Editorial: What is behind the recent downturn?

Once having passed the early stages of the
financial crisis, the financial markets
seemed to have settled down. However, this
obviously only was a short period of rest
before new trouble started. Since news on
public debt became increasingly alarming,
concerns arose about the solvency as well
as quality of sovereign debt of some Euro
area members, causing large fluctuations in
foreign exchange markets to the point that
the spectre of an end of the single Eu-
ropean currency appeared.

In fact, since the Euro had reached its
maximum rate against the dollar late in the
last year, depreciation started that
worsened after the Greek debt crisis in
early May. For some days, the euro even
was rated below 1.20 $/ . European political
leaders saw the continuity of the European
currency endangered and even discussed
the exit of some of its current members,
with all the problems and uncertainties that
would cause.

The tensions in the financial markets
have forced the joint action by all Euro
area members. In particular, they accel-
erated the process of fiscal consolidation
that had become increasingly necessary
after the strong expansionary policies im-
plemented in the recent past to mitigate the
effects of the crisis. Of course, the speed up
of consolidation will have a negative effect
on the still weak economic recovery, and it
will dampen growth expectations for the
next years.

At this point, one might ask for the
reasons, why the financial markets reacted
so hefty just at a time when there were
clear signs of a recovery of the real
economy.

On the one hand, the inflation risk is
still very limited. Despite more and more
indicators showing a recovery of activity, in-
flation expectations are declining to an un-
derlying rate close to one percent. In ad-
dition, there is still considerable slack in ca-
pacity, as well as labour markets, which will

be a shield against a quick increase in wages
and inflation.

On the other hand, in some sectors the
problems that triggered the crisis have only
partially been settled and further correc-
tions are needed, which will also affect the
real economy. Although positive macroeco-
nomic and business data have caused some
euphoria in the markets, it is plausible to
assume that the deleveraging process is still
in its beginning in many economies and will
probably need significant time to be
completed.

Finally, it is considered that low eco-
nomic growth will hinder the correction of
imbalances in public accounts, so that some
member states will continue to accumulate
debt for years, and this debt can be placed
in the market only at a higher price.

Apparently, therefore, the financial
markets act as a “controller” or “guarantor”
of economic policy orthodoxy, monitoring
governments to act properly. This situation
is paradoxical to some extent, considering
that it was the governments which tried to
tame the financial markets just a few
months ago after the excesses that led to
the financial crisis.

On the other hand, public bonds have
an important share in the portfolios of
many financial institutions and investors.
Thus, any increase in the profitability of
bonds represents an increase of overall per-
formance of these portfolios, much needed
in times when there are no particularly at-
tractive alternatives.

In any case, the recent episode of ex-
change rate volatility and pressure on bond
markets should be taken serious. They in-
dicate that more convergence among fiscal
policies of all members of the single cur-
rency area is needed and that policy co-or-
dination mechanisms must be strengthened.
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Recovery of the world economy with imbalances

The EUREN institutes expect a recovery of
the global economy. However, a consid-
erable downward risk remains, since there
is a split between developments in the real
economy and on the financial markets.
Whilst quite many indicators suggest that
the recession is over and growth is picking
up in all major economies, financial markets
signal that risks of renewed turbulences and
volatility should be reckoned in the future
as well. It is still not entirely clear how far
the ongoing recovery is supported by the
fiscal stimulus packages and to what extent
it will sustain without state interventions.
Most industrialized countries will have to
follow controversial goals during the
coming period: governments will try to en-
courage growth and promote job creation
on the one hand, and handle fiscal imbal-
ances and enforce some kind of fiscal con-
solidation on the other.

Graph 1

Output below pre-crisis level in developed economies

Despite most industrialized countries being
back to growth, the level of output will
remain below the pre-crisis level. For the
emerging economies, on the other hand,
robust growth is expected with output sur-
passing clearly the level of 2008. However,
the emerging markets might experience
some corrections in the course of next year
that may affect industrialized economies,
too. Despite of growth rates picking up, the
situation on labour markets will mostly
remain sluggish; especially the developed
countries are far from a job-rich recovery.

Despite of low interest rates, the fi-
nancial sector has not recovered yet.
Therefore, monetary policy is expected to
stay expansionary. We expect that
short-term interest rates will remain low in
the US until the mid of the year as well as
in Japan. Long-term benchmark rates will
pick up as well, especially in countries with

severe debt problems. However, credit con-
ditions have not improved yet and will drag
investment activity in some industrialized
countries this year as well.

As a positive sign, after a more than
10% drop last year world trade has been
expanding dynamically in the recent
months; it may grow at a two-digit rate this
year. However, this partly reflects a
carry-over effect. Next year, world trade
growth is expected to slow down with eco-
nomic policies being less supportive in
many countries.

With the rebound of global demand,
raw material prices started to rise again. In
their forecast, the EUREN institutes
assume a further but rather mild increase.
The oil price is expected to reach 85
USD/barrel by the end of 2011.
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Varying country profiles

According to our forecast, China will
remain the engine of world economic
growth until the end of next year. GDP is
expected to grow by 11% in 2010. The ex-
pansion is still supported by the large
stimulus program reaching some 10% of
GDP. It helped to counterbalance the
downturn of global demand by encouraging
domestic investment and household con-
sumption. However, the program will phase
out, and China reacted to the growing
pressure from abroad and announced an
appreciation of the yuan against the dollar.
Therefore we expect growth to slow down
next year to 9.5%.

For the U.S. economy, forecasts cur-
rently look rather mixed. The labour
market is still depressed, thus private con-
sumption will not be as lively as it used to
be. Private households still suffer from the
consequences of the crisis, whilst invest-
ments, net exports and inventory building
will support growth. Thus, GDP might
expand by somewhat more than 3% this
year. However, a slowdown is plausible next
year, especially when the Fed starts to
tighten monetary policy. With capacity utili-
sation increasing, inflation will rise as well,
but it will remain below 2%.

Mild upswing in the Euro area

In the Euro area the economy has also left
the trough of the recession. However, the
upswing has been mild up to now, mainly
borne by changes in inventories (graph 2).
The expansion is still dampened by many
factors. Problems in the housing market in
Spain have not been settled yet. The sov-
ereign debt crisis enforced a restrictive
fiscal policy in some countries. Fur-
thermore, unemployment is still on the rise,
dragging down private consumption.

However, there is increasing evidence
that growth has taken up speed in the
meantime. In April, industrial production
was up by 5% compared to the end of last
year, and new orders were 7% higher. In
June, the business climate was increasing
for the 15th consecutive month.

Table 1

Japan will continue to suffer from deflation
despite the fact that the recovery is rather
strong, mainly driven by dynamic exports
and revived private consumption. However,
Japan’s public debt is extremely high
(almost 200% of nominal GDP) and the
fiscal deficit will remain high at 7% to 8%
relative to GDP. A sovereign debt crisis
could be avoided as national savings are
fairly high, keeping external debt low. Now
the government has announced consoli-
dation measures for the next year which
will dampen the expansion.

Graph 2
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Against this background, the EUREN insti-
tutes estimate that the Euro area economy
grew by 0.5 over the previous quarter in
2010Q2. The expansion was mainly sup-
ported by exports, but also gross investment
should have contributed to growth,
however, mainly reflecting a normalisation
after the unusually cold winter which
caused a sharp decline of construction ac-
tivity. In general, indicators show that the
construction sector is not out of the dol-
drums yet. Also private consumption re-
mained depressed, with consumer climate

Policy stance will become tighter

and retail sales having stagnated more or
less at their low levels.

Despite all positive signs, GDP is still by
more than 4% below the pre crisis level,
and accordingly capacity utilisation is low.
This limits the companies’ ability to raise
prices. Therefore core inflation remained
moderate at 0.8% in the first half of this
year. As energy prices increased consid-
erably at the same time due to higher oil
prices, in June the HICP nevertheless was
1.4% above last year’s level.

A slow process of normalization of monetary policy

Monetary policy played a substantial role in
the consolidation phase of the economy.
The ECB maintained the rate of main refi-
nancing operations at 1% for more than
one year now. The Eonia, the 1-day in-
terbank interest rate for the Euro area, has
even been lower (around 0.3% on average
in the past 12 months). Indeed, the ECB has
not only lowered considerably its key in-
terest rates as did other central banks in the
world, but has also provided private banks
with a huge amount of liquidity.

Six months ago, it could be expected
that the ECB would start to normalize its
monetary policy as soon as the real
economy gave signs of revival. However,
the Greek crisis which rapidly turned into a
European sovereign debt crisis, put the
ECB under pressure to react to the tensions
in the security markets which were caused
by the increasing worries about the
solvability of European governments.
Therefore, the ECB announced on May
10th 2010 to conduct interventions in the
Euro area private and public debt securities
market. In this context, the economic

Governments start fiscal consolidation

During the recent recession, fiscal deficits
had jumped to unprecedented levels in
many countries. Not all of the increase was
cyclical. In many cases, structural deficits
had already been high before the crisis, and
the crisis uncovered weaknesses, e.g. a high
reliance on tax receipts in booming sectors,
that aggravated this problem. As a conse-
quence, financial markets became

environment seems too fragile to expect
that the ECB will tighten monetary policy
soon.

Therefore, we expect that the ECB will
start to raise its key interest rates not
before spring 2011. At the end of 2011 the
Repo rate might be fixed at 1.5%, which
would still be low in a historic perspective.
In parallel, the ECB might try to reduce the
liquidity made available to the banking
sector. When the one year refinancing oper-
ation ended at July 1st, this has only been
compensated partially by shorter opera-
tions. The 3 months and 6 days operation
together reached only 55% of the previous
ones. However, the ECB will be cautious in
doing so as the Euro area banking system
has recently again shown signs of weakness,
and there are also risks ahead. So it is
unclear which impact higher default rates
will have on the banking sector. Also the
consequences of new rules on capital re-
quirements that might be implemented by
the Basel 3 framework have to be con-
sidered. As the inflationary pressures can
be expected to remain modest, the ECB has
room for manoeuvre to act carefully.

increasingly nervous. For quite a long time
they had neglected high fiscal deficits,
which is indicated by extremely low differ-
ences in government bond yields. For the
first time in 2009, and even more in the
spring of 2010, interest rate spreads of high
deficit countries in particular against
German government bonds increased. Thus,
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Box

financial markets currently serve as some
kind of controller of public finances.

As a consequences, governments in the
Euro area but also in other countries ini-
tiated measures to consolidate their
budgets. In a situation in which the recovery
is still fragile a simultaneous shift towards a
restrictive fiscal policy in many countries
bears the danger that the dampening effects
are self-enhancing. However, for some
countries there is no alternative. They have
to take hard measures to reduce deficits
because they otherwise will not be able to
refinance their public debt. For the others,
starting consolidation “when the recovery is
strong enough” may be a dangerous am-
bition, because we only know by hindsight
when this was the case, but fiscal policy has
to be made forward looking.

Stressed between consolidation neces-
sities on the one hand and the risk that an
ambitious reduction of the deficits may pull
the economy back into recession on the
other hand, a consolidation strategy might
help which convinces the markets that the
problem will be tackled in a sustainable
way. It will enable to reduce the structural
deficits orderly, avoiding hefty cuts in a
single year.

Quite a lot of countries have announced
such consolidation plans in the meantime.
In some countries, the restrictive impact
will exceed 1% of GDP in the next year
(Table 2). Germany, on the other hand,
plans to reduce its deficit in smaller steps.
All in all, fiscal policy will become re-
strictive, but it will not be too restrictive to
endanger the recovery.

The gradual recovery of the Euro area economy continues

The EUREN institutes expect the recovery
of the Euro area economy to remain on
track throughout 2010 and 2011. In the
second quarter, the execution of con-
struction projects which had to be

postponed in winter due to the excep-
tionally bad weather conditions in large
parts of the Euro area will temporarily
support GDP. However, notwithstanding
this temporal boost, no acceleration of the




Table 2

underlying growth trend is expected over
the forecast period. In 2010, the recovery is
sustained by fiscal policy measures put in
place in 2009, as well as by a re-building of
inventories. Over the course of the forecast

period, these effects will abate, but private
investment will gain some momentum.
Taken together, the EUREN institutes
forecast real GDP growth rates of 1% in
2010 and 1.2% in 2011.
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Several forces are holding back the re-
covery in the Euro area. Sizable fiscal and
current account imbalances are prevailing
in several countries. Concerns about sov-
ereign solvency are hampering the normali-
sation of financial market conditions.
Deleveraging among households and com-
panies also has not been completed so far,
putting a brake on investment. Moreover,
despite signs of stabilisation, the labour
market situation will remain weak. In ad-
dition, as a consequence of the financial
crisis and the severe recession, parts of the
capital stock might have become obsolete,
so that potential output might be lower
than previously estimated.

Finally, the measures already imple-
mented or announced by some Member
States to consolidate public finances are
likely to hold back private and public con-
sumption in the forecast period. However,
refraining from reducing deficits would
most likely hamper the upswing, too, as this
would have a negative impact on expecta-
tions of financial market participants. As
the events in spring have shown, a further
growth of public debt levels would result in
higher long-term interest rates, thus nega-
tively affecting business investment in the
medium to long term.

Both in international and historical per-
spectives, the forecasted recovery will
remain rather gradual and subdued. Its
pattern, however, should be much the same
as in the past. In the past, recoveries of the
Euro area were mostly export-led: first, a
pick-up in exports feeds through to in-
vestment activity; second, investment
growth leads to employment growth which,
in turn, stimulates private consumption.
Since the external environment has already
improved considerably, the current upswing
seems to follow a similar pattern. Driven in
particular by the emerging Asian econ-
omies, but also the US economy, world
trade is currently expanding at high rates.
This stimulates Euro area exports. In ad-
dition, price competitiveness is supported
by the depreciation of the Euro observed in
spring. This will especially benefit exports
of low and medium technology goods
where the price is the key determinant of
foreign demand.

Graph 3

The currently high growth of world trade is
to some extent a normalisation after the
sharp drop observed in 2009. Hence, world
trade and thus Euro area exports will lose
momentum in 2011. In addition, due to the
expected stabilisation of the Euro exchange
rate, the stimulus from the improved price
competitiveness will abate over time. Nev-
ertheless, net exports will contribute posi-
tively to GDP growth in the Euro area
throughout the entire forecast period.

The second stage of the typical Euro area
upswing, i.e. the transmission of the
export-led increase in industrial production
to equipment investment, is currently
impeded by several factors. First, capacity
utilisation in industry, though having re-
covered recently from its historic low re-
corded in the third quarter 2009, is still well
below its long-term average. Second, access
to external financing is still restricted as
concerns about credit quality and the health
of the European banking sector are pre-
vailing. Hence, the replacement of outdated
capital goods and the introduction of new
products will remain the main investment
motives in the period ahead. Residential
construction is also unlikely to recover
strongly in this year and the next, despite
low rates for housing loans. There ist still a
considerable overhang in the housing
market in some countries, Furthermore, the
still high risk to become unemployed may
deter households from major purchases and
housing investment. Furthermore, also for
private households access to bank loans is
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Table 3

negatively affected by the repercussions of
the financial crisis, like a loss of equity
available as collateral, as well as the
problems in the banking industry. In 2010,
public investment will still be supported by
infrastructure projects which formed parts
of the fiscal stimulus packages put into
place during the recession. In 2011, these
stimuli will abate, in some countries expen-
diture might even be cut as a part of the
fiscal consolidation programs. All together,
the EUREN institutes expect gross fixed
capital formation to recover only gradually.
Due to the sharp contraction in the first
quarter of this year, the annual average will
even decline further in 2010. For 2011, we
expect a small positive rate.

Private consumption is held back by
bleak labour market perspectives in large
parts of the Euro area. In addition, due to
the low inflation rate in 2009, high unem-
ployment and wage cuts in the public
sector, only moderate wage increases can
be expected for 2010 and 2011. Real dis-
posable income is furthermore impeded by
higher inflation.

The price development is largely driven
by the pattern of raw material prices, in par-
ticular the oil price. From the record highs
reached in summer 2008, the outspreading
recession led to a sharp decline of oil prices

until spring 2009. Due to increasing
demand, particularly in the emerging Asian
economies in line with the beginning re-
covery of the world economy, the oil price
increased again from summer 2009
onwards. The consequences for energy
prices in the Euro area were amplified by
the depreciation of the Euro during spring
2010. Under the assumption that the oil
prices will increase only slightly and that
the Euro exchange rate will stabilise, the
impact of the international energy prices on
Euro area inflation will fade away over
time. Core inflation should continue to be
low, as there is still considerable excess ca-
pacity. Some price pressures will be exerted
from rising indirect taxes and administered
prices in some Member States as part of the
fiscal consolidation measures. All together,
HICP inflation is expected to average 1.5%
in 2010 and 1.6% in 2011.

The labour market usually reacts to a
revival of the real economy with a time lag.
In an upswing, companies first increase the
working time and re-establish productivity
which were reduced during the recession,
before recruiting new staff. Currently, this
effect is even more pronounced than in pre-
vious business cycles, as in many countries
(especially Germany and Austria) the gov-
ernments subsidised temporary reductions
in working time. In addition, companies
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were hesitant to lay off qualified staff so as
to avoid skill shortages in the upswing.
Therefore, only a modest increase in em-
ployment is expected over the forecast
period. In addition, the forecasted recovery
will exceed trend productivity far enough to
create a sizeable number of new jobs.
Hence, the unemployment rate will con-
tinue to increase slightly well into 2011 and

only start to decline towards the end of the
forecast horizon. In terms of annual av-
erages, unemployment rates of 10.1% in
2010 and 10.3% in 2011 are expected.

Contact:
Roland Dohrn (doehrn@rwi-essen.de)
Alain Henriot (ahenriot@coe-rexecode.fr)
Katalin Nagy (katalin.nagy@kopint-tarki.hu)
Klaus Weyerstraf; (klaus.weyerstrass@ihs.ac.at)






mpr
Tampon 


	Editorial : what is behind the recent downturn ?

	The EUREN Summer Forecast 2010
	How interpreting the recent movements of the Euro exchange rate?

	Coe-Rexecode Leading Indicator for the Euro Area
	Forecast of the EUREN/CEPREDE High Frequency Model



