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In summary: 
There are increasing signs that politicians are experiencing fiscal 
fatigue. However, government finances continue to deteriorate with 
debt rising relative to national income. Based on our assumptions, we 
find that further fiscal consolidation will be needed to stabilise debt to 
GDP in all the major economies, bar Germany. Given the growing 
reluctance to tighten further, this points to more fiscal repression in 
the form of ultra-loose monetary policy and, longer term, it also raises 
the risk of higher inflation. Our analysis suggests that the eurozone 
debt crisis is not over, with Spain looking particularly vulnerable. 
Meanwhile, Japan is probably heading for insolvency unless policy is 
tightened significantly, exacerbating Prime Minister Abe’s dilemma on 
whether to press ahead with the consumption tax hike in 2014.  

 
One year on from European Central Bank (ECB) President Mario Draghi’s promise to do “whatever it takes” to 
save the euro, the eurozone is showing signs of life again. Investor sentiment has been improving gradually; 
helping to lower borrowing costs for the crisis-hit Spanish and Italian governments. With renewed investor 
confidence has come more demand from overseas, helping to push up the euro. Leading indicators suggest 
positive growth is due in the third quarter, which could help spur greater risk-taking in lending and investment, 
crucial to propelling the economy into a self sustaining recovery. 
 
Though the data suggests an export-driven slowdown, the story in China is really about liquidity. A zealous 
central bank tightening in June has begun to feed through to the economy. We think a more measured and 
cautious approach will be taken in the future, but expect only small policy measures to counter the current 
cooling. 

 

Fiscal fatigue hits debt challenged governments 
 
Progress on repairing government finances remains painfully slow and there are increasing signs that politicians 
may be planning to backtrack on previous commitments. Six of our sample of ten economies have debt above 
100% of GDP, most notably the US, although four of these are in the eurozone (Greece, Ireland, Italy and 
Portugal). Japan completes the 100 club. 

 
Some debt dynamics 
Comparing present growth against government borrowing, Germany is the only country set to reduce its debt to 
GDP ratio. At the other extreme are the peripheral euro economies Portugal, Ireland and Greece where deficits 
remain high and nominal national income is contracting. On this measure the required fiscal consolidation 
needed over the medium-term is of the order of 8 to 10% of GDP. Japan also has a significant gap, given a 
budget deficit of close to 10% of GDP and weak income growth. Whilst the US and UK face gaps of around 3.5% 
of GDP. Given that current growth rates are depressed, a better metric would be to use long run trend growth 
estimates. On this basis the figures improve, particularly for Italy and France, but we are still looking at a 
significant gap, implying serious fiscal consolidation in other eurozone economies such as Spain as well as 
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Portugal, Ireland and Greece. Adjustment in Japan is still massive at just under 8% GDP. The US and UK are 
more manageable at between 2 and 3% GDP. A third adjustment would be to take account of the slack in the 
economy and assume that activity will eventually return to a more normal level. On this basis all budget deficits 
are adjusted lower. Now only Japan would appear to have a significant problem in stabilising its debt to GDP 
ratio, although both Spain and Ireland would still need further fiscal consolidation. 

 
Repairing government finances in an environment of fiscal fatigue 
Given the structural headwinds, we base our assessment on the second scenario where we use trend growth to 
take account of the current weakness in activity, but remain sceptical on the ability of economies to make 
significant inroads into the output gap. From a general perspective this suggests that further fiscal consolidation 
is needed to stabilise debt to GDP ratios in the advanced economies. 
 
One conclusion from this analysis is that monetary policy will have to remain loose to facilitate fiscal 
consolidation by supporting growth and to keep the cost of debt service down. It is why policy is now moving 
toward forward guidance, the natural evolution from zero short rates and quantitative easing. Finally, there are 
two region-specific conclusions. One is that despite the action of the ECB and fall in peripheral yields the 
eurozone debt crisis is not resolved. Second, Japan is probably going bust unless taxes are raised, indicating the 
dilemma over whether to raise the consumption tax in 2014 and risk weaker economic growth.  
 

“Whatever it takes”…one year later 
 
One year ago, ECB President Mario Draghi essentially drew a line in the sand with his speech in London: “Within 
our mandate, the ECB is ready to do whatever it takes to preserve the euro. And believe me, it will be enough.” 
The markets certainly believed him. The reaction was instantaneous and clearly positive, even before Draghi had 
revealed the Outright Monetary Transactions (OMT) programme at the following ECB meeting. 

 
Bond vigilantes in retreat 
The biggest impact of Draghi’s intervention was on the borrowing rates for the Italian and Spanish governments. 
If the OMT was to be activated, then purchases of government bonds would focus on the 0-3 year maturities. 
This helped drive down the yield on short-dated government bonds. Although investors still demand a significant 
premium for holding Spanish and Italian debt compared to, for example, Germany, the sharp fall in borrowing 
costs has been key to the restoration of investors’ confidence in the ability of the ECB to manage the monetary 
system. The improvement in investors’ sentiment towards Europe has been so strong that the recent flare-ups in 
political risk have largely been shrugged off by European markets. As a result, the euro has appreciated against 
the US dollar, the British pound and the Japanese yen. 

 
Trade-off 
While greater confidence in the eurozone is welcomed, the appreciation in the euro has been less helpful for 
European exporters, who are seeing the foreign price of their exports rise, and therefore demand for those goods 
and services ebb. The market movements highlight the trade-off between lower interest rates and an 
appreciating currency. The appreciation in the euro will have worsened the competitive position of member 
states. However, many have still managed to improve their overall competitiveness over the period such as 
Portugal and Greece, who continue to make excellent progress in raising productivity rates, and are now 
estimated to have lowered their real effective exchange rates (REER) back below the level they were at in 2000. 
Spain, Italy and Ireland all saw their REER rise in the past year, while France and even Germany failed to offset 
the euro’s gains with higher domestic productivity growth. 

 
One interest rate to rule them all 
The key failure of Europe’s monetary policy which Draghi attempted to address with the creation of the OMT 
programme was the breakdown in the monetary transmission mechanism, which led to divergences in interest 
rates between countries. Since the start of 2010, corporates in the periphery have seen an increase in interest 
rates charged on new bank loans despite the ECB cutting its policy interest rate, and the equivalent loan rates in 
most core countries falling. Since last year, the possibility that the ECB could buy short-dated bonds, coupled 
with the cut in the main interest rate back in May have helped lower mortgage rates in most core and peripheral 
economies, but the impact on corporate loans has been more mixed. 
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Green shoots 
After six quarters in recession, we are finally seeing signs that the eurozone economy could return to growth in 
the second half of the year. The macro composite Markit purchasing managers’ indices (PMIs) for the big four 
eurozone member states (Germany, Spain, France and Italy) bottomed out around the turn of the year. However, 
the recovery is likely to remain uneven with most of the growth being generated in core Europe. The economy is 
on the right path a year on from Draghi’s promise to do “whatever it takes”, however, more can certainly be done 
to help boost growth and ease the path of reform including extending the transition period of banks, and not 
forcing them to reform any faster or further than their international competitors. 

 

China’s deceleration has been given a helping hand by the central bank 
 
Recent GDP and PMI data both point to a slowdown in China. Also disappointing is that there is little sign that 
China is proving successful in its attempts to rebalance away from investment. The value of exports contracted 
in June year-on-year for the first time since 2009, falling 3.1%, after 1.0% growth in May and against an average 
growth rate of 16.8% in the first quarter. Investors should bear in mind that this is not reflecting a drastic 
collapse, but a realignment of the figures with reality following problems with invoicing. More important than 
exports is the policy tightening. Total social financing fell sharply in June, from 1.8 to 1.3 trillion renminbi, a fall 
driven largely by a collapse in non-bank lending, which almost halved to 0.55 trillion from 1 trillion in May. 

 
Here come the cavalry? 
As we see so often with US data nowadays, bad news can often be good news if it prompts expectations of 
policy stimulus, but in the case of China this is unlikely. Growth is sought for the social stability it provides 
through employment and the labour market remains resilient. Secondly, it would mark an embarrassing volte-
face for Premier Li to embark on massively expansionary policy. Some small stimulus measures have been 
announced: the railway industry will be opened to private investment and provided with some public funds, small 
businesses will be temporarily exempt from VAT starting August, and administrative burdens will be reduced for 
exporters. With a limited policy response, the slowdown will likely persist. Premier Li has given 7% as a bottom 
line for growth, though 7.5% remains the official target for 2013. 
 
The brunt of slower demand from China will be borne chiefly by commodities exporters. Worst hit will be 
countries where non-food commodities are a high share of exports, and exports to China are large relative to 
GDP. South Korea, Malaysia and Vietnam are especially exposed to a Chinese downturn. Additionally, while 
falling commodity prices hurt commodity exporters, they are a boon for net importers – the Philippines and India 
look to benefit on this score. A Chinese slowdown is not the equal opportunities disaster for emerging markets 
some investors fear. 
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