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A new era of slow growth, low inflation and
high debt

Will the pandemic turn us all Japanese?

The coronavirus (Covid-19) outbreak has prompted advanced economies to unveil extraordinary
fiscal measures. So far this year G20 countries have announced stimulus programmes worth around
US$11trn (or nearly the size of the Japanese, German and French economies combined). These fiscal
measures have helped many companies to stay afloat, kept workers employed, and stabilised financial
markets. However, they will also push fiscal deficits to an average level of 17% of GDP across OECD
countries. In turn, public-debt-to GDP ratios will rise to around 140% of GDP (or US$13,000 per head)
across developed economies.

In the past, such high levels of indebtedness would have alarmed economists and prompted heated
discussions about which country would be the first to experience a sovereign debt crisis. However, this
no longer appears to be the case. Two factors explain this shift. First, instead of depleting their (already
empty) coffers, governments have enlisted central banks to finance their spending spree: over the past
few months, the central banks of the US, Japan, the euro zone and the UK have created US$3.7trn in
new reserves of money to buy government and corporate bonds.

Central banks now have a new role, which is quite different from their traditional one: instead of
focusing on monetary policy, they are tasked with enabling governments to roll out massive stimulus
packages. The sums involved are significant: over five weeks in March-April, the US Federal Reserve
(Fed, the US central bank) purchased US$1.3trn in US government debt, or the equivalent of the entire
federal budget deficit in 2019. In turn, the role of the state in the economy is growing as fiscal stimulus
is the new king. Keeping with the US example, the Fed currently holds more than 11% of US corporate
debt, giving the institution an unprecedented sway over corporate America.
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This means that when it comes to sovereign debt management, advanced economies may find
that they need to do precisely nothing. Over time, if nominal growth remains higher than interest
rates, the debt pile-ups will simply disappear; with interest rates at zero, and assuming that fiscal
stimulus manages to boost growth, this does not look like a far-fetched assumption. The governments
of developed countries will hope that investors will continue to be willing to invest in their sovereign
bonds: with debt-to-GDP ratios shooting up across all advanced economies, the point at which
investors see sovereign debt as too risky could move up from 100% of GDP to, say, 200% of GDP. The
situation appears unprecedented, but it is not. In the years that followed the second world war, the
US public-debt-to-GDP ratio stood at 112%; that of the UK was more than twice that figure, at 259% of
GDP.

As was the case 75 years ago, this situation creates opportunities to finance investment and research
in an attempt to fuel the post-pandemic recovery and boost long-term growth prospects. However,
this new normal also comes with risks. Generous furlough schemes and support measures will help to
keep otherwise unprofitable companies alive, weighing on productivity and innovation and fuelling a
rise in the number of “zombie” firms. The companies that benefited from government-sponsored loans
will also spend years repaying their debt, instead of investing in research and development. In addition,
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Low unemployment does not translate into
high inflation anymore

(US, unemployment and inflation)
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Source: Datastream from Refinitiv.

if inflation rises unexpectedly (for instance as a
result of lockdown-induced shortages), central
banks would have no choice but to hike interest
rates to curb price growth. In turn, the cost of
sovereign borrowing would spiral out of control.

This s a significant risk. In fact, traditional
economic doctrine implies that inflation should
rise as the recovery takes hold. One commonly
accepted view is that there is a relationship
between unemployment and inflation: when
labour markets boom, inflation rises. If this theory
holds true, governments will be in difficulty as
soon as the economic picture starts to improve
and labour markets recover. However, this
economic precept seems to have broken down
after the 2009 global financial crisis. Since then,
unemployment and inflation have not moved
in sync. Instead of fuelling inflation, the excess
liquidity created by central banks went to financial

markets. With interest rates seemingly set to remain ultra low, there is no reason to think that this will

not happen again post-coronavirus.

Until the start of the coronavirus outbreak, Japan was considered an economic oddity. After the
country’s equity and real estate bubbles burst in 1989, the economy crashed abruptly before going
through a “lost decade” of feeble growth between 1991 and 2001. The government tried to boost

activity via fiscal stimulus programmes, which increased the debt-to-GDP ratio to around 240%. These

measures failed, and subdued demand meant that inflation remained stubbornly low. Coupled with a

bleak demographic outlook, these three characteristics—slow growth, low inflation and high debt—

will become common features of advanced economies in the coming decades. The impact of such
unprecedented conditions will be a game changer for the global economy. The pandemic may not last
once a vaccine is found. However, the post-coronavirus zombification of advanced economies appears

to be here to stay.
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Country Analysis
We monitor the world to prepare you for what's ahead

Country Analysis provides you with the best forward-looking data and analysis to understand a
country’s political, policy and economic outlook.

From financial institutions to corporates, governmental departments and universities, the world’s
leading organisations rely on our Country Analysis service to keep them informed about the world and
what it will look like tomorrow. Included in our service:

® Global outlook and daily insights spanning politics, economics and market-moving topics.

® Overviews of country forecasts over the medium-term outlook.

©® Medium-term country forecasts on 200 countries’ political and economic landscape.

® | ong-term country forecasts on the structural trends shaping 80 major economies.

® |ndustry analysis on the outlook for six major industries in 70 markets.

® Regulatory intelligence on the policies that will impact the business environment in 50 key economies.
©® Commodity forecasts on supply, demand and prices of 40 critical goods.

® Macroeconomic data on forecasts, as well as historic trends.

® Industry data on demand and supply of key goods, now and in the future.

® Proprietary ratings on the business environment.

How Country Analysis helps you to stay ahead

Unparalleled coverage - global, regional and country-level analysis for over 200 markets. 20,000 data
series every month, led by our worldwide network of expert analysts and on the ground contributors.

360-degree view - our approach is unique; deliberately designed to intersect politics, policy and the
economy, our methodology leads to a more nuanced perspective than simple number crunching.

Beating consensus - with over 70 years of experience, we have a track record of making bold calls and
getting them right.

“Severe contest” - our editorial team is fiercely independent and rightly so. This ensures you can trust
our analysis and apply the insights it offers with confidence.

Find out more information about our service features, delivery platforms and how Country Analysis
could benefit your organisation by visiting:

eiu.com/n/solutions/country-analysis
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