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Global debt picture not very pet ty  
As long as the US debt problem has not been addressed, eurozone woes will look like a picnic in comparison 
By JOERGEN OERSTRMM MOEUER 

T 
HE delewaging of debt 
among OECD countries 
will lock the global Beon- 
omy in a decade-long 
low-growth scenario. It 
will also change the ran- 
king among the indus- 
trialised countries to the 

detriment of the US. Japan, and Brit- 
ain while the eurozone, despite cur- 
rent diEiculties. will fare better. 

Debt (household + corporate sec- 
tor + financial sector t public sactor) 
amassed by OECD muntries over pre- 
ceding decades amounts to about 300 
per cent of their GDP. 

Among the top five we ftnd the US, 
Britain. and Japan. The public, the 
households, and the financial sector 
all cantribute to the calamities in the 
US. 

The main culprit in Japan is the 
public sector, and in Britain the finan- 
dal sector. The big four eurozone 
m t r i e s  (Germany. France. Italy. 
and Spain) have a lower debt/GDP ra- 
tio than the US. Japan, and Britain. 
The debt is spread more evenly 
among the four sectors mentioned 
above. 

The deleveraging has started. as it 
must. There is no way around it; this 
augurs lower growth as repayment of 
debt is irreconcilable with rising de- 
mand. Judging by historid experi- 
ence, it will take quite a while before 
households and corporations feel con- 
fident enough to spend. 

A number of studies are available. 
but are of little relevance as they suf- 
fer from the weakness of looldng at 
isolated case such as Sweden in the 
early 1990s compared to the present 
situation of all major OECD couneies 
in hot water. Unavoidably. the conse- 
quence is a much longer time needed 
because no major OECD country 
stands ready to act as a locomotive. 

After all the rescue efforts. it 
would be permissible to think that 
the financial institutions in the US 
were back to form. but they aren't. 
acting as a serious brake on the poli- 
cies to break out of the low growth 
debt trap. 

Under normal circumstances. the 
money market ensures that banks 
loanteey among themselves using li- 
quidity in an optimal way (a bank 
that temporarily has too much liquidi- 
ty loans to another bank that is in 
need of liquidity). 

Undlgerted leson 
Unfortunately, banks nowadays ei- 
ther sit on their liquidity to improve 
the balance sheet or put it into specu- 
lative hancial derivatives. Yes, you 
would assume that the crisis had 
taught them a lesson. but they 
haven't digested it. 

Over recent years, the US has put 
in piace a massive public stimulus 
programme, but only managed a pal- 
try growth rate for 2011 at 1.7 per 
cent with the prospect of the same for 
2012. According to orthodox econom- 
ic thinking, growth should have been 
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Barring a mhle:  m e  mediwn-tern outlook for global debt deleveraging will be strongly iqfluenced by what happens to the Bush tor cuts in the US. 
And America is caught between the deuil and the deep sea - either way, the spectre of a recession looms 

higher. The fact that it isn't hss puz- 
zled many economists; some say the 
stimulus should have been even grea- 
ter. 

The explanation is found in the 
deleveraging process. By dewtion. 
public stimulus leads to higher public 
debVGDP ratio. Households anticipa- 
ting higher taxes to repay the public 
debt react by increasing savings so 
they have the money for the taxman 
at a later date. Private consumption is 
put on the backburner. The implica- 
tion Is that aggregate demand in the 
economy will not go up as much as ex- 
pected. 
This observation falls in b e  with 

analyses showing that if public debt 
passes a level of around 90 per cent 
of GDP. further stimulus does not 
work because households lose con6- 
dence in the economy. The house- 
holds are no longer spending, but sav- 
ing; policymakers are stuck. 

The eurozone situation is almost 
the opposite. The public debVGDP ra- 
tio has been stabilised through auste- 
rity. The households and the corpo- 
rate sector have not really started to 
deleverage (their spending has not 
fallen much). but they do not need to 
do so, because their debVCDP ratio is 
more favourable than for the US - es- 
pecially in the case of households. 

The combined result of fiscal aus- 
terity and no real deleveraging in the 

private sector has been a less than 
feared fall in demand. Last year, the 
eurozone managed 1.5 per cent - not 
much different h m  the US growth. 
2012 will probably show zero 
growth. 

The prospect for higher private de- 
mand'is, however, brighter with fall- 
ing public debVGDP ratio. augmen- 
ting confidence among consumers 
and investors, making it more likely 
that aggregate demand will go up. 
Looking at the figures. it seems that 
the eurozone is bottoming out this 
summer. Thereafter, growth will b e  
gin - the official forecast for growth 
in 2013 is one per cent. 

Figuring in the financial sector re- 
W o r m  the picture of a better medi- 
urn-to-long-term prospect for the eu- 
rozone than for the US. A couple of 
weeks ago. we learned that JPMor- 
gan had lost up to US%9 billion on 
speculative trading in derivatives: it 
may be higher. The bank has also re- 
vealed that US1650 billion in losses 
codd hypothetically bring it down. 

Its total balance sheet is valued at 
about USS2.3 trillion and a good deal 
of it is in derivatives of doubtful quali- 
ty. Bank of America has over the last 
four years lost USS40 billion on its 
failed acqufsition of the mortgage 
lender. Countrywide. 

The fmancial press is brimming 
with news about the eurozone ban- 

king system, but seems oblivious to 
Bank of America's losses even though 
they amount to about two-thirds of 
what is required to recapitalise the en- 
tire Spanish banking system (estimat- 
ed at US$64-78 billion). 

The European banking system is  
not in fantastic shape. but the mea- 
sures agreed at the summit last week 

Bank of America's 
losses over the last 
four years amount 
to abaut two-thirds 
of what is required 
to recapitalise the 
entire Spanish 
banking system. 
goes a long way towards recapitalj- 
sing weak banks. 

Over recent years. German and 
French banks have reduced their ex- 
posure to the weaker European coun- 
tries. Continental European banks 
are much less engaged in 6nancial de- 
rivatives than their US counterparts. 

Japan's problem is the public debt 

- dose to 240 per cent of CDP and 
still counting. Household debt is 
small, while corporate and non-finan- 
cia1 corporate debt measured in per 
cent of GDP is not far from the US fig- 
ure. 

The Japanese parliament's lower 
house recently endorsed a hike in the 
sales tax, but even if also adopted by 
the upper house, it will only take ef- 
feet in 201 5 and is already deemed in- 
sufacient to address the debt pro- 
blem. 

The high public debt has forced Ja- 
pan to engineer a monetary policy 
with zero interest rates: otherwise. 
the debt burden would destroy public 
finances. 

With rising debt. this will obvious- 
ly not change. The role of the finan- 
cial system (to channel savings into 
pro6table investments) cannot be ful- 
filled with zero interest rates, given 
that interest rate is the mechanism 
used to separate profitable from un- 
profitable investment projects. 
This cannot go on - although this 

has been said many times. The day of 
reckoning will come if or when Ja- 
pan's balance of payments swing 
from surplus to deficit. 

For Britain, the public debVGDP 
ratio is still going up despite strenu- 
ous efforts by the government to turn 
around public deficits. Households 
are only just starting to deleverage. 

The fact that this is only beginning 
now explains the comparatively 
well-hctioning of the British econo- 
my until a few months ago when it be- 
came dear that the country is hea- 
dhg into recession. 

The governor of the Bank of Eng- 
land has demanded immediate and 
far-reaching action to reform the 
structure and culture of the UK bank- 
ing industry. 

He said: 'That goes to both the cul- 
ture in the banking industry and to 
the shuclure of the banking industry. 
from excessive levels of compensa- 
tion, shoddy treatment of customers. 
to deceitful manipulation of one of the 
most important interest rates and 
now thls mornhg to news of yet an- 
other mis-sell@ scandal." 

Dysfunctional US 
The statement came after Barclay's 
bank was fined E290 million ($3576 
million) for manipulating a key inter- 
est rate. 

The medium-term outlook for glo- 
bal debt deleveraging will be strongly 
influenced by what happens to the 
Bush tax cuts in the US. They expire 
at the end of 2012 unless a decision 
to the contrary is made by a political 
system that truly deserves the label 
'dyshnctional". 

The US is caught between the dev- 
il and the deep sea. If the tax cuts are 
extended. surely public demand will 
go up, but so will the public debVGDP 
ratio with the result being house- 
holds and maybe the corporate sector 
would deleverage even more, k i -  
ping aggregate demand low, preven- 
tina full oosfttve effect on mwth. 

i f  thei are not extended7 de- 
mand will fall and even if it is difficult 
to gauge the reaction by households 
and corporations. it looks unlikely 
that they.would step in to compensate 
for the falling demand, raising the 
prospect of a recession. There is no 
way out of this trap. Damned if you 
do it, damned if you don't. 

Of course. the US can approach its 
main creditors (China. Japan, and 
some countries in the Middle East) 
for a r e s h u m  of its public debt. 

Some people would call it a de- 
fault, but wordsmiths will be busy in- 
venting another word. China with al- 
legedly USSl.3 trillion and Japan 
with USSl trillion in US treasury 
bonds would hold the fate of the US 
economy. and indeed the global econ- 
omy in their hands. 

As long as the US debt problem 
has not been addressed, the world 
will not get back to higher growth. 
The risk is that it won't, which will 
take us into uncharted waters and 
make the eurozone problem look like 
a picnic. 
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