up
(see also box 5). Average annual growth in the Dutch economy for the period 2012 to
2016 is expected to be much lower than in pre-crisis years, and is estimated to
average 1½%.

Trade motor gears down a notch
Since the second half of 2009, exports have been the driving force of the economic
recovery. The volume of exports increased by over 10% during the first half of this
year compared to a year earlier, thanks to a global rise in demand. Dutch exporters
also profited from the decline of the euro relative to the currencies of their trade
partners. In the first six months of this year, the real effective  exchange rate (corrected
for inflation differences) declined by over 6%, after which it rose again slightly
(figure 32). During the coming period, the pace of world trade growth is expected to
slacken, which will push down the growth of exports. Nonetheless export volume
growth will be strong in 2010, and is expected to reach 9½% compared to 2009. In
2011 the increase is expected to be lower, averaging some 4¾%. Imports also rose
strongly this year. Owing to inventory rebuilding in the first half of the year and the
sharp rise in the re-exporting business, the rise in import volumes is expected to
average 10% for 2010. In 2011 import volume growth will be a lot slower, and will
Outlook 2011

39

be below that of exports, at 3¾%. This puts the growth of imports and exports at
slightly below the long-term average. There will be little change in this scenario for
the period 2012-2016. During these years, real exports are expected to show average
annual growth of around 4½%, while import volumes will increase at the slightly
lower rate of 4%.

Little reason for new investment
On the back of growing world demand since the spring of 2009, industrial output
was cranked up again. Machinery that had been switched off during the recession
was turned on again to meet the growing demand. Yet a large proportion of production capacity remains unused (figure 33). In September a little over 80% of the
available production capacity in the industrial sector was in use; while this was a
major improvement on the level of April 2009 (75%), it is still below the long term
average. Consequently there is little need for investment in expansion. This situation
is further exacerbated by the slackening pace of world trade growth and the cautious
attitude of consumers (see below). This means the outlook for future production is
only moderately positive. Despite a favourable investment climate (with relatively
low interest rates), the volume of investment in 2010 will decline further by an
average of 5% compared to last year. In 2011 the investment volume is expected to
grow by 2¾% on average. And with an average projected annual growth of 3¾% in
the period 2012-2016, the level of investment by 2016 will still be far from that
attained before the crisis.
Cabinet takes a step in the right direction
The recession has thrown the government finances off balance; but even without the
crisis, the state of government finances would not have been sustainable in the long
term. Because of population ageing and increased life expectancy, some public

Figure 32: Cheaper euro drives exports

Figure 33: Capacity utilisation remains low

index

index

110

110

105

105

100

100
95

95
index, 2005=100

90

90

85

85
00

02

04

real effective exchange rate

06

08

nominal effective exchange rate

Source: BIS

40

10

Rabobank Outlook 2011 Slow recovery no surprise

86

%

%

15

84

10

82

5

80

0

78

-5

76

-10

74

-15

72

-20

70

-25
05

06

07

08

09

10

capacity utilisation (l)
business investment (year-on-year change, r)

Source: Statistics Netherlands (CBS)

services in their current form were destined to become unaffordable in the future.
Financial consolidation is therefore necessary, particularly for solidarity between
the generations.

This message has also hit home in The Hague. The budget that was presented by the
outgoing government, as well as the coalition agreement signed by the new cabinet
show that government spending will be curbed during the coming years. For the
period 2011-2015 a planned €18 billion will be saved. The main cutbacks will be
made in public administration (€ 2.5 billion), social security (€ 4.3 billion) and international cooperation (€ 1.9 bn) (figure 34). The proposed savings are expected to
reduce the government’s budget deficit from 6% of GDP in 2010 to ¾% GDP by late
2016. And government debt during the same period is to be reduced from 66% to
65% GDP, as a result of an increase in GDP. On the other hand, the question remains
as to whether the cabinet will indeed succeed in implementing the planned costcutting measures during the coming period of government. As a rule, cutbacks
deliver less savings than initially hoped for. Previous governments have tried for
instance to reduce the number of civil servants; however, they have often been
unsuccessful or only partly successful in their attempts. With regard to EU contributions, these can only be reduced if the other member states are in agreement, which
is very questionable. On the other hand, the repayment of support to the banks has
not been factored in; assuming the banks can repay the loans, this could reduce the
state debt more than has been allowed for in the above five-year plan.

Figure 34: Austerity measures 2015 (2010 prices, bn euros)
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In order to address the ageing problem, the pensionable age will be raised to 66
years from 1 January 2020. However, this measure will not be sufficient. The age for
pension entitlement should be raised to 67, and sooner than 2020. It should also be
linked as soon as possible to the remaining life expectancy after retirement. If not,
future generations will be saddled with a major financial burden. The government is
also trying to cut spending on health care; however, on balance, the net result is more
rather than less spending. While the axe is applied to curative care, spending on
elderly care continues to rise. Because of population ageing this situation is likely to
be exacerbated in the future. In the long term, the challenges facing the government
remain as large as ever.

The growth of real GDP will be dampened by the effects of the proposed austerity
measures contained in the coalition agreement. This is mainly because consumption
will be lower on account of increased unemployment (see below) and higher taxes,
compared to a scenario without these measures. According to an analysis by the
Netherlands Bureau for Economic Policy Analysis (CPB), the proposed measures will
lead to a decline in purchasing power by an annual average of ½%-point in the
period 2011-2015.

Consumers continue to fill their piggy banks
In spite of the government’s proposed cost-cutting plans, Dutch consumers have
gained more confidence in the future. Consumer confidence rose in November  to -6,
the highest level since January 2010 (figure 35). The number of people who are
optimistic about the future economic situation is larger than the number of people  
who are pessimistic; however, a small majority is still pessimistic about their own
future financial situation. The improved confidence may partly be due to the removal
of uncertainty about the government’s plans. On the other hand, new uncertainties
have recently emerged concerning the level of future pension payments. Currently,
some pension funds are raising their premiums and/or are omitting indexation. If
this proves inadequate to meet payment obligations, then a reduction of pension
payments may be the next step. Uncertainty in this regard may have a negative
impact on confidence during the coming period.   
For several successive months, consumers have been spending more than in the
same period last year. In September, the volume of private consumption rose by 1.5%
year-on-year. The increase in spending on durable consumer goods was particularly
marked (5.6%). For the year as a whole, we expect to see a slight rise in real consumer
spending of ¼%. This means  that consumers have not yet abandoned their cautious
stance. On the contrary, in fact, since the start of the crisis, there has been an increase
in the individual savings rate (disposable income minus consumer spending). In
other words, consumers are saving a larger share of their disposable income. Accordingly, our forecast for the medium term is only moderately positive. For the period
2012-2016 we envisage an annual increase in the volume of consumption of ¾%.
The necessary cost-cutting measures to be implemented in the years ahead will keep
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a lid on the individual savings rate as well as consumer spending. Various extra taxes
and charges will reduce the disposable income of certain groups. Moreover, there  
will be a negative knock-on effect from the jobs lost due to government cutbacks (see
below), which will likely affect consumers.  

The labour market continues to surprise
There was more good news from the labour market in the third quarter. The seasonally adjusted unemployment rate fell from 5.5% in July to 5.2% in October (figure
36). Although the decline in unemployment by 2,000 persons in October was less
marked than in the previous  months (which had averaged a drop of 6,000 persons),
this was positive news nonetheless. This is because the workforce rose by 47,000
persons, while it had declined by an average of 2,000 in the preceding months.
Newcomers to the labour market were mainly among younger and older age groups.
The unemployment rate for 2010 is expected to pan out at 5½% and will decline to
5¼% in 2011.

In the medium and short term, the government’s austerity programme is expected to
lead to a drop in employment. Although jobs will be created in the area of care for the
elderly and the handicapped as well as with the police force, many jobs will be lost
through cuts in the civil service and government apparatus at national, provincial
and regional level. There will also be a cap on jobs in social programmes such as
sheltered workshops. On balance, the number of (semi-)state employees will be
drastically cut. Since there will be a considerable time lag in implementing the
reforms, the decline in employment in the government sector will likely be concentrated in the later years of the cabinet period. However, it is not only state employees
who will feel the effects of these measures. The cutbacks will also impact on demand
for goods and services, which means employment in the private sector can also be

Figure 35: Consumers more confident
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Figure 36: Unemployment continues to drop
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expected to decline. At the same time, however, the labour supply will dwindle in the
medium and short term due to population ageing.  Accordingly, there will be a drop
in the potential workforce, as many baby boomers reach retirement age during the
coming years. OECD data predict that the ratio of people aged 65+ to those aged 15
to 65 will rise from 29.3% in 2010 to 34.8% in 2015. This could lead to a labour
shortage, particularly in the government and education sectors. For the period
2012-2016 we envisage an average unemployment rate of 5½%.

Inflation low but above zero
In October consumer prices were up 1.6% year-on-year (figure 37). Inflation has
been hovering around this percentage since July, when it jumped from 0.8% to 1.6%,
mainly on the back of the half-yearly adjustment of energy and gas prices. Core inflation (which excludes food and energy) was around 1% in October. This low number
reflects the current economic situation in which real output is lower than potential
output, with little opportunity for producers to raise prices. For 2010 and 2011 as a
whole, inflation is expected to average at 1¼%. For the period 2012-2016 we anticipate a moderate rise in the average price level of around 1½%.

House prices to come down slightly next year
After falling for six successive quarters, house prices in the Netherlands rebounded
somewhat during the course of 2010. According to the existing homes price index of
the CBS/Land Registry, house prices rose on a quarterly basis during the second and
third quarters of this year by 0.3% and 0.1% respectively. Nonetheless, the average
price level during the first nine months of this year was still 2.3% below that of last
year, and some 6% below the peak in the third quarter of 2008. We expect prices to
stabilise in the remainder of 2010. However, on an annual basis, there will be a drop
of 2% as a result of the still declining prices in late 2009 and early 2010.
Figure 37: Inflation remains tempered

Figure 38: Houses slower to sell
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It should be borne in mind that the current price developments are based on a historically low number of transactions. Disappointing house sales are the result of
negative market sentiment, which can be blamed on uncertainty about government
policy and economic developments. Currently, the number of sales is stabilising
around a 12-month average of 130,000 - 40% below of the peak of mid-2006.
Measured halfway through the third quarter of 2010, houses were on the market for
an average of 243 days, which is a little over eight months. Of those houses, 12%
were for sale for at least a year, which is double the duration of a year earlier (figure
38).
The number of houses on the market has increased by some 44% since the third
quarter of 2008 to nearly 181,000 houses in October this year. Furthermore, the
years ahead will be characterised by cutbacks and tax increases, which will erode the
disposable income of households. This means many house vendors will be forced to
reduce the selling price, in order to maximise their chances of making a sale.  Accordingly, house prices can be expected to drop slightly by an average of 1% in 2011. But
if it wasn’t for the low interest rates and stabilising unemployment, prices might
have dropped further. However, (pent-up) demand for houses will push up the sales
numbers next year, helped by the new cabinet’s proposals to leave the mortgage
relief facility unchanged. This (pent-up) demand may possibly give the consumption
of durable goods a temporary boost. Beyond 2011 we are likely to see a slight rise in
house prices as a result.  
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In conclusion
After the freefall of early 2009, the Dutch economy now finds itself on firmer ground,
with prospects looking fairly good. The government deficit is smaller than that of
many other countries; unemployment is the lowest in the eurozone, and in keeping
with tradition, the balance of payments is in excellent health. However, this does not
mean that we can rest on our laurels. Structural reforms are needed to consolidate
this position, in order to ensure that social security remains affordable in the future,
and does not encumber future generations. The ground on which the Dutch economy
has landed remains strewn with pitfalls, which hamper a convincing recovery. The
global recovery is softening, the Dutch government is planning cutbacks, and the
general uncertainty is making consumers cautious. As a result, economic growth is
likely to slow in 2011, and to remain lower than usual in the years to follow. This
lower growth rate may well become part of a new reality. The contracting workforce
which results from ageing will soon lead to tightness in the labour market, resulting
in a lower growth potential. This lower growth rate, while in sharp contrast to the
years of the boom, will be more sustainable. In the years 2004-2008 real GDP grew
by an average of almost 3% year-on-year, with the economy in overdrive. The
expected average growth rate of 1½% in the period 2012-2016 is much closer to a
sustainable growth path.
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Table 5: The Netherlands, key data
Year-on-year % change

2009

2010

2011

2012-2016

Gross domestic product

-3.9

1¾

1½

1½

Private investment

-16.5

Private consumption

Government expenditures

Exports of goods and services

Imports of goods and services

Consumer price index

Unemployment (% labour force)

Government budget (% GDP)

Government debt (% GDP)

Current account balance (% GDP)

House prices
* end 2016

-2.5
3.7

-7.9

-8.5
1.2

¼

½
-5

9½
10

1¼

4.9

5½

3.4

5½

-5.4

60.8
-3.3

-6

65
-2

½
¾

2¾

¾
0

3¾

4¾

4½

1¼

1½

3¾

5¼

4

5½

-4

-¾*

-1

1¾

66

6½

65*
7

Source: Statistics Netherlands (CBS), Rabobank

  1. See: Analyse economische effecten financieel kader, Netherlands Bureau for Economic Policy
Analysis (CPB), 27 September 2010 (only available in Dutch).
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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’
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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
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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).
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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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Forecast Table
Key figures
		 Real GDP growth (%)			

2009

2010

2011

World

-0.6

4¾

4¼

Japan

-5.2

3¼

United States

-2.6

Eurozone

-4.1

China

9.1

United Kingdom

-5.0

Netherlands

-3.9

Rates

29/11/2010

2¾

2

1¾

1½

1¾

1½

10

Q4-10

6.0

-0.3
0.3

1¾

-1.4

1½

1.2

8¾

1¾

2009

-0.7
2.2

Q1-11

Inflation (%)			 Unemployment (%)

2010

2011

2¼

3¼

1½

1¼

1½

1½

3¼

2¼

-¾
3

-

9.3

9.4

½

5.1

1¼

4.9

2½

1¼

2009

Q2-11

-

7.7

Q3-11

2010
-

9¾
10

2011
-

9¼
10

5

4½

5½

5¼

-

8

-

8¼

Q4-11

United States						
Fed funds

0.25

3-month Libor

0.29

2-year swap

0.78

10-year swap

3.03

0.25

0.30

0.75

3.00

0.25

0.32

0.85

3.10

0.25

0.34

1.05

3.30

0.25

0.35

1.30

3.45

Eurozone						
ECB refi

1.00

3-month Euribor

1.03

2-year swap

1.59

1.00

1.05

1.60

1.00

1.10

1.70

1.00

1.10

1.75

1.00

1.40

1.85

0.25

0.60

1.45

3.60
1.25

1.70

2.10

10-year swap

3.08

3.05

3.00

3.20

3.35

3.45

Overnight

0.10

0.10

0.10

0.10

0.10

0.10

Japan						
3-month interbank

0.19

2-year swap

0.41

0.30

0.40

0.35

0.45

0.40

0.50

0.40

0.55

0.40

0.60

10-year swap

1.25

1.20

1.25

1.35

1.40

1.50

Base rate

0.50

0.50

0.50

0.50

0.50

0.75

United Kingdom						
3-month Libor

0.74

2-year swap

1.40

10-year swap

0.75

1.30

0.75

1.40

0.80

1.50

0.95

1.70

1.10

2.00

3.47

3.35

3.30

3.50

3.70

3.50

29/11/2010

Q4-10

Q1-11

Q2-11

Q3-11

Q4-11

1.32

1.35

1.40

1.45

1.50

1.52

Exchange rates
EUR / USD

EUR / JPY

EUR / GBP

USD / CNY

110.95
0.85

6.66

112.00
0.84

6.63

116.00
0.83

6.60

121.80
0.82

6.40

129.00
0.80

6.35

133.80
0.80

6.30

Source: Reuters EcoWin, Rabobank
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