Is global economy headed for recession? 
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The most recent economic data from the United States points to a marked slowdown and has disappointed most economists who had been predicting better results. 

Major indicators such as Corporate Purchasing Index, Home Sales, Unemployment, Consumer Sentiment, and widely cited Weekly Leading Index (WLI) from the Economic Cycle Research Institute (ECRI) have led some analysts to conclude that another recession may be imminent. Not everyone agrees. In fact, the market participants seem to be divided over whether we are headed for a deflation or high inflation in the medium term. 

Those who worry about inflation have piled on real assets like metals, particularly gold, and those who believe deflation is unavoidable and low interest rates are here to stay for quite a while, have favoured government bonds, especially US treasuries, helping the dollar to appreciate against most major currencies in the last three months. 

On July 7 the IMF came out with a revised and slightly better forecast for the global economic growth for 2010 but kept its forecast for 2011 unchanged. IMF warned that the risk of a slowdown in the global economic recovery has risen sharply, but advised the governments to continue planning to tighten fiscal policy. The IMF’s advice could be counter-productive. 

After all, most mainstream economists and august bodies like the US Federal Reserve, the World Bank, and the IMF failed to anticipate not only the financial crisis of 2008 but also the severity of the recession. Sharp reductions in government budgets in a sluggish economic environment can precipitate recession. 

Few disagree that the world’s economic outlook is clouded by a weaker than expected economic recovery in the United States, the sovereign debt crisis in Europe, and the threat of a collapse of the property market in China. 

Nobel Laureate Paul Krugman fears we are in the early stages of a third depression; the previous ones were in 1873 and 1929-31. Depression generally means a prolonged period of contraction in economic activity characterised by falling prices, high unemployment, and weak demand and reduced availability of credit. 

Hence some believe that governments are making a major policy error by obsessing about inflation when the real threat is deflation, preaching the need for belt-tightening when the real problem is inadequate spending. That may be right but Krugman feared a depression in 1999 as well following which the world economy experienced seven years of record economic expansion. He could be wrong again but on balance the probability of a recession has increased. Why is that so?Three Ds – Debt, De-leveraging, and Demographics - hold the key to understanding why the US and Europe are quite unlikely to experience the growth rates of the 1990s and up to 2007 but could also be in for a prolonged period of sluggish growth and high unemployment. 

The first and most central to the current crisis is Debt. According to the IMF, the US public debt has almost doubled in three years to a current level of 64 per cent of GDP, the highest since 1950. An IMF report (July 7) warned that under the current policies, the US public debt could reach 95 per cent of GDP by 2020, considering the impact of ageing population and health care costs. 

The biggest reason and risk would be the policy failures and the collective unwillingness and inability of the Americans to go through a long period of painful adjustment in their life style and standard of living. The IMF and noted economists such as Kenneth Rogoff and Nouriel Roubini have warned about the debilitating and pernicious effects of such high and unsustainable levels of debt. 

It may be instructive to recall that in 1991 Japan had a budget surplus of 2.9 per cent of GDP but in five years it turned into a deficit of 4.3 per cent of GDP and by 1998 hit a staggering level of 10 per cent of GDP. During 1991-2001, Japan’s economy struggled with an average yearly real GDP growth of 0.9 per cent while the prices fell by an average of minus 0.3 per cent. 

Record low interest rates failed to revive economic growth in Japan and lift it out of the deflationary cycle. This has been called a liquidity trap implying that despite cutting interest rates to near zero level and injecting massive amounts of liquidity, economic growth could not be revived as the demand for goods and services had suffered long- term damage due to the destructive effects of high levels of debt and a financial shock that saw a long-term and severe fall in the stock market. 

During 1991-2001, Japan’s stock market fell by 54 per cent and its stock index (NIKKEI-225) currently trades in 9000-10000 range compared to a level of 37,000 in the beginning of the 1990s. 

Some argue that the US is not Japan. Wall Street banks generally believe that the recent data is typical of a slowdown at this stage of the recovery in the economic cycle. They contend that double dips are extremely rare and have been caused by very adverse change in fiscal and/or monetary policy, the chances of which are slim now. 

While it is not improbable that the US economy may continue to grow in the second half of 2010, albeit at slower pace than the first half, and through the first half of 2011, the risk that the economic recovery will be disrupted by a violent shock in the financial markets has increased in the second quarter of this year. 

European sovereign debt crisis continues to cause jitters and euro has lost more than 12 per cent of value against the dollar. A major bank failure or an event – like Greece announcing a restructuring of debt which would tantamount to default - cannot be ruled out. 

The most heavily indebted countries in Europe including Britain, Greece, Spain, and Portugal have all pledged to reduce their budget deficits but deficit reduction at a time of sluggish economic activity could be a double edged sword. As the UK government deals with $230 billion deficit and prepares to make spending cuts, the Financial Times recently cautioned that there was a serious risk that if the cuts are too brutal the country could return to recession. 

This is a dilemma the UK shares with the US and other highly indebted European countries. After having cut interest rates to record low levels and spending trillions of dollars to stimulate the economies and thereby pushing debt levels to dangerous and unsustainable levels, the governments may have just run out of policy options and tools. 

Should a financial shock - such as a European country default or a major bank failure or /and a property market collapse in China - hit the global markets, it is seriously doubtful and questionable whether the US and European governments would have the ability to prevent another recession. 

They may well muddle through the current phase but in addition to the financial market risk, the risk of policy errors remains significant and could see the world plunge into a another recession which will probably be longer and more painful than what we experienced during the last couple of years. 

The writer is an independent financial consultant based in Singapore and London. 

yousufnazar@nazarcapital.com 

