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As the fog lifts over the global economy, a recovery is clearly under way. Strong economic
growth is evident in such disparate places as China, the United States, Brazil, Australia,
and India. Other markets are growing more slowly, but there is no significant economy
on earth that remains clearly in recession. Yet as good news envelopes the globe, new
fears emerge. Troubles in Greece raise questions about the future of the euro. Seemingly
unsustainable levels of government borrowing raise fears of higher interest rates, while
unusually expansive monetary policy raises fears of inflation. Indeed several central banks
have already begun the process of retrenchment. Meanwhile questions linger as to the
health and stability of the global financial system.
In this edition of the Global Economic Outlook, our economists survey the world and
offer insights about the durability of recovery and the remaining risks in the world’s major
markets. They also tackle questions about the euro and the market for commodities.
First, Elisabeth Denison tackles the main issue confronting Europe: that of the euro. While
some analysts have seen the crisis in Greece as evidence that the euro experiment cannot
endure, Elisabeth opines that the euro will indeed survive. Moreover, she suggests that
the end result could be reforms that will strengthen the common currency. She also says
that the recent decline in the value of the euro, rather than a cause for concern, is actually
good for the Eurozone economy.
In our second topical article, Ian Stewart looks at the global market for commodities. He
provides an analysis of the causes of the large rise in commodity prices and suggests that
“the bull run in commodities has farther to run." He also notes, however, that high prices
will ultimately boost investment in commodity supply as well as suppress demand. Thus,
the high prices today set the stage for lower prices in the future. Still, prices will likely rise
further before such forces kick in.
In our third article, I provide an analysis of the outlook for the U.S. economy. Although the
recovery appears to be strong, there is much debate about its sustainability and strength.
In the article, I review the principal arguments for and against a strong recovery and, ultimately, fall narrowly on the side of strong growth with modest inflation.
Elisabeth Denison then offers her view on the outlook for the Eurozone. She notes that,
unlike economic analyses of the United States, her analysis necessarily entails looking
at the differences between the performances and outlooks for differing regions. The
“core” countries such as Germany and France have very different prospects and issues
than “fringe” nations such as Greece and Portugal. In this article, she highlights those
differences and discusses what they mean for the future of the Eurozone and the global
economy.

Executive summary

Then, Ian Stewart offers a relatively pessimistic view of the
Japanese economy. After a dismal recession, Japan initially
appears to be experiencing a strong performance. Yet Ian
demonstrates that, outside of the export sector, there is
little good news. Moreover, policy is no longer providing
a boost to the domestic side of the economy. Meanwhile,
there are problems threatening the health of the important
export sector. Thus, Ian concludes that the outlook for
Japan is not terribly good.
Ian then offers his assessment of his home country: the
United Kingdom. He notes that, although a recovery is
under way, there are good reasons to doubt its sustainability and strength. More importantly, Ian focuses on the
massive public sector deficit and its implications for future
U.K. economic performance. He makes a strong case that
failure to engage in fiscal consolidation could have serious
negative consequences. While many are pessimistic about
the political will to do this, Ian notes that neighboring
Ireland has seen recent success in reducing its deficit.
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Next, I discuss the outlook for China. The world’s second
largest economy is set to experience strong economic
growth in 2010 following a successful policy response to
the global recession. Now, China is in the process of tightening monetary policy as part of a larger effort to unwind
unsustainable policies. Yet China still faces a number of
serious risks including inflation and asset price bubbles.
Longer term, China faces the daunting task of shifting
growth away from export dependence toward domestic
demand.

Next, I tackle the outlook for India. The world’s second
most populous nation is on target for strong growth in
2010. Longer term, the outlook remains positive given the
policy mix. While problems remain, India is likely headed
for an extended period of relatively strong economic
growth.
Finally, Elisabeth then examines the outlook for Russia. She
notes that Russia had a beneficial policy response to a very
deep recession. This, combined with a revival in energy
prices, has put Russia on a path toward strong growth
this year. However, Elisabeth notes that the longer-term
outlook is fraught with risk. The economy will need to be
substantially diversified if Russia is to achieve a semblance
of stability.
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The future

The case for
The financial crisis not only
laid open the fault lines of the
global economy, it also put to
test one of the world’s most
ambitious economic
cooperation projects: the euro.
The debt crisis that is
engulfing Greece and other
“fringe” nations of the
Eurozone has led many
long-term pundits to predict
the end of the common
currency area. Yet there are
many reasons why this is
unlikely to happen. The
following argument lays out
the case that the outcome of
the current crisis could
actually be a stronger union.
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of the euro:

coming out stronger
Why the union won’t break up
Since its inception in 1999, the euro has quickly gained
in global acceptance. It is now the world’s second largest
reserve currency, making up approximately a third of
central banks’ international currency reserves (see figure
1). Without the euro, the region would be a melting pot
of small- to medium-sized economies with a splattering
of obscure currencies playing little to no role on the
international scene — which would be dominated by the
U.S. dollar.
Doomsayers’ predictions of the death of the euro underestimate the political will still attached to this project, both in
Western European countries and in many aspiring Eastern
neighbor states. Businesses, too, have become used to the
euro and have benefitted greatly from its existence (both
inside and outside the Eurozone). Even the general population of about 325 million Europeans would — if it came
down to a “keep it or ditch it” vote — most likely opt for
maintaining the euro. Thinking about the conveniences of
everyday life and travel, who would want to go back to 16
individual currencies?
It is also fair to say that the global financial crisis would
have probably looked a lot worse if there had not been
coordinated action by the world’s most important central
banks, including the ECB. The response of the then 15
individual central banks in Europe (if a response would
have been possible to coordinate at all) could not have had
the same impact. The union has proven its value; now it
must face up to its first major stress-test.

Figure 1: Composition of allocated international currency
reserves (2008)
Yen
Pound 3%
4%

Other
2%

Euro
27%

Dollar
64%

Source: IMF Statistics Department COFER database and
International Financial Statistics

Short of optimal — but no way out
It is true that some member states never truly fit the bill
of a “Common Currency Area” to begin with, and hopes
of their convergence after the fact (critics called this
putting the cart before the horse) don’t seem to have been
fulfilled. Still, the euro has been created and it will persist.
A credit analyst at the Royal Bank of Canada recently put
it this way: “Joining the euro is like frying an egg: once it's
fried you can't put it back in the shell.”1 Even Nobel Prizewinning economist Paul Krugman (not one of the euro’s
greatest fans) agrees: “On balance, I still consider it the
wrong move, but in a way that’s irrelevant: it happened,
it’s not reversible, so Europe now has to find a way to
make it work.”2
1 “Euro’s Unity Bid Hits Fine Print in Greek Debt Drama,” Bloomberg,
February 19, 2010.
2 “Eurozone Grappling With Currency Uncertainty,” The Epoch Times,
March 2, 2010.
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The ECB’s review concludes that “a
negotiated withdrawal from the EU would
not be legally impossible,” although
“unilateral withdrawal would undoubtedly
be legally controversial.”
If the discussion is not about a possible breakup of the
EMU, what about a shrinkage of the common currency
area? Will Greece — and, in some scenarios, other nations
too — have to leave the union? The answer is most likely
no. There is neither a strong case nor legal precedent for
(1) the euro community expelling prodigal states or (2) the
affected nations leaving the union of their own accord.
Let’s look at each in turn.
(1) Expulsion
When the euro was created, the founding contracts made
no explicit mention of an exit mechanism — probably
for good reason. A recent legal review by the ECB3 puts
it this way: “A Member State’s expulsion, whether from
the EU or from EMU, […] may be possible in practical
terms — even if only indirectly, in the absence of an
explicit Treaty mechanism — but expulsion from either
the EU or EMU would be so challenging, conceptually,
legally and practically, that its likelihood is close to zero.”
Expelling an EMU member would also likely have disruptive
consequences for other euro countries. Nations considered
by the financial markets to be under similar strain —
including Spain, Ireland, Italy, and Portugal — might
find it more difficult and expensive to borrow. And if the
problems spread far enough, even countries at the core
could be adversely affected as more and more of their
closest export markets falter.
(2) Voluntary exit
That Greece — or any other affected nation — would
voluntarily give up the euro to go back to its old currency
is an even unlikelier scenario. A return to a nation’s old
legal tender would severely hurt confidence; interest rates
would probably rise even higher, increasing the fiscal deficit
further and possibly bankrupting the country. Devaluation
would, if anything, be of only temporary help, since the
export sectors of the affected countries are relatively small.
At the same time, purchasing power of residents will be
hurt — Greece imports about one and a half times as

3 “Withdrawal and Expulsion from the EU and EMU,” ECB Legal
Working Paper Series, No. 10, 2009.
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much as it exports. Faced with an uncertain currency
outlook, local businesses (and residents) will likely want
to keep hold of “hard” euros for safety, and foreign
businesses will demand to transact in euros — de facto
creating a shadow “euro” economy. This could pose
potentially severe risks to the local banking system
(remember Argentina?).
In addition, there are serious legal considerations. The
ECB’s review concludes that “a negotiated withdrawal
from the EU would not be legally impossible,” although
“unilateral withdrawal would undoubtedly be legally
controversial.” A negotiated exit is always a possibility of
course (if both sides agree, the contract can be changed),
but, importantly, the ECB notes that “a Member State’s
exit from EMU, without a parallel withdrawal from the
EU, would be legally inconceivable.” That means, for a
Eurozone member nation to give up the euro, it would
also have to leave the EU. For the countries in question,
that would severely damage their economic prospects —
not to mention the almost impossible task of re-creating
the complex web of legal, administrative, and physical
infrastructure relating to the no longer free flow of goods,
services, people, and capital across borders.
The conclusion is that considering the costs involved,
neither an expulsion nor a withdrawal from the monetary
union are very likely scenarios. So what will happen? After
the immediate danger is past, thanks to the solidarity of
stronger EMU members, affected nations will have to
see through long-overdue structural reforms, the EMU
will have to rethink its Growth and Stability Pact, and
new structures will have to be put in place to ensure
transparency and compliance. This will be a long and
winding road, but in the end the union will stronger for it.
What will have to change?
1. Rules of the Growth and Stability Pact
When the euro was created, the 11 founding nations
agreed under the Growth and Stability Pact that
government debt may not exceed 60 percent of GDP
and government spending may not be above 3 percent
of GDP. One problem is that these provisions were too
inflexible to begin with — even Germany and France were
in violation and ran "excessive" deficits under the pact’s
definition for some years. Although the rules were eased
in 2005 (the behavior of the cyclically adjusted budget
and other factors have to be taken into account before
applying sanctions), in effect, the deficit and debt limits
would probably need to be applied over a longer period
(a full economic cycle) rather than on an annual basis.
Also, the rules should include a provision on the existence
of a credible long-term strategy.
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2. Transparency
Another issue is transparency — apparently some nations
did not achieve the required deficit to GDP ratio of 3
percent even in the founding stage of the union. A major
source of help here will be the strengthening of the central
statistical authority of Eurostat, which currently greatly
lacks any enforcement power when it comes to the quality
of data made available from member states — it raised
doubts about the validity of Greece’s numbers as early as
2003. Of course, a statistical authority will not be able to
thwart a conscious effort by a state to falsify its books, but
it could set tighter rules and demand supporting evidence.
This would provide a basis for possible injunctions and
strengthen public trust in “official” numbers.
3. Enforcement
By far the biggest problem of the EMU, however, is its
enforcement. Larger countries have not been punished
for violating the Growth and Stability Pact in the past
because of their influence and relatively greater resistance
to verbal punishment (their electorates tend to be less
concerned about their reputation in the union and less
committed to the euro than comparatively smaller states).
The lack of sanctions for large countries made it more
difficult to punish smaller nations in violation of the pact.
And even if “punishment” is decided, there is currently
no mechanism of enforcing the sanctions. One outflow
of the crisis will have to be a firm and transparent process
of dealing with member states’ compliance with the rules
of the Growth and Stability Pact — which itself has to be
updated to become more feasible and take into account
long-term developments.

downgrade of Greece by the ratings agencies could
jeopardize this arrangement, but the rules would then
likely be amended as part of a European rescue package.
5. Structural reforms in member nations
First and foremost, however, affected member states will
have to straighten their books and change their behavior.
With non-compliance of membership rules threatening
the whole community, countries are starting to engage
in long-overdue fiscal and structural reforms, either out
of a moral sense of responsibility or — more likely —
persuasive peer pressure. Improving the quality of public
finances is an important step, and tax reforms can be
designed so as to foster growth and minimize distortions
by simplifying the rules and broadening the tax bases
(including eliminating loopholes). There are many more
areas in which countries can improve performance on both
the expenditure and the income sides. Usually, help with
(and surveillance of) pushing along these reforms comes
as part of a rescue package — often by the IMF, but in the
current case mainly from within EU institutions.
Future prospects
As long as there is speculation about a possible credit
event in Europe — even if remote — the euro is likely
to be under pressure. In truth though, core nations (first
among them Germany and France) are probably not all
that sad about some depreciation of the euro after its
almost 50 percent rise over the past decade. In the long
term, the common currency is likely to prevail and even be
strengthened by reformed rules and governance. It might
not be an “optimum” currency area in the academic sense
of the definition, but it looks to be here to stay.

4. Fiscal coordination
In addition, although it won’t happen quickly, the crisis
is likely to push the development of a central fiscal
authority for the euro further along. A first step might be
the issuance of bonds by less credit-worthy nations with
guarantees by better-off neighbors — although probably
tied to very strict conditions on how the money may be
used. In the longer term, closer fiscal cooperation could
be helped along by the creation of a central bond-issuing
entity with funds to distribute to member nations; maybe
the charter of the European Bank for Reconstruction and
Development (EBRD) could be extended for this purpose.
In the meantime, Greece is still getting back-door help
from the ECB, which lets Eurozone banks post lowerrated sovereign debt as collateral for liquidity. A further

References and Research Sources:
"EMU@10: Successes and Challenges after 10 years of Economic and Monetary Union,” EC, 2008.
“Withdrawal and Expulsion from the EU and EMU,” ECB Legal Working Paper Series, No. 10, December 2009.
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• Commodity prices
have soared in the
last ten years, driven
by strong emerging
market demand and
past underinvestment in
capacity.
• High prices are likely,
in time, to attract
investment and
weaken demand for
commodities, as they
have in the past.
• But getting supply and
demand back into kilter
could take years. With
the global economy
starting to grow, it looks
as if the bull run in
commodities has farther
to run.

5

Why do
commodities
keep booming?
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The last ten years have witnessed a global boom in
commodity prices. The Goldman Sachs commodity index
has risen over 170 percent in the last 10 years, giving
investors far more than they would have received from
equities in the industrialized world (see figure 1). There has
been much talk of a “commodity supercycle,” one in which
commodity prices rise over an extended period.
Figure 1: Goldman Sachs commodity index

The Goldman Sachs commodity index has
risen over 170 percent in the last 10 years,
giving investors far more than they would
have received from equities in the
industrialized world.
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Today, despite concerns about a sluggish global recovery
or even a “double dip” in growth, commodities — metals,
agricultural products, and energy — are a favored asset
class with institutional fund managers. A big part of this
enthusiasm rests on the notion that commodities will
continue to benefit from a surging demand from the
world’s emerging economies such as China and India.
The rise of these nations has fundamentally shifted the
balance of the global economy. Since 2007, emerging
economies have been responsible for over 50 percent of
global growth. This is likely to rise to more than 60 percent

of global growth over the next 5–10 years. Population
growth, and a burgeoning middle class, is fuelling demand
in emerging markets for Western-style goods, services, and
foods. Last year, for instance, 13 million cars were sold in
China, making it the world’s largest car market. India and
China and other emerging economies are developing their
infrastructure on a vast scale, upgrading roads, airports,
and public transport, in a process that requires huge
capital investment and massive inputs of steel and other
commodities. In China, 50,000 kms of expressways have
been built in the past decade and current plans envisage
a network of 85,000 kms by 2020, exceeding America’s
75,000 kms of interstate roads. In just ten years, China
has gone from being the world’s twentieth largest oil
consumer to its second largest.
Upward pressure on commodity prices from growth in
emerging markets has been exacerbated by commodity
supply problems caused by past underinvestment. Thus,
in the oil sector, despite a deep recession in the West, oil
production capacity has been operating at close to 100
percent. This sort of underinvestment is a legacy of low
commodity prices in the 1980s and 1990s, which reduced
the return on capital spending.

6
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Gold provides one special case of commodity price
inflation. Gold prices have leveled off this year but have
risen by 30 percent in the last year and a remarkable 400
percent in the last 10 years (see figure 2). Gold often does
well in times of economic and financial uncertainty. Yet risk
aversion in financial markets has fallen in the last year, with
risky assets, such as equities and corporate bonds, outperforming low-risk assets such as bonds and cash. Could
gold, like copper and silver, have strengthened on stronger
demand for industrial use as the world economy starts to
revive? This looks unlikely since only 13 percent of demand
for gold comes from industrial or dental use. Most demand
for gold is either for jewelry or investment.

Figure 2: Gold price, U.S. dollars
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Historically, the gold price tends to be correlated with the
U.S. dollar. Thus gold’s bull run over the last 10 years has
coincided with a 25 percent depreciation in the U.S. dollar.
Continuing uncertainty over the dollar’s reserve currency
and a downtrend in the dollar have been good for gold.
Equally, the leveling off in the gold price this year has
occurred against a backdrop of a strengthening dollar.
Gold is also traditionally seen as a hedge against inflation.
Over the last year, inflation expectations in financial
markets and among consumers have edged up and, in
the process, pushed gold higher too. Economists expect
inflation to be higher pretty much everywhere in 2010.
We think there is too much spare capacity in the world
economy for inflation to be a major problem any time
soon. Still, what matters is that inflation expectations have
been moving up as markets worry about the effects of
recovery, ultra low interest rates, and quantitative easing.
For those who fear inflation, gold continues to have
appeal.

7

According to the World Gold Council, about two-thirds of
gold demand in recent years has been for jewelry. Much
of this demand comes from the Middle East and emerging
economies, especially China and India. These economies
have come through a global recession in good shape and
are continuing to post good growth. Crucially, consumer
demand in many of these economies is buoyant and
creating demand for jewelry.
Finally we turn to agricultural commodities. Agricultural
commodities peaked in 2008, and, although up from their
lows, are a long way off their previous highs (see figure 3).
In the long term, agricultural prices may well be bolstered
by a series of special factors. As well as the demand shock
from a growing, more affluent world population, the
supply of agricultural commodities is likely to come under
pressure from global warming, water shortages, and a loss
of farmland to industry, housing, and desert.
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So there are plenty of bullish arguments for commodities
— all of them extensively published in the research output
of the numerous investment banks and fund management
houses that are positive on prospects for commodities.
But there is another view, one which sees the current
boom as another cycle that will peter out, just as the
commodity booms in 1950–57 and 1973–74 did. Much
as low commodity prices cause underinvestment, sowing
the seeds of subsequent shortages, high prices seem likely
to attract investment and weaken demand, in time, driving
down prices. This even applies to agricultural products
where the development of disease.
Figure 3: Food price, U.S. dollars: Economist commodity index
280

230

180

130

As well as the demand shock from a
growing, more affluent world population,
the supply of agricultural commodities is
likely to come under pressure from global
warming, water shortages, and a loss of
farmland to industry, housing, and desert.
Equally, emerging market demand for commodities cannot
run ahead of expectations forever. At some point, supply
is likely to rise and commodity prices are likely to fully
reflect potential demand. But, like just about everything in
economics, the issue is one of timing. Getting commodity
supply and demand back into balance could take years.
What could send commodity prices plummeting this year?
A “W” shaped recovery in the West or an unexpectedly
quick slowdown in Chinese growth are the most plausible
catalysts. But these are outside risks — for now it looks as
if the bull run in commodities has farther to run.
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The United
States: A clear
recovery of
uncertain
strength
by Dr. Ira Kalish
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…evidence can be used to
support several contrary
arguments. However, at
this stage in the economic
cycle it appears that a
strong US recovery is under
way.
While a healthy economic recovery appears to be under
way in the United States, there is considerable debate
and disagreement over whether it can be sustained. On
the one hand, the argument is made that the aggressive monetary policy stance combined with fiscal deficits
will continue to stimulate demand throughout 2010 and
beyond. In addition, several other factors are seen as
providing sustainability to the recovery including rising
global growth, pent-up demand on the part of consumers,
far better consumer balance sheets, relatively low inventories, and a return of confidence on the part of business
leaders.
These are the usual suspects whenever an economy
recovers from a deep recession. Moreover, optimists argue
that such growth can be sustained without fueling inflation
because there remains a high level of idle assets including
workers. Thus, there is no reason for inflation to rear
its ugly head anytime soon. That means that aggressive
monetary policy can reasonably be maintained for quite
some time.
On the other hand, there are many naysayers who offer
cogent arguments that the U.S. economy is headed for
trouble. These arguments come in two varieties. First, there
are those who believe that the government is not doing
enough to keep the economy moving. They argue that
the fiscal stimulus passed in 2009 by the U.S. Congress
was too small. They also argue that as the full impact of
the stimulus fades by mid-2010, the economy will lose
momentum and slower growth will prevail. Their argument
is that the remaining bad debt on the balance sheets of
banks is so onerous that government action is needed to
offset the negative impact of weak credit markets.

10
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The second variety comes from those who argue that the
government is doing too much. They say that the aggressive monetary policy is setting the stage for inflation. Their
argument is that the massive expansion in the size of the
Federal Reserve’s balance sheet, while not yet problematic,
will become a problem once banks start lending. They
also suggest that the expectation of inflation will drive up
long-term interest rates, thereby stifling the recovery.
Another issue for these pessimists is the size of the Federal
budget deficit. The argument goes that, unless the government can provide a credible plan for bringing down the
long-term deficit, the markets will ultimately get spooked
and drive up long-term interest rates. Or, they will drive
down the value of the dollar, forcing the Fed to tighten
monetary policy. In either case, the result would be a
slowdown in economic growth.
Finally, both schools of pessimists remain pessimistic about
the ability of the financial system to return to normalcy.
They believe that remaining problems in both commercial
and residential property will undermine the financial health
of banks. This will retard the growth of credit and, consequently, the growth of the economy.
So who is right? Evidence can be found to support almost
any argument, but here are a few bits of information that
might assist our readers in drawing a conclusion.

Figure 1: Market expectations of inflation
(rate on 10-Year treasury bond less rate on 10-year treasury
inflation protected securities)
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Source: Federal Reserve Bank of St. Louis

First, what about inflation? So far, inflation remains low.
Yet the real issue is inflation expectations. Are the markets
demonstrating concern about inflation? Evidence can be
found by looking at the difference between the rate on
10-year Treasury bonds and the rate on 10-year Treasury
Inflation Protected Securities (TIPS). As of March 2010, this
difference was 3.43, unchanged from February and slightly
higher than January. In other words, the markets are saying
that they expect inflation over the next decade to average
3.43 percent. This is way up from a year ago when the
economy was in very bad shape, but it is not onerous and
it is not rising rapidly. On the other hand, 3.43 percent
inflation is certainly higher than what the Fed would want
to target. So it appears that expectations of inflation
remain under control. Still, market sentiment could easily
change quickly depending on what happens with the
economy, with banks, and with Fed policy.
Second, what about budget deficits and their impact on
interest rates? For now, long-term rates remain historically
low, suggesting that the U.S. Treasury is not having any
difficulty in financing its massive debt. This implies that the
deficit is not a problem now. On the other hand, market
sentiment could change quickly, especially if it becomes
apparent that the deficit is not going down. Moreover, if
the economy recovers quickly and business demand for
credit expands, then the government will be competing
with private borrowers for scarce funds. This would almost
surely drive up long-term rates.
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Third, what about the banks? In this case, there are both
positive and negative signs. On the positive side, risk
spreads are quite low. This implies that financial market
participants are no longer overly averse to risk. Thus, they
may be willing to acquire asset backed securities that are at
the heart of the financial system’s ability to generate credit.
On the other hand, bank lending remains stagnant. While
the biggest banks have recovered nicely following government intervention, many small- and medium-sized banks
remain laden with non-performing assets. Moreover, there
is widespread fear that further foreclosures are imminent
and that this will damage banks even more. In addition,
the commercial property market remains troubled, thereby
harming many banks.
Yet, there is another side to this story. The Federal Reserve
periodically surveys banks to gauge the state of credit
markets. Recent surveys suggest that banks are increasingly willing to lend, both for commercial and residential
purposes. In addition, surveys indicate that demand for
loans is improving, albeit from a very low level. The bottom
line is that, while the data indicate things are improving,
there are substantive reasons for concern.
Figure 2: Net percent of banks tightening lending standards
for commercial loans (based on federal reserve survey of
bank lending officers)
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While a healthy economic
recovery appears to be
under way in the United
States, there is considerable
debate and disagreement
over whether it can be
sustained.
Finally, what does history suggest? There are two possible
answers to this question. On the one hand, historical experience indicates that deep and prolonged recessions are
usually followed by robust and sustained recoveries. For
example, the two deepest recessions of the past sixty years
were both followed by considerably strong recoveries. On
the other hand, history suggests that recessions caused by
financial market crises (usually resulting from the collapse
of an asset price bubble) tend to be long and are followed
by weak recoveries. This was true following the Savings
and Loan crisis in 1991. A recent book by Kenneth Rogoff
and Carmen Reinhart, This Time is Different, actually
demonstrates the consistency of this fact over several
hundred years.
Thus, as said earlier, evidence can be used to support
several contrary arguments. However, at this stage in the
economic cycle, it appears that a strong U.S. recovery is
not only under way, but probably sustainable. The absence
of serious inflationary expectations, improvements in
financial market indicators, the low level of long-term
interest rates, and the existence of considerable excess
capacity and pent-up demand all point to a relatively
robust recovery.

Source: Federal Reserve Bank of St. Louis
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Eurozone: Moving to
a new balance?
by Dr. Elisabeth Denison

EUROZONE

Writing about the Eurozone economy has never been an easy
feat; but since the crisis it has become almost impossible
without distinguishing between “core” and southern “fringe”
nations. This highlights just how much needs to be done to
harmonize growth across the region. The relatively balanced
external account of the union belies big internal imbalances.
While stimulus for near-term growth will come mainly from
outside the region, and be driven by the exports from the
industrial core, in the longer term, fringe nations of the
Eurozone will have to revive their reform efforts to become
more competitive. Core nations, too, will have to do their part
to rebalance the global economy — which is important not only
to put their own growth on more solid footing, but also for the
stability and cohesion of the common currency area.
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Assessments of U.S. economic developments rarely delve
into the details of unemployment statistics of single states
(any idea of the divergence between Michigan and Utah?)
or structural differences of regional economies. U.S.
internal trade statistics are unimportant to the outside
world. In the Eurozone, meanwhile, the financial crisis
has put the frictions between nations of the union at
the forefront of discussions again. Financial markets are
concerned that Greece is at risk of sovereign default and a
number of other nations are in dire straits. Even Germany
is not escaping unscathed. Critics accuse the country
of undermining the fiscal stability of its single currency
partners with policies that depressed spending at home
and undercut competitors on export markets abroad.
Ditching old habits is hard
In fact, the often quoted underconsumption of Germans
is only a microcosm of worldwide pattern which sees
Japan, China, Germany, and other surplus countries on
one hand not having enough internal demand to balance
the unchecked spending habits of deficit countries like
the United States, the United Kingdom, the rest of Europe,
and Australia on the other hand. "We can't go back
to the era where the Chinese or the Germans or other
countries just are selling everything to us, we're taking
out a bunch of credit-card debt or home-equity loans,
but we're not selling anything to them," President Barack
Obama said in September.
But blaming export countries for the overspending of
profligate nations is a bit like blaming spirits producers
for alcoholism. Rebalancing the German economy would
certainly be welcome — even for its own prospects of
sustainable growth. Unfortunately, achieving this is not
as straightforward as one might think. Historical factors
like the hyper-inflation of the inter-war years have shaped
private consumption patterns in Germany, reinforcing
an aversion to credit which is only gradually rescinding.
Even though consumer credit growth actually picked up

In the Eurozone, the financial crisis
has put the frictions between
nations of the union at the
forefront of discussions again.
in 2009 (a development contrary to historical experience,
which tends to see consumer credit growth contracting
with GDP growth), the size of loans went down.
Meanwhile, the high savings rate in the country is also
partly explained by unfavorable demographic developments. Today’s working-age population will have to rely
heavily on personal wealth to finance retirement. As
Germany moves through its demographic transition over
the next few decades and more and more Germans enter
their dissaving-years, the savings rate will most likely drop.
Another factor often blamed for Germany’s underconsumption is its underdeveloped services sector. Here, too,
shifts seem to be underway. With the aging of the population, personal health and related services are expected to
get a boost, as is the education and family-related sector
in an effort to raise the profile of the country’s talent and
draw more women into the workforce.
All these are very slow transitions. In the short term, and
as a response to the crisis, the German government has
put in place some consumption-enhancing stimulus like
the cash-for-clunkers program and the expansion of
short-term work schemes to help keep people in jobs and
support their spending power. The coalition agreement
signed last autumn between the two ruling parties (the
center-right CDU and the liberal FDP) also envisioned tax
cuts — although the practicality of putting these promises
into action is questionable given the deteriorating fiscal
position of the country. Still, even with little changes
taking places, a shift in the strategic positioning of
Germany as an export powerhouse has not set in.
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However, to counter critics who suggest Germany’s
trade surplus with Eurozone neighbors is due to an unfair
advantage of bigger nations in a one-size-fits-all currency
area, it is important to note that Germany’s trade position
with the 15 nations has barely changed from 1999, when
its surplus with the group accounted for 56 percent of the
total balance.
“Fringe” countries complain that they have not been able
to compete with their more efficient neighbors in sending
their products and services into the wider world without
the option of adjusting their currencies, and so have
become increasingly uncompetitive over time. In truth,
however, many of the affected countries became lax on
reform during the years of growth over the last decade
and shelved plans for restructuring and strengthening
their economies.

Strengthening the core without hurting the fringe
While America remains Germany’s most important
single trading partner and Asia its fastest growing export
market, the country ships about 43 percent of its exports
to countries within the 16-member Eurozone. In 2009,
shipments to countries on Europe's vulnerable southern
tier — Greece, Spain, Portugal, and Italy — accounted
for about 12 percent of its exports (which totaled €808.2
billion) and about 24 percent of its €134.2 billion trade
surplus (see figure 1). In total, about 60 percent of
Germany’s trade surplus in 2009 was with members of
the common currency union.
Figure 1: Germany's trade balance 2009
(total surplus: €134.2bn)
Trade balance
€bn
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Spain
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German imports from
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Source: German Statistical Office (Destatis)
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Productivity challenge
So what is the right answer to “boosting the continent’s
competitiveness?” There are three ways in which countries
can make their products more attractive globally (in
areas where they compete with others on price): reign
in labor cost growth, improve productivity, and devalue
currencies. With the last not an option for countries in a
currency union, this leaves labor costs and productivity.
Germany has done a great job on both since 2000, when
it was often called Europe's "sick man." According to the
European Commission, unit labor costs in Germany have
fallen about 15 percent since 1999. They rose 3.5 percent
in Greece over the same time period, 10 percent in Spain
and 13 percent in Ireland and Portugal.

11.4

1.1 bn
Greece

German chancellor Angela Merkel strongly rejected
criticism of Germany's export-led growth model by other
European countries: "We will not give up our strengths,
just because more of our exports are bought than those
of other countries," she said. “That would be the wrong
European answer to the challenge of boosting our continent's competitiveness.”

France's finance minister, Christine Lagarde, questioned
Germany's growth model recently: "Clearly Germany
has done an awfully good job in the last 10 years
or so, improving competitiveness, putting very high
pressure on its labor costs… I'm not sure it is a sustainable model for the long term and for the whole of the
group."1 However, this focus on labor costs misses the
point: German workers still do not come cheap. Average
1

Interview with The Financial Times, March 15, 2010.
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manufacturing wages at about €34 an hour are among
the highest in Europe — more than twice as high as in
Greece or Portugal. Those countries lost ground because
productivity in Germany rose more quickly than in much
of Southern Europe; for example, productivity growth in
Germany averaged about 1.5 percent from 1998 to 2008,
compared to 0.4 percent in Italy.

Figure 2: Eurozone economic sentiment index (ESI)
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In order to improve competitiveness across the region,
more work is needed to free Europe’s over-regulated
product and job markets. Fringe nations will have to
consolidate finances and reign in wages; Greece is making
a start by cutting public sector pay and benefits.
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Core nations, meanwhile, face some headwinds of their
own. Productivity fell almost 5 percent in Germany in
2009 as employment stayed high in the face of a big
output drop. In contrast, productivity in the United States
rose 2.5 percent. This is mainly due to a radically different
approach to labor on the two sides of the Atlantic. In
fast-aging Europe (in particular, Germany), companies
have become sensitive to binding valued employees to
the firm even through lean times. Government subsidies
to keep workers on shorter hours (“Kurzarbeit”) support
this development. The advantages are seen in enhanced
social stability, support of consumption through the crisis,
and, in the long term, benefits to companies which avoid
the cost of re-hiring workers out of a shrinking talent pool
later on.
Growth outlook
In the short term, the hoarding of underutilized labor
is depressing productivity, profits, and investment.
Consumers also do not spend freely as long as labor
markets remains sluggish. Once the economic recovery
firms up, however, productivity is likely to improve again.
The signs are good: industrial production is rebounding
and surveys show solid improvement in the sentiment
of businesses in the Eurozone. The overall Economic
Sentiment Indicator (ESI) rose to 97.7 in March from 95.9
in February (see figure 2). With exports surging and inventories dropping, manufacturers reported a rise in capacity
utilization to 72.9 percent in Q1 from 71.6 percent in Q4,
the first increase since the start of the financial crisis.

The recovery in the Eurozone seems to be on track:
consensus forecasts center around 1 to 2 percent growth
for the next couple of years — an upward revision of
about 0.5 percentage points compared to six months
ago. To lift growth prospects for the Eurozone long
term, however, not only southern fringe nations but also
Germany and France will have to work on remaining
competitive. As the share of working-age adults in the
population shrinks, boosting productivity will be the
only way to ensure continuing growth and rising living
standards.

Clouding the outlook — Eyjafjallajökull's economic impact
On April 15th, a volcano erupted in Iceland, blanketing much of Europe in ash. As of
this writing, it has been almost a week since the volcano erupted, and travel restrictions are only slowly easing. The consequences for businesses have been far reaching,
affecting not only the travel of people, but also the transport of goods. Apart from
hundreds of millions lost by airlines every day, the Association of German Chambers
of Industry and Commerce (DIHK) estimates that the cost of the disruption to the
German economy amounts to about €1 billion a day. Some companies are warning
that stocks are starting to run low. Still, the macroeconomic impact in the long-term
is most likely going to be relatively small, since most of the losses will be made up by
the rebound-effect once things get back to normal (assuming that will happen soon).
The risk remains, of course, that the disruptions will be longer and more severe than
anticipated — so for businesses planning ahead and being prepared for different
scenarios is probably a good idea.

References and Research Sources:
“Fragile Recovery in Progress,” EU Interim Forecast, February 2010.
“EU Labour Market Behaviour during the Great Recession,” EU Economic Paper 405, March 2010.
“Slash and Earn: Productivity has Surged in America and Slumped in Europe. Neither Trend can Last,”
The Economist, March 18, 2010.
“Steps Towards a Deeper Economic Integration,” EU Economic Paper 271, 2007.
”Why Is Productivity Growth in the Euro Area So Sluggish?” Estevao, M., IMF, 2004.
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Japan:
Export recovery,
domestic doubts
by Ian Stewart

Japan suffered a severe decline in GDP growth in
the recession, with the economy contracting in
excess of nine percent — more than any other
major industrialized economy. Japan’s historic
strength, its great export industries, became a
weakness as the global cycle turned down. Now,
as the cycle turns up, Japan is seeing an inventoryand export-led rebound in activity. The key question
is whether the recovery in GDP growth will run
into the sand, dragged down by the long running
weakness of domestic demand.
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Figure 1: Japanese industrial production growth

• Japan is seeing an export- and inventory-led recovery.
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• The outlook for domestic demand is less encouraging.
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Figure 2: Tankan business conditions index — large
manufacturers
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Figure 3: Trade-weighted yen
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Recent data have been encouraging. The Japanese
economy staged a vigorous rebound in the fourth quarter.
Real gross domestic product grew by 1.1 percent from
the previous quarter and private consumption and capital
spending saw strong growth. Exports, industrial production (see figure 1) and machinery orders are seeing robust,
though somewhat erratic, year-on-year growth. The
Bank of Japan’s key Tankan survey of business confidence
recorded its fourth straight improvement in March as
exports to emerging economies and production recovered
(see figure 2). Meanwhile economists have been raising
their forecasts for Japanese GDP growth. The Japanese
economy is currently expected to grow by 1.9 percent in
2010 after a 5.1 percent contraction in 2009.
Yet the underlying story for the Japanese economy is more
mixed than the headlines suggest. While exports and
industrial production are recovering, the strength of the
rebound is being flattered by a series of special factors,
including a depressed starting point, inventory adjustments
and policy measures. Thus last February, Japanese industrial
production fell to the lowest level in 25 years. Year-on-year
growth comparisons of just over 30 percent from such a
depressed base necessarily look impressive. But even after
recent gains, industrial production is languishing some 17
percent below the pre-crisis levels. Equally, the recovery
in consumer spending seen in the fourth quarter was
driven by durable goods sales which have benefited from
temporary government subsidies. And stronger capital
spending in the fourth quarter, with a rise of 1 percent,
comes after a remarkable 25 percent contraction in the
preceding two years.
Japan’s recovery, like its recession, reflects its export
dependence. Industrial production accounts for about a
quarter of GDP and is heavily export-oriented; the bulk of
corporate profits derive from exports, not domestic sales.
Japan’s rebound has been helped by major fiscal stimulus,
inventory rebuilding, and a stronger world — and especially Chinese — economy.

Japan’s recovery, like its recession, reflects its
export dependence. Industrial production
accounts for about a quarter of GDP and is
heavily export-oriented; the bulk of corporate
profits derive from exports, not domestic sales.
But these factors are unlikely to be able to support growth
indefinitely. Japan has, as a share of GDP, one of the
largest structural budget deficits in the industrialized world
and fiscal stimulus will peter out through 2010. Exports to
China are vulnerable to policy tightening in that country
as the authorities seek to contain credit and asset price
growth. A soaring yen, now back to 2000 levels, makes
it harder to export (see figure 3). Meanwhile underlying domestic demand continues to look shaky. Wages
are falling and unemployment, which remains above
5 percent, is high by Japanese standards. The job-toapplicant ratio is still at a recessionary 47. The minutes of
February’s Bank of Japan board meeting note, ominously,
“Household income was likely to continue decreasing
substantially for the time being.” And while the Japanese
financial system went into the recession in reasonable
shape, at least relative to the United States or United
Kingdom, in a deflationary environment, demand for
credit, from households and corporates, remains lackluster.
In short, it is far from clear that the ingredients for a
sustained rise in Japanese domestic demand are in place.
This view is encapsulated in the expectation of economists
that the pace of growth in Japan will moderate from 1.9
percent in 2009 year to 1.6 percent in 2010, as the pace
of private consumption growth and inventory rebuilding
slow. Japan is now enjoying an export- and stimulus-led
recovery. Translating that recovery into stronger domestic
demand is likely to remain elusive.
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The United Kingdom: Fiscal
consolidation ahead
by Ian Stewart

U.K.

The IMF estimates that the United Kingdom and Ireland
are likely to run the biggest structural — or underlying
— budget deficits in the industrialized world this year. A
high structural component to the United Kingdom’s
deficit suggests that a large chunk of U.K. public
borrowing will persist even as growth recovers.
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• The U.K. economy is continuing to recover, but
doubts about the pace and sustainability of the
recovery persist.
• The U.K. is likely to run one of the largest public
sector budget deficits in the industrialized world
this year.
• Recovery will bring increasing pressure for fiscal
consolidation.

The U.K. economy has seen a rather late recovery from
recession as compared to many other industrialized
economies. The economy returned to growth in the fourth
quarter with a rise in GDP of 0.4 percent, a performance
that is likely to be repeated in the first quarter of this year.
Leading indicators, especially in the manufacturing sector,
are generally heading up (see figure 1).
Figure 1: CBI business optimism, manufacturing sector
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The April Deloitte CFO Survey, published by Deloitte LLP,
suggests that U.K. CFOs remain cautious about the outlook.
82 percent of respondents say they expect a sluggish
recovery and the average CFO sees a one-third chance
of the U.K. economy suffering a double dip — what we
define as a renewed period of several months of contracting
economic activity.
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Yet concerns about excess household leverage, the effects
of future fiscal tightening and shortage of credit continue
to weigh on expectations. Despite sterling’s 25 percent
decline in the last three years, export growth remains
disappointing, perhaps partly because of weakness in the
United Kingdom’s core Euro Area markets. And while U.K.
house prices have risen by 9.1 percent from last April’s
lows (see figure 2), shortages of mortgage credit and a
lack of affordability are likely to limit the scope for gains.
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As the U.K. economy emerges from recession, it faces an
increasingly pressing need for fiscal consolidation. The
United Kingdom’s public sector deficit this year is likely to
come in at around £168 billion, equivalent to about 12
percent of GDP. By comparison, when in 1976, the then
Labour government was forced to go to the IMF for an
emergency loan — in what was widely seen as a moment
of national humiliation — the United Kingdom’s deficit
amounted to 7 percent of GDP.
The IMF estimates that the United Kingdom and Ireland
are likely to run the biggest structural — or underlying
— budget deficits in the industrialized world this year
(see figure 3). A high structural component to the United
Kingdom’s deficit suggests that a large chunk of U.K.
public borrowing will persist even as growth recovers.
A structural deficit can be reduced only through some
combination of tax rises and cuts in public spending.

Ash and the economy
"In late April Europe saw substantial disruption to travel and air transport as a result
of the dust cloud from Iceland's volcanic eruption. The sectoral and company-level
impact, in areas such as airlines, tourism and supply chains, has been particularly
marked. However, even at this level the effects are not wholly negative. Eurostar, the
cross channel ferry companies and many hotels catering to stranded travellers have,
for instance, done brisk business. Historically external shocks to advanced economies
from natural disasters have tended to have little if any lasting macroeconomic effects.
Such economies are resilient and activity tends to be displaced either in time or into
other channels. Disruptive though it is, and while it will have significant short term
effects, the Icelandic dust cloud is unlikely to alter the unfolding path of the UK
economic cycle".
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In the December 2009 Pre-Budget Report, the then
Labour government set a target of more than halving the
deficit over the next four years and of eliminating it within
eight years. But many analysts worry that the United
Kingdom will struggle to deliver this — arguably, leisurely
— plan to eliminate the deficit in eight years. It is based
on the assumption that the economy will grow far faster
than expected by independent economists. It also requires
five years of cuts in real spending on public services, which
would make it the most severe squeeze on U.K. public
services since data began in 1948–49.
There appears to be general agreement among the
political parties that it is neither practical nor desirable
to make sharp cuts in public spending or to significantly
increase taxes in 2010. But there is a growing body of
opinion, incorporating several business lobby groups and
the European Commission, that the United Kingdom needs
a more credible medium-term plan to reduce the deficit
more quickly.

Geographies

The concern is partly that the international bond market
will, in the absence of such a plan, demand an increasing
premium to buy U.K. government debt.
Certainly Ireland, whose public deficit is running at levels
similar to Greece’s, has avoided a debt crisis by implementing deep and immediate spending cuts. The New
York Times reports that Irish public sector workers have
seen their take home pay cut by roughly 20 percent since
2008 through lower wages, higher taxes, and increased
pension contributions. As the head of Ireland’s National
Treasury Management Agency, John Corrigan, put it, in
fiscal policy “You have to talk the talk and walk the walk.”
Of course governments can and do reduce deficits.
Canada achieved one of the most celebrated feats of debt
reduction of recent years, cutting the public debt to GDP
ratio from 84 percent in 1998 to 58 percent by 2005. The
United Kingdom squeezed public spending aggressively in
the late 1970s and early 1980s. But such change requires
determination on the part of the government and acceptance on the part of the public. Politicians and the public
need to come round to the view that — in the famous
words of Mrs. Thatcher — “there is no alternative.”

With unemployment on
the rise, consumption has
taken a major knock,
falling for the past five
consecutive quarters —
the first time this has
happened since records
began in 1955.

A central challenge facing the U.K. government will be
to win the case for radical fiscal consolidation — and to
implement the necessary change.

Figure 3: Structural budget deficit as a percentage of GDP, IMF forecasts for 2010
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China:
Strong recovery with
longer-term risks
by Dr. Ira Kalish

china
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China’s remarkable success in offsetting the negative
impact of the global economic crisis now sets the stage
for potential troubles down the road. China’s government
was able to keep the economy growing even when a
dramatic downturn in export orders led to the dismissal
of over 20 million workers. Those workers were mostly
migrants from China’s poor interior who worked at
export oriented factories in the large coastal cities.
Although the number of unemployed is massive, these
were people with relatively low incomes who represented
a disproportionately small share of consumer spending.
As such, their dismissal did not have as onerous an effect
on the consumer sector as might have been expected.
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A combination of monetary and fiscal stimulus maintained
growth of domestic demand and averted a recession.
Consumer spending continued to grow at a double digit
pace during the downturn, even after accounting for
inflation. Investment spending, fueled by lending from
state-run banks, was massive. Now, the economy is facing
the simultaneous risk of inflation, asset price bubbles,
excess industrial capacity, and troublesome relations with
trading partners. In addition, in order to maintain growth,
China will have to implement policies that enable adjustment toward future growth based on domestic demand
rather than exports. Doing this could create social turmoil
and political unrest.
In the short term, China’s outlook is quite good. The
lagged effects of aggressive policy in 2009 will render
strong growth in 2010 — possibly in the range of 9 to 10
percent. Strong growth will stem from business investment, government spending, and consumer spending. On
the other hand, export growth, while higher than in 2009,
will be modest. Import growth will likely accelerate and,
therefore, net exports will make a negative contribution
to economic growth. This means that domestic demand
will grow more rapidly than the overall economy. That fact
is significant. After all, much of China’s growth in recent
years was fueled by strong net export growth, with China’s
success being partly dependent on the strength of the U.S.
consumer. Now that U.S. consumer spending is facing
slower growth going forward, China will only be able to
grow strongly by depending on domestic demand.
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The challenge now will be for China’s leaders to unwind
its aggressive policies in a timely manner, thus reducing
inflationary pressures while maintaining adequate growth.
This will not be an easy task. Rapid growth of the money
supply and bank lending has not only caused an increase
in inflation, it has contributed significantly to a large
increase in equity and property prices. Withdrawing
monetary stimulus, while good for dealing with inflation,
could also upset asset markets and lead to financial market
turmoil. Perhaps more importantly, a tightening of credit
market conditions could cause a sizable drop in business
investment. This could undermine economic growth.
One of the critical issues for dealing with inflation, asset
price bubbles, and trade relations is the value of the
currency. There is no question that the current fixed
exchange rate contributes to inflation. Maintaining a
fixed exchange rate requires the People’s Bank of China
to sell renminbi in order to keep it from rising in value.
In so doing, they are increasing the supply of money and
fueling inflation and asset price bubbles. In addition, they
are providing an implicit subsidy for exports by holding
down the foreign cost of China’s exports, thereby aggravating tensions with the United States. Thus, it was no
surprise when China’s officials recently started the process
of currency revaluation. Moreover, it seems likely that a
further revaluation will take place in the next few years.
When and by how much this happens will partly determine
the degree to which China can successfully reduce inflationary pressures and enable a shift toward domestically
driven growth.
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China requires more stimulation of consumer
demand rather than more investment in industrial
capacity. Whether this happens remains to be seen.
Longer term, China’s economic path will depend on
the degree to which the country unwinds several antirecessionary measures. For example, the big increase in
bank lending was targeted at state-run enterprises, thereby
shifting the balance of power away from the private sector.
If this continues, and if economic policy discriminates
against the private sector, China’s long-term growth could
be undermined. That is because a disproportionate share
of growth and productivity in the past two decades was
generated by the far more efficient private sector.
In addition, the anti-recession measures actually exacerbated the problem of excessive investment. For the past
decade, China’s investment has been a far larger share of
GDP than in most other emerging markets. It was higher
than in other Asian countries such as Japan and Korea
when they were fast growing emerging countries. The
implication is that much of this investment was relatively
inefficient as it did not lead to substantially higher growth
than in the cases of Japan and Korea. Moreover, it has
led to excess capacity. This situation is not sustainable in
the long run. A country’s well-being is not increased by
expanding the capital stock in a useless manner. China
requires more stimulation of consumer demand rather
than more investment in industrial capacity. Whether this
happens remains to be seen.
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India: A mostly
optimistic perspective
by Dr. Ira Kalish

india

The global recession evidently did not diminish interest
in using India as a location for off-shored services. In fact,
the recession probably increased such interest as global
companies continue to seek ways to reduce costs while
expanding output.
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India is recovering nicely from a very modest slowdown.
This reflects strengthening demand for Indian exports
as the global economy recovers. In addition, domestic
demand is strengthening as business investment accelerates in line with a high level of confidence. Consumer
spending is accelerating as well. The result is that the
economy is recovering faster than most analysts expected.
Already the Reserve Bank of India (RBI) has started to
tighten monetary policy in order to quell potential inflationary pressures. Such pressures are rising not only
because of strong demand and the lagged effects of
aggressive monetary policy. Inflation is also rising due
to a poor monsoon and the impact that it is having on
domestic food prices. Thus India faces the risk of either
much higher inflation or much slower economic growth
— the latter the result of tighter monetary policy. In any
event, it is clear that India cannot sustain the level of
growth last seen before the global recession.
What does this mean for the value of the currency? On
the one hand, higher inflation and a worsening trade
balance should result in a weakening of the rupee. On
the other hand, there is a rising flow of capital into
India, the result of increased interest in India on the part
of the global business community. This inflow should
have a positive impact on the value of the rupee. Thus,
forecasting the rupee is not easy, and probably not
worthwhile.
Looking toward the remainder of 2010, the economy is
expected to grow rapidly, despite the problems in the agricultural sector. Industrial production is rising at a double
digit rate, with particular emphasis on manufacturing.
The very large service sector is doing well also, in part the
result of rising interest from global companies. The global
recession evidently did not diminish interest in using India
as a location for off-shored services. In fact, the recession
probably increased such interest as global companies
continue to seek ways to reduce costs while expanding
output. The real question is whether such demand for offshored services will continue to focus on India as opposed
to other emerging countries such as the Philippines, Brazil,
and China, to name a few.

Longer term, the outlook for India is very positive. The
central bank plans to partly liberalize financial markets.
The result will be more effective monetary policy as well
as more efficient allocation of investment resources. The
latter will be true because asset prices will be freer and will
more truly reflect the cost of capital. In addition, following
last year’s election the government now has a better
chance to pass some of the reforms that eluded it during
the past five years. That is because the Congress Party now
has a larger share of Parliamentary seats and needn’t put
together onerous coalitions to pass each piece of legislation. There are a number of obstacles to strong economic
performance that are embedded in regulations that inhibit
economic efficiency. The ability to enact reforms will be
critical in stimulating faster long-term growth. The problem
now is that the non-inflationary rate of growth is still
relatively low. That means that, should the economy start
to grow rapidly, it could overheat. Indeed, there are indications that this may be happening.
Another long-term issue is the degree to which India can
entice global manufacturing capacity. While off-shored
services have been very important, they still represent a
very small share of output and a relatively small share of
growth. Moreover, given labor supply constraints, it is not
likely that such services will play a massive role in generating growth anytime soon. Instead, India needs to employ
millions of unskilled workers in the big cities. Attracting
investment in manufacturing will require more investment
in transportation and electricity infrastructure, trade liberalization, and reform of restrictive labor regulations. These,
of course, are long-term processes.
For now, the biggest risks to India involve political issues.
Failure to continue the process of reform is one potential
problem. Issues surrounding relations with Pakistan and
relations among various ethnic groups within India could
have a negative impact on business investment and capital
inflows. Yet, on balance, the outlook is quite good.
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Russia:
Diversification needed
by Dr. Elisabeth Denison

Russia
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…the Russian government
will have to push through
critical reforms and put its
economy on a path of
diversification and
modernization to remain
competitive in a changing
world.
After the boom years of 2003–2007, the dual shock of a
sharp drop in commodity prices and a drying up of international liquidity in 2008 exposed the full extent of Russia’s
dependence on oil and capital inflows. A deep recession
followed, almost exactly ten years after the last Russian
crisis. However, fiscal prudence during the boom years
and a vast oil reserve fund provided the government with
the means to averting the worst fallout. The near-term
prospects are good thanks to substantial fiscal stimulus and
the rebound of oil prices over the past year. In the longer
term, however, the Russian government will have to push
through critical reforms and put its economy on a path of
diversification and modernization to remain competitive in
a changing world.
The economic expansion of Russia before the crisis was
heavily dependent on rising oil prices and capital inflows,
while economic diversification remained limited. In 2008,
oil and gas exports accounted for two-thirds of all Russian
exports by value, and oil and gas revenue amounted to
a third of general government revenue.1 Russia’s sizable
reserves and savings allowed the government to cushion
the impact of the crisis by recapitalizing banks, shoring
up the domestic equity market, and easing credit flow to
small- and medium-sized enterprises.

In addition, the Russian Central Bank intervened to
manage the rouble’s steep decline during the financial
crisis in late 2008. With oil prices falling from about $140/
barrel to $40/barrel at the same time, government coffers
took a hit. Russia’s foreign reserves dropped by more than
US$200 billion between their peak in August 2008 and
early 2009 (see figure 1). Monetary policy backed the
rouble-rescue with interest rate increases in early 2009,
but the stabilization of the exchange rate, combined with
falling inflation and a severe decline in demand since then
led the Russian Central Bank to cut the key refinancing
rate by a total of 450 basis points over the past year to 8.5
percent in February 2010.
Figure 1: Russian reserves take a hit
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1

“Evaluation of the Oil Fiscal Regime in Russia and Proposals for
Reform,” IMF, February 2010.
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“Should we drag a primitive economy
based on raw materials and endemic
corruption into the future?”
President Medvedev

The heavy dose of monetary and fiscal stimulus stopped
the deterioration of the Russian economy in the third
quarter of 2009, although the recovery remains uneven.
Growth is essentially driven by improving external conditions and a rebound in oil prices, while domestic demand
is still fragile.
Raw material-based exports are expected to continue to
provide a basis for a recovery in the near term, but the
long-term prospects of the economy depend crucially on
Russia’s ability to manage necessary public sector reforms
and improve conditions for doing business in the country.
This includes the overhaul of pension and healthcare
systems, which are burdened by an aging population,
as well as a reform of an opaque judiciary system and
an unaccountable apparatus of law enforcement. There
will also have to be heavy investment in infrastructure to
put the country on the road to becoming a developed
industrial nation. Oil wealth will be key to financing these
reforms, but without accompanying efforts to combat
corruption and boost innovation to diversify the economy,
Russia will likely fall further behind its BRIC competitors in
competitiveness and long-term growth potential.
Standing in the way of modernization
Russia took full advantage of the boom years to fill state
coffers, but the country made little progress in diversifying
its economy. Although the mining sector itself does not
make a major direct contribution to GDP growth in official
statistics, closely related sectors accounted for about
60 percent of manufacturing and the majority share of
transport services.2 Crude oil and gas account for twothirds of exports and another 25 percent is composed of
metals, chemicals, timber, and agricultural products. Less
than 5 percent of exports in 2009 were in machinery &
equipment.3

The government is not blind to the challenges. “Should
we drag a primitive economy based on raw materials and
endemic corruption into the future?” President Medvedev
asked when painting a picture of Russia’s future in
September 2009. But there is much skepticism about the
government’s will and ability to put the theory of modernization into praxis. The Kremlin thinks that — in the words
of chief ideologist Vladislav Surkov — “Consolidated state
power is the only instrument of modernization in Russia,”4
while critics argue that the only way for society to advance
is through political liberalization and institutional change.
The truth is that the conditions for doing business in Russia
are generally believed to be unfavorable. This is reflected in
many established international business surveys. According
to the World Bank’s Doing Business Index, Russia fell to
rank 120 (out of 183 countries) in 2010 compared to rank
118 in 2008.
The Index of Economic Freedom, published by the Heritage
Foundation, shows Russia is the 143rd freest out of 179
countries. This lack of freedom and the complexity of
doing business are stifling investment and innovation. Not
surprisingly, Russia ranks far below the Western world
and even its emerging market competitors on the World
Economic Forum’s “Innovation Score.” While China and
India are in the first quartile of innovative countries and
Brazil ranks 38 of 133, Russia trails far behind at rank 73
(see figure 2).
Figure 2: Russia needs to create a better environment
for innovation
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Modernizing Russia,” The Economist, March 13, 2010.
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In addition to its structural problems and lack of competitiveness, Russia is burdened with severe demographic
disadvantages compared to its emerging market competitors. India has the most promising prospects with declining
yet still relatively high fertility rates and net population
growth. Brazil and China lag somewhat behind on the
so-called “demographic dividend,” with a population
trending toward stability amid low mortality and already
relatively low fertility. Russia, meanwhile, has by now
arrived at a critical stage in its demographic development,
with sub-replacement-rate fertility and declining population. Between 2010 and 2030, Russia’s working-age population (age 15 to 64 years) is projected to decline by 18
percent according to the World Bank population projections. By 2050, Russia will have lost a third of its working
population (see figure 3). To succeed in modernization,
Russia will not only have to break with its corrupt system
of bureaucracy aimed at supporting the vested interests of
a ruling elite, it will have to push through broad reforms
of its public sector and invest heavily in education to offset
the intensifying demographic “drag” through technological
progress.
Figure 3: Working age population (15-64 years)
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Outlook
Since the prospects for GDP growth in Russia are linked
heavily to oil price developments, which are notoriously
difficult to anticipate, near-term forecasts diverge widely.
But assuming that the global rebound continues and oil
prices do not fall again significantly, Russia’s recovery

In the longer term, much depends on whether Russia
will be able to reduce its dependency on oil and gas and
succeed in modernizing its economy by fostering a more
open business and investment climate. If Russia’s natural
resources are skillfully managed, the necessary reforms
should be possible to achieve. There has already been
some progress with fiscal reforms over the past decade,
including the introduction of a flat personal income tax,
the reduction of the maximum profit tax, and a simplified
taxation for small businesses.
Indeed, Russia does have a notable population of small- to
medium-sized enterprises that are competitive without
government support. In an improved business climate,
these companies can unfold their innovative power and
become the drivers for a successful diversification of the
economy.
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