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Is the Global Economy on the Brink of 
Recession?
In 1937, in the midst of the US recovery from the Great Depression, President Roosevelt 
implemented spending cuts in pursuit of a balanced budget. Subsequently, the unemployment 
rate jumped nearly 6 percentage points over the next year and the US economy re-entered 
a major recession. In the midst of the current global recovery from the Great Recession, 
European and American policymakers again seem intent on pursuing the path of budget 
austerity. In light of slowing economic growth rates, shrinking consumer and business 
confi dence, and stubbornly high unemployment fi gures, could it be that Western economies 
are ignoring lessons from the past?

DOI: 10.1007/s10272-011-0395-2

Vanessa Rossi

Global Growth and Volatility – Turbulence Is the New Normal

True, indicators continue to present a mixed picture of 
the advanced economies, as 2010’s better than expect-
ed growth has dropped back in 2011. The US economy 
is ticking very slightly upwards, although not strongly 
enough to boost jobs, while the EU is faring slightly 
worse, probably dipping back into recession. And the eu-
rozone debt crisis is adding to fears of something worse.  
But even allowing for some slowdown in their rapid pace 
of growth, developing countries are not even close to re-
cession – and neither is the world economy.

The Global Recession Has Not Returned

While we cannot be certain how the eurozone will resolve 
its problems, many aspects of the global economic situa-
tion are reassuring and point to a recovery in growth pros-
pects later in 2012:

• The global economy has been through a tumultuous 
period and short-term trends have weakened once 
more; however, this is a typically volatile recovery from 
a severe shock. Turbulence will eventually stabilise. 
Only the naïve would have assumed the shock was 
over and done with when the 2010 rebound turned out 
better than expected.

• In spite of the developing world also showing signs of 
a cyclical cooling off after its 2010 peak in growth, it 
is still growing moderately well – and there is ample 
potential for future growth. In terms of the short-term 

There is little doubt that we have experienced – and may 
continue to experience – a period of extreme economic 
turbulence, which based on historical statistics can be 
seen as a once-in-a-century event. It is only to be expect-
ed that the impacts of this will take a long time to sub-
side – as occurred with the Great Depression of the 1930s 
and, in more muted form, with the recession in the early 
1980s. While this is happening, it is quite likely that new 
shocks and turbulence will occur. Indeed, the key theme 
of this review is that volatility is the new normal, and we 
must become accustomed to this.

However, many commentaries exude a ghoulish fascina-
tion with predictions of even more dramatic recession, 
revelling in comparisons with the Great Depression and 
modern day forms of bread queues. The euro crisis is also 
discussed not just in terms of the possible demise of the 
currency but as a threat to peace in Europe. This over-
dramatisation has not helped efforts to stabilise the fi nan-
cial situation. Worse, it has sucked many commentators 
ever deeper into hyperbole.

Perhaps such stories serve the same purpose as hor-
ror movies – sensationalism entertains. Arguably, those 
struggling to keep up with the demands of modern labour 
markets and daily stress may benefi t from a “feel not-so-
bad factor”. There is a plausible claim that full bars, busy 
restaurants and heavy tourist traffi c all point to an attempt 
to keep cheerful and keep going in the face of adversity – 
similar to the much vaunted “wartime spirit”.
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ny, creating further internal tensions in the eurozone. This 
is not just a relative wage and competitiveness issue, but 
nevertheless these factors will be seen as the underlying 
cause of divergent eurozone growth rates and a sign that 
monetary union is the root of the problem, indicating that 
the euro cannot survive.

The eurozone therefore looks likely to remain a source of 
economic horror stories for those with a taste for such 
things. Put in perspective, however, this need not hamper 
progress in the rest of the world economy.

Key Features of the Global Economic Outlook

More important than the exact scale of the current soft 
patch in global growth and a possible eurozone double 
dip is the resilience of the world economy and the poten-
tial for another strong performance from emerging mar-
kets over the coming decade. If this materialises, even 
Europe can withstand a short, shallow dip back into re-
cession.

Rapid growth of 5-7% in the developing world can contin-
ue to be four to fi ve percentage points ahead of the weak 
pace of expansion expected in the advanced economies 
(as shown in the scenarios depicted in Figure 1). However, 
although world growth should average 4-5% per annum, 
it is also likely to be far more volatile than consensus fore-
casts suggest, not just in the short term but over the long 
run as well. Turbulence must be seen as normal, not an 
aberration.

cycle, growth will pick up again as factors such as last 
year’s food and energy price surge and related policy 
tightening ease off and consumers start to get new 
wind.

• Those who take the Great Depression example to heart 
should note that the developing world is now big and 
self-sustaining – it was tiny in the 1930s. This made a 
substantial difference to the recovery from 2008-09, 
which might otherwise have turned into a downward 
spiral driven by the European and US economies.

• In addition, some sectors of the developed economies, 
such as travel and entertainment, are doing better than 
others. The USA is seeing retail sales and growth pros-
pects pick up, although not as much as it would like; 
however, this performance would probably content the 
less aspiring eurozone.

• There is no evidence of a global recession. Although 
the EU is clearly already slipping into a mild double dip, 
this is not the case in the USA, Asia or other major re-
gions of the world. The eurozone crisis would have to 
achieve a massively greater scale to even begin to cre-
ate another global recession.

The truth is that the likely (rather than exaggerated) vagar-
ies of EU GDP forecasts are just not that important: al-
though it is large, the EU economy has grown only slowly 
for many years and adds little dynamic to the rest of the 
world. If its GDP slips by 1% or so over the coming year, 
this will make little difference to other regions. And, nota-
bly, meetings of ASEAN and the evolution of the Asia-Pa-
cifi c trade pact, including the USA and Japan, all point to 
the EU being sidelined rather than being critical to global 
development.

The asymmetric relationship should perturb Europe – it is 
a wealthy continent, an advanced economy, but it needs 
the rest of the world for a stimulus that it cannot provide 
for itself. This is true not just this year but in many years. 
This regional malfunctioning, the lack of autonomous 
growth, is the really worrying part of its economic out-
look, not the outcome for Greece.

However, if the EU simply waits, some stimulus will come 
to the rescue. Growth in emerging market demand will im-
prove again, and Russia’s imminent WTO entry could cre-
ate more export potential for the EU, for example. Some 
well-timed free trade agreements may also help. Even a 
fairly small external demand stimulus, a few hundred bil-
lion euros, acts as a catalyst for growth, and the impact 
multiplies upward strongly, as 2010 demonstrated. How-
ever, trade benefi ts tend to be heavily skewed to Germa-
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Volatility is rather inconvenient for forecasters as it is dif-
fi cult to predict – therefore it is often neglected. Even sce-
nario analysis does not really address this point. This is 
important, as volatility is likely to be a signifi cant feature of 
future economic trends.

The Drivers of Growth

Positive trends will be sustained by:

• Emerging market consumerism. Billions of emerging 
market consumers will accelerate their spending as 
incomes approach the critical take-off point on the so-
called “S curve” for consumer development (Figure 2).

• Growing trade and investment across emerging mar-
kets and with advanced economies. Emerging mar-
kets’ trade with each other (E2E) will soon overtake 
their exports to advanced economies (E2A), which 
are also exporting more to developing countries (A2E, 
see Figure 3). The segment of trade with the slowest 
growth will be between advanced economies (A2A).

• Skills and productivity growth. The potential to acquire 
skills and advance productivity across many populous 
developing countries is huge. On average, GDP per 
capita remains around ten times greater1 in the ad-
vanced economies than in the developing world, which 
implies that a two-speed global economy will continue 
over the next twenty years and beyond.

1 At market exchange rates, or three to four times greater in purchasing 
power parity (PPP) terms.

Constraints and Volatility

However, as these positive drivers of growth have gath-
ered strength, constraints have also begun to appear in 
the growth model. At present, these are chiefl y due to the 
widespread problem posed by lack of slack, i.e. spare ca-
pacity, in the system:

• Commodity supplies. Commodity markets, espe-
cially food and energy, are bumping up against sup-
ply constraints. This results in sporadic price spikes 
and persistent infl ationary pressure. Burgeoning 
growth in domestic demand across emerging mar-
kets is also adding to bottlenecks in the provision 
of infrastructure and services, including transport, 
power and water supply, adding to infl ationary pres-
sure.

• Tight production systems. Events such as Japan’s 
earthquake/tsunami disaster of March 2011 as well 
as the 2010 Icelandic volcano incident and winter 
weather disruption in Europe have served to highlight 
the risks posed by the widespread adoption of the 
lean “just in time” (JIT) production model, complex 
global supply chains and dependency on internation-
al transportation systems.

• Access to fi nance may also be constrained by a con-
tinuing North Atlantic crisis if sovereign debt risks 
are not swiftly and effectively contained. At the end 
of October, the eurozone reached a major agreement 
on the provision of funds to alleviate the threat of a 
Lehman-style fi nancial meltdown, but tensions nev-
ertheless continue.

Figure 1
Global Growth Outlook Strong – 70% or More Will Be Generated by Emerging Markets

S o u rc e s : IMF and own estimates.
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Tight capacity, whether in resource markets, produc-
tive potential, supply chains or fi nance, could eventu-
ally curb real economic growth if investment remains 
weak. But the key message here is that future economic 
trends will be highly susceptible to volatility because of 
the effects of various constraints operating within the 
system.

The Drivers of Growth Will Themselves Increase Volatility

Yet more volatility will be associated with the growth in 
discretionary consumer spending across the developing 
world and with the impact of the next tier of large, fast-
growing but potentially unstable developing economies. 
These factors are both the drivers of future world growth 
and new sources of risk. Autonomous consumer and 
business cycles will develop in the large emerging mar-
ket economies and push volatility into regional networks 
and the global economy. For these reasons, future world 
growth will have greater volatility embedded within it, 
and this poses more complex and interconnected chal-
lenges for policymakers and business planners alike.

The Age of Volatility

Notably volatility, rather than uncertainty, is the theme of 
this discussion. True, the term “Age of Uncertainty”2 has 
come back into fashion, perhaps because of the paral-
lels that can be drawn between the troubled 1970s and 
current conditions. There is the same sense of being at 

2 This concept was promoted in the 1977 book and BBC television se-
ries by American economist J.K. G a l b r a i t h .

the end of an era and in the midst of confusion over what 
comes next. However, it is misleading to confl ate uncer-
tainty with increased turbulence. Indeed, it is simply not 
credible to argue that uncertainty is greater today than it 
has been historically. There is no reason to call this age in 
particular an Age of Uncertainty, but there are quite spe-
cifi c reasons to expect an Age of Volatility.

Clearly, people have a greater awareness and fear of glo-
bal shocks and risks. Virtually free access to the global 
media has radically increased information fl ows and the 
potential speed of reaction of every individual on the plan-
et. Analysis and opinions are readily available. We surely 
know more than ever, not less. However, all this knowl-
edge appears to have made people feel less secure, most 

Figure 2
Emerging Markets’ Consumer Demands Are Rising – 
the Example of the S Curve for Personal Computers

Figure 3
Dynamic Trade within Emerging Markets (E2E) Will 
Outpace Business with Advanced Economies (E2A)
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Figure 4
Lack of Spare Capacity Drives Commodity Price 
Spikes but Global Infl ation Stays Remarkably Low

S o u rc e : IMF.
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probably because of concern about their vulnerability to 
events around the world given the increase in interde-
pendency and cross-country contagion. Economic open-
ness exposes countries to risks outside of their control, 
often stoking anti-globalisation sentiment. This may be 
distressing, and it will create volatility, but it does not con-
stitute a new Age of Uncertainty.

Populations Are More Concerned About Risks

Our society is clearly greatly concerned about risks – 
we refer to black swans and feral futures (unknown un-
knowns) as if we were all fi nancial market traders. Yet in 
reality, we have signifi cantly reduced or mitigated the im-
pacts (loss of life, economic disruption, etc.) of many of 
the all too apparent and capricious threats of past centu-
ries such as:

• High mortality epidemics and famines – the 1800s and 
early 1900s saw repeated waves of pandemics (e.g. 
cholera, typhoid, etc.) that killed many thousands of 
people. Polio remained a menace through the 1950s. 
The infl uenza virus remains a major concern but meas-
ures to limit this risk are in place.

• High impact natural events such as climatic and geo-
logical shocks – although Asian tsunamis still have 
the power to cause many deaths despite early warn-
ing systems, Japan’s massive March 2011 earthquake 
showed that damage from this source can be greatly 
reduced by modern building practices. International 
transport safety and security have also increased.

• Widespread confl icts and lawlessness – colonisation, 
world wars, border and land disputes, risks for travel-
lers and businesses operating abroad.

Even radical shifts in economic fundamentals – in popula-
tions, industrial structures, international trade or the use 
of money and international fi nancial markets – are not at 
all unknown. They have happened before. There is no es-
calation in uncertainty regarding these phenomena, only 
an all too visible increase in the likelihood and scale of 
contagion. True, some threats are not well understood, 
primarily the potential for climate change, but we still have 
to ask if this is suffi cient to say that we face a greater Age 
of Uncertainty compared to our forebears.

Threat Levels Have Been Reduced

For the most part, efforts to improve management of his-
toric risks and to reduce threats have been effective and 
should see further improvement, including:

• implementation of law and order, stronger governance 
and a structure of institutions and organisations at the 
local and international levels;

• application of scientifi c and medical advances as well as 
improvements in construction quality and equipment;

• more accurate, faster and cheaper communications 
and information processing;

• use of fi nancial products, such as insurance or hedg-
ing instruments, which can offer individuals, compa-
nies and government the possibility to limit adverse 
risks and offset fi nancial volatility.

In view of these advances, we should be humbled by the 
extent of the uncertainty and risks suffered in the past, 
which would now be seen as intolerable. Nevertheless, 
growing commodity markets, international trade, invest-
ment and travel have served to magnify the cross-border 
economic impacts of cycles and shocks. In addition, as 
households get wealthier, they have more to lose and be-
come more risk-averse. Of course, this is why insurance 
sells to better-off households demanding a greater level 
of certainty and reduced volatility. It does not mean that 
uncertainty has increased but that there are increasing 
demands to reduce it.

A Resilient World Economy

In spite of our persistent fears and dramatisation of risks, 
macroeconomic performance has been strong enough to 
deliver sustained economic gains and very signifi cant in-
creases in living standards, especially compared over each 
century. This is largely thanks to the successful adoption of 
new technologies and business models as well as greater 
and more broadly based investment in human capital.

The world economy has proved its resilience, its ability to 
rebound from downturns in the cycle and from adverse 
shocks, yet we continue to be extremely fearful of further 
turbulence and potential threats. On a personal risk basis, 
this may be understandable for short-lived human beings 
for whom a cyclical downturn might represent a signifi -
cant proportion of their working life or come at a critical 
juncture for their career. However, we should be more 
confi dent about the positive outlook for global economic 
trends and the development of the world economy in the 
medium to long run.

Volatility and Growth Can Co-exist

In fact, displacement of volatility might alleviate some un-
desirable impacts. Notably, on a short time horizon, while 
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some economic variables have become more volatile (for 
example, exchange rates), others have actually been more 
stable than they were in previous decades. In particular, 
consumer infl ation and interest rates (heavily infl uenced 
by central bank policies) have fallen markedly over the last 
twenty years – not just in the advanced countries – and 
actually remain relatively low by historic standards in spite 
of recently turbulent commodity markets, producer prices 
and fi nancial conditions. Volatility has increased for busi-
nesses, but they may be better prepared to cope with this 
compared with vulnerable households, which appear to 
have been relatively shielded from the rise in volatility.

In addition, looking only at recent history, there is ample 
evidence of the world economy’s resilience. The last dec-
ade began with the dotcom bubble bursting and a stock 
market crash, a mild global recession and the shock of 
the 9/11 terrorist attacks in the USA, which led many to 
expect an escalation of such attacks. Next came wars, 
fi rst in Afghanistan and then in Iraq. There was also a far 
greater than expected surge in energy and other com-
modity prices around 2002-2003, which became almost 
frenzied by 2007-2008.

Yet the world economy went on to see its strongest growth 
performance in many years from 2002 to 2007; few ana-
lysts would have predicted such a result had they known 
beforehand of the threats that would actually materialise 
in this period. In fact, in spite of a soft 2011, even the re-
bound from the crash of 2008-2009 has been better than 
people dared to hope in early 2009. Most economies are 
still better off than they were a decade ago. Risk premia, 
especially across emerging markets, have also remained 
at historically low levels over the last few years. This is 
a testament to the underlying confi dence in the global 
growth outlook. These facts suggest that many shocks 
and volatility do not damage medium to long-run growth 
prospects and that volatility can be managed in ways that 
reduce the impact on segments that are most vulnerable.  

Rising Impact Effects and Current Problems Make 
Black Swans3 More Visible

Nevertheless, economic turbulence since 2008 has fur-
ther encouraged talk of an “Age of Uncertainty”.  The 
eruption of the massive Western banking and property 
crisis, which culminated in a global recession on a once-
in-a-century scale in 2009, has had consequences that 
are still reverberating around the advanced economies. 
After a stronger than expected recovery in global growth 
in 2010, momentum has weakened in 2011 and the full ex-

3 In popular usage, the term “black swan” refers to an unexpected 
event with a marked impact.

tent of the eurozone’s debt crisis has become more obvi-
ous. Early 2012 could see Europe relapse into recession. 
This has revived wild speculation about extreme sce-
narios of the sort fi rst voiced in late 2008 and early 2009. 
Such scenarios include the demise of the euro as well as 
prolonged depression, the collapse of Western banks, the 
end of the capitalist system and the rolling back of trade 
and globalisation.

However, we should not have been surprised at these gy-
rations in growth and sentiment: in effect, the world econ-
omy is only part-way through a high amplitude cycle that 
could be likened to a bungee jump. It will simply take time 
to settle down again. Escalating sovereign debt in the ad-
vanced economies will be hard to rein in and is already 
around estimated danger levels.4 This will threaten the 
outlook for growth and stability over the next few years. 
Fiscal austerity is only just beginning and the added prob-
lem that high sovereign debt brings is that governments 
have little potential to spend more should new disasters 
occur. Added to this, the demand cycle stoked up in the 
developing world during 2009, partly as an antidote to the 
advanced countries’ crisis, has currently run out of steam. 
It will pick up again and continue to further growth in the 
global economy but not for some months.

Singular events have also added to short-term stress in 
2011, notably Japan’s tsunami disaster but also higher 
commodity prices and the “Arab spring”. Bearing in mind 
the advice of the World Bank in late 2010 that the global 
economy could not cope with more shocks in the short 
term and needed a period of recuperation, it is quite re-
markable that global economic growth has been positive 
rather than lapsing back into recession over the last year.

In fact, a number of natural disasters have hit at the heart 
of the developed world in recent years, with Japan’s 2011 
disaster the latest in a run of events including Hurricane 
Katrina and the New Orleans fl oods of 2005 and, over the 
last couple of years, the Icelandic volcanic eruption and 
other exceptional winter weather disruptions across Eu-
rope. Harvest failures in Eastern Europe in 2010 were also 
a contributory factor to the period of unrest seen across 
the Middle East and North Africa (MENA) region over the 
last year.

However, the message here is not that the number of 
shocks and the level of uncertainty are increasing – black 
swans have not multiplied – but that each unexpected 
event has a greater, more visible, impact. Most of the 

4 See, for example, various studies by C.M. R e i n h a r t  and K.S. 
R o g o f f , including “Growth in a Time of Debt”, in: The American Eco-
nomic Review, Vol. 100, No. 2, 2010, pp. 573-578.
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shocks that we would classify as black swans today 
would have caused only local damage in the past, even 
during the fi rst half of the twentieth century – many such 
events were fairly invisible to people elsewhere. Now the 
impact of shocks has been modifi ed and, in important as-
pects, amplifi ed by the structural changes that have been 
taking place and accelerating over the last decade. There 
is not just more frequent but larger-scale volatility in the 
system.

Building Buffers: the Need for Robustness and Elasticity

Critical common factors behind the signifi cant infl uence 
exerted by recent shocks to the world economy can be 
summarised thus:

• The loss of spare capacity in the global economy, 
whether in oil markets, grain production or power gen-
eration, as rising demand in emerging markets has 
exceeded growth in supply. This creates an indetermi-
nate price system and thus price spikes. We have been 
talking about this since 2003-2004 and indeed warning 
about it since the mid-1990s, but new investment has 
remained meagre rather than substantial.

• Low levels of global reserves, whether in fi nancial, 
energy, food or manufacturing capacity. Stocks have 
dwindled in proportion to the rise in GDP, trade and 
fi nance. We fear shocks but are not necessarily pre-
pared to pay for the “real insurance” to deal with them.

• Volatility being pushed back up the chain: consumer 
price infl ation, the target of central banks, may have 
been kept low and stable, but there has been consid-
erable volatility not only in commodity prices but also 
in producer prices, putting companies and investment 
under pressure. Finally, pressures have broken out into 
rising consumer prices in the more vulnerable develop-
ing world.

• Displaced volatility: interest rates have fallen and re-
main relatively low compared with most of the 1970s, 
’80s and ’90s, while exchange rates have been volatile 
and increasingly jostled by factors such as the carry 
trade, which is itself a symptom of volatile fi nancial 
conditions and capital fl ows.

• Low real investment rates which fail to address the 
problems posed by bottlenecks and lack of capacity. 
Weak investment may be encouraged by volatility and 
inappropriate policy responses.

An important fundamental shift that has been underway 
for some time in the world economy is the change in busi-

ness models towards systems that raise global effi ciency 
and productivity but at the same time create more in-
ternational complexity and dependency. Such systems 
work well against a stable global background but may be 
dangerously prone to contagion rather than being robust 
and resistant in the face of economic cycles and shocks. 
We know this is the case with increased global trade and 
specialisation, but JIT and “lean” operating systems also 
leave little margin for companies to deal with errors or 
shocks.

Signifi cant problems can be caused not just by the shock 
itself but also by the inability of the system to absorb it 
when it has no slack, no buffers and a high degree of in-
terconnectedness. Even small changes in one part of the 
world may then have large consequences elsewhere. This 
degree of contagion has grown but it is not inevitable – 
fi rewalls and elasticity can be used to reduce it.

Warning signs have appeared – with the Asia and oil mar-
ket crises in 1998, with the SARS epidemic in 2003 and 
with power sector shortages not only in the third world 
but in places such as California. However, for the most 
part, we have been living on the edge, without fully com-
prehending the threat this posed until the latest series of 
shocks revealed the extent of global systemic risk.

Many benefi ts have emerged from the “lean” era – such 
as increased global productivity, innovation and low man-
ufacturing prices – thanks to integration and specialisa-
tion within supply chains and the greater concentration 
of industries in key hubs. And globally there is still ample 
scope for further productivity gains. However, we must 
now ask whether the economic model should incorporate 
more robustness and buffers. It is possible to design sys-
tems that are more shock resistant and able to damp the 
more dangerous forms of volatility.

Figure 5
Volatility in Energy and Producer Prices

S o u rc e : IMF.
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This means recognising the need not just for effi ciency but 
for security and risk containment. Each nation must be 
able to provide essential supplies and functions in order to 
mitigate the damage that may be caused by cross-border 
contagion. Guarantees may add to consumer and busi-
ness costs (as a form of “real insurance”), but there are al-
so benefi ts and business opportunities in this new model, 
especially as governments worldwide are inclined to en-
gage the private sector in solutions rather than to expand 
public sector involvement, employment and spending.

New Sources of Volatility Are Emerging

An important motivation for examining and stabilis-
ing some of the existing sources of volatility is that new 
sources of volatility and risk are emerging all the time. 
Important growth sectors of the global economy are also 
the most volatile components of GDP. Discretionary con-
sumer spending is becoming an ever larger part of de-
mand. The changes seen in household consumption over 
the last century include the dramatic rise in spending on 
non-essentials from a tiny proportion of households’ an-
nual expenditure to as much as 40% in the USA today. For 
example, spending on private cars and on travel, tourism, 
entertainment and leisure has grown on a global basis, 
but this type of expenditure can collapse rapidly given an 
adverse event, any change in consumer sentiment or a 
cyclical downturn. These industries alone probably ac-
count for more than 20% of world GDP.

This means that global-scale producers of such goods 
and services are very vulnerable. Concentrations of such 
industries can create national risks – for example the mas-
sive export and industry losses that hit Germany and Ja-
pan in late 2008 and in 2009, especially linked to the simul-
taneous and sharp drop in car sales across the major mar-
kets. National markets simply could not absorb the drop in 
units exported, and production had to be shut down. Re-
gions highly dependent on tourism also suffer severe busi-
ness losses if visitor numbers slump for whatever reason.

Trade will always be volatile and subject to external risks, 
yet it has also become an ever larger share of the world 
economy. It brings long-run productivity and effi ciency 
gains but also economic risks that are out of a country’s 
own control and becoming even larger. Downturns may 
obscure the benefi ts of trade, but even the gains may be 
distributed unevenly, encouraging support for protection-
ist policies.

Diverse Industry Impacts

Perhaps these trends are epitomised by the growth in 
the global travel and tourism industry. Travel and tourism, 

including leisure pursuits such as entertainment, sports 
and the arts, is now one of world’s largest industries. Di-
rectly and indirectly it accounts for nearly 10% of global 
GDP, according to the World Travel and Tourism Council. 
Indeed it could have an even greater infl uence than this 
estimate suggests given its role in also promoting other 
trade and stimulating demand. Yet travel and tourism is 
also cyclically volatile and highly susceptible to a variety 
of unpredictable risks such as changing consumer tastes, 
swings in sentiment, personal security threats, weather or 
disruption of transport and logistics systems.

On the other hand, some sectors still enjoy relatively sta-
ble demand – fast-moving consumer goods (FMCG) such 
as foodstuffs and household staples saw little impact on 
fi nal demand from the once-in-a-century recession of 
2008-2009. But even more stable sectors’ concerns over 
risk abound – input price volatility and the inability to raise 
consumer prices create pressure to achieve cost sav-
ings and productivity growth. And manufacturers world-
wide have been forced to examine supply chain risks and 
supply management in view of unexpected disruptions 
caused by unusual events such as volcanic eruptions, 
fl oods, earthquakes and tsunamis.

Responses to Critical Volatility Risks

Populations have begun to demonstrate concern about 
the increases in some risks, particularly food and energy 
security, and their impacts in terms of rising prices for 
consumer staples, which could no longer be restrained. 
This has promoted efforts to examine potential ways of 
addressing such concerns and the underlying problems. 
For example, the G20 is taking an increasingly active role 
in commodity markets, as shown by the session held for 
G20 agricultural ministers in mid-2011 and consideration 
of global targets for expanding food supplies.

There are possible responses that could address a 
number of the risks identifi ed above, with action involving 
both policymakers and businesses:

• stabilisation of commodity markets and increased 
security of supply through enhanced production and 
processing capabilities, enlargement of strategic 
stocks and storage capabilities, effective strategic 
stock management procedures and judicious interven-
tion in essential commodity markets;

• reviews of transport systems, alternative mechanisms 
and emergency procedures, including identifi cation 
of critical traffi c and the possibility of facility sharing 
agreements;
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We examine the behaviour of real GDP (levels and growth 
rates), unemployment, infl ation, bank credit and real estate 
prices in a twenty-one-year window surrounding selected 
adverse global and country-specifi c shocks or events.

Chief among these is that economic growth is notably 
slower in the decade following a macroeconomic disrup-
tion, which we review below. We also provide evidence of 
several post-crisis “double dips” in the years following a 

• appraisal of the role of regional networks and hubs to 
improve regional stabilisation: practical examples may 
be shared service points and regional stock manage-
ment for supply chains and essential commodities;

• assessments of sector dependencies and potential im-
provements in support mechanisms in the case of fail-
ures or global demand disruptions (e.g. reviewing the 
effi cacy of the aid provided to the automobile sector 
during 2009 in Europe, Japan and the USA).

Future Unknowns?

Most risks and volatility, as commonly discussed, are not 
truly “unknowns” – we may not know the exact path of the 
global economy for the years ahead, or the exact scale and 
timing of volatility, but we do know a lot about cycles, con-
straints, event risks and their impacts. And we even know 
how to address most of these problems through policy re-
sponses. In fact, we knew rather a lot about the build-up of 
risks in property markets and the fi nancial system ahead 
of 2007-2008 as well as about the changes underway in 
the fundamentals of commodity markets – both demand 
and supply – well before the advent of price spikes.

The problem about true unknowns is that they cannot be 
identifi ed or analysed beforehand. As statistical phenom-
ena in markets and mathematical analysis, they may none-
theless be integrated into technical risk assessments, per-
haps suggesting that turbulence is more likely than previ-
ously predicted for reasons that are not yet clear. The key 
contribution of concepts such as black swans and feral 
futures is to raise risk awareness and encourage a greater 
emphasis on robustness, resilience and nimble responses.

In this discourse, we have encouraged the view that more 
attention should be paid to the volatility that we are inevi-
tably building into the global economic system, to the al-
leviation of important constraints and to consequences of 

reduced risk tolerance in the general population. Aware-
ness of potential volatility and its effects should hone 
policymaking and planning. Some risks, such as food, 
energy and transport security, are clearly worth address-
ing, as volatility can have extreme repercussions. But oth-
ers, such as consumer cycles, may be unavoidable con-
sequences of economic growth that are best treated by 
tackling unacceptable social impacts through automatic 
stabilisers such as short-time working and social benefi ts.

There is an additional warning – we cannot expect all 
developing countries to progress as steadily as China’s 
economy has since it became an important component of 
world growth in the 1990s. The next tier of trillion dollar 
plus economies is a very mixed group. And China itself is 
likely to become more volatile in the future as its domestic 
demand cycle evolves. These countries will increasingly 
exert signifi cant effects on the global economy. Not only 
will they begin to experience marked consumer cycles of 
their own, but these cycles will impact on other countries. 
Other shocks could emerge from unexpected quarters.

While much of the last century has been spent watching 
for spillover effects from US economic cycles, there will 
be many more infl uences to watch for in the future, mak-
ing cyclical analysis and business planning more complex. 
This complexity and added volatility are largely the inevita-
ble consequences of global growth and development, but 
we have some potential to mitigate the worst aspects of 
such changes.

Given the likely rise in volatility, it is advisable to gain a bet-
ter understanding of its sources and the possible risks en-
tailed while not overly dramatising the threat to the global 
economy. The focus should not be on tinkering with low 
level volatility or the elimination of all aspects of risk but on 
practicalities such as designing policies and business sys-
tems that effectively address the most critical short-term 
and long-term concerns.

Carmen M. Reinhart and Vincent Reinhart

Europe in the Decade After the Fall

Our study of the fi fteen most severe fi nancial crises of the 
second half of the twentieth century documents that such 
events have a profound and lasting effect on economic per-
formance.1 In the time since writing “After the Fall”, events 
in Europe have mostly played out according to that script.

1 C.M. R e i n h a r t , V.R. R e i n h a r t : After the Fall, Federal Reserve Bank 
of Kansas City Economic Policy Symposium Volume, “Macroeconom-
ic Challenges: The Decade Ahead” at Jackson Hole, Wyoming 2010.
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Table 1
Episodes and Coverage
15 country-specifi c severe fi nancial crises

3 global episodes 1929, 1973, 2006

Advanced economies
Spain 1977, Norway 1987, Finland 
1991, Sweden 1991, Japan 1992

Asian crisis emerging markets
Indonesia, Korea, Malaysia, Philip-
pines and Thailand, all 1997

Other emerging markets
Chile 1981, Mexico 1994, Colombia 
1998, Argentina 2001, Turkey 2001

crisis. Indeed, a faltering of economic recovery is not un-
common after a severe fi nancial shock – although this can 
often be ascribed to exogenous events. Our focus is on 
longer horizons that compare decades rather than years.

Methodology

Economic forecasts rely heavily on an intuitive statistical 
regularity. With the passage of time, many key magni-
tudes, such as output, consumption and the unemploy-
ment rate, tend to home in on their long-term trends. 
Moreover, when they are far from home, they hurry back 
faster. This was the engine underlying many projections 
of rapid recovery and expansion following the recession 
spanning late 2007 to mid-2009. Forecasters were con-
fi dent of a “V-shaped” recovery and expansion because 
a sharp recession that pulls activity well below its mean 
should be followed by an equally sharp rebound as activ-
ity moves back to its mean. The problem is that this is 
the wrong set of comparators for advanced economies. 
In fact, the key feature for understanding recent economic 
performance is that we are amidst a recovery after a se-
vere fi nancial crisis, which is a rare event in the economic 
time series of most countries. Thus, we must broaden our 
frame of reference.

Our statistical analysis, which is described in more detail 
in the paper, is based on nonparametric comparisons of 
the data that are applied to the episodes listed in Table 1. 
Simply put, we examine whether key macroeconomic in-
dicators seem to come from the same distribution before 
and after a dislocating event. The exact time periods of 
the before and after windows vary across our exercises, 
but we usually try to employ the longest possible spans 
of comparison. Note that the sample includes both ad-
vanced and emerging market economies.

Growth, GDP Levels and Unemployment

Real per capita GDP growth rates are signifi cantly lower 
during the decade following severe fi nancial crises and 

the synchronous worldwide shocks. The median post-
fi nancial crisis GDP growth decline in advanced econo-
mies, as shown in Figure 1, is about 1%.

During the fi rst three years following the 2007 US sub-
prime crisis (2008-2010), median real per capita GDP in-
come levels for all the advanced economies was about 
2% lower than it was in 2007. This is comparable to the 
median output declines in the fi rst three years after the 
fi fteen severe post-World War II fi nancial crises. However, 
while 82% of the observations for per capita GDP dur-
ing 2008-2010 remain below or equal to the 2007 income 
level, the comparable fi gure for the fi fteen crisis episodes 
is 60%. This indicates that during the current crisis, re-
cessions have been deeper, more persistent and wide-
spread.

In the ten-year window following severe fi nancial crises, 
unemployment rates are signifi cantly higher than in the 
decade that preceded the crisis. The rise in unemploy-
ment is most marked for the fi ve advanced economies, 
where the median unemployment rate is about fi ve per-
centage points higher (Figure 2). In ten of the fi fteen post-
crisis episodes, unemployment has never fallen back to 
its pre-crisis level, neither in the decade that followed nor 
through the end of 2009.

Figure 1
Real per capita GDP Growth in the Decade Before 
and the Decade After Severe Financial Crises: Post-
WWII, Advanced Economies1

Probability density function

1 These crises are also known as the “Big Five”: Spain, 1977; Norway, 
1987; Finland, 1991; Sweden, 1991; Japan, 1992.

S o u rc e : C.M. R e i n h a r t , V.R. R e i n h a r t : After the Fall, Federal Re-
serve Bank of Kansas City Economic Policy Symposium Volume, “Macr-
oeconomic Challenges: The Decade Ahead” at Jackson Hole, Wyoming 
2010 and sources cited therein.
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• Third, policymakers typically respond to a fi nancial cri-
sis by raising the cost of fi nance, imposing an edifi ce of 
new regulation and making appropriate business prac-
tices more uncertain. An effi cient regulatory response 
to fi nancial excesses is understandable and probably 
generates longer-term benefi ts. But in the short term 
this places a drag on spending.

Double Dips and External Shocks

Sluggish economic performance in the United States and 
outright declines in indicators of activity in Europe over 
the closing months of 2011 have renewed talk of a “double 
dip,” or of an economic recovery that will stall out after 
only a few quarters of growth. Our analysis is based on 
annual data, so brief spurts of growth bracketed by out-
put declines might be smoothed away in yearly observa-
tions. But a more general pattern, often applied to Japan’s 
experience in the late 1990s (which actually stretches the 
window to encompass the fi fth and sixth years after the 
crisis), is documented in Table 2. Of the fi fteen post-World 
War II episodes examined, nearly one half of these (seven 
episodes) involved a broadly defi ned double dip.

As shown in Table 2, growth rates often became negative 
once more after the crisis. The magnitude of the slowdown 
(measured as the highest post-crisis growth rate less the 
lowest recorded subsequently) also provides a sense of 

Housing and Credit

Real housing prices for the full period are available for ten 
of the fi fteen fi nancial crisis episodes. For this group, over 
an eleven-year period (encompassing the crisis year and 
the decade that followed), about 90% of the observations 
show real house prices below their level the year before 
the crisis. Median housing prices are 15% to 20% lower 
in this eleven-year window, with cumulative declines as 
large as 55%. The observations on unemployment and 
house prices, of course, may be related, as a protracted 
slump in the construction activity that accompanies de-
pressed housing prices may help to explain persistently 
higher unemployment.

Three features appear to shape the two decades bracket-
ing a crisis:

• First, there is a pronounced leverage cycle. Increases 
in debt relative to income allow an economy to spend 
more than it produces and fuel an asset price boom 
that sets the stage for a bust. After the bust, house-
holds and fi rms struggle to reduce their balance-sheet 
exposure, exerting a drag on spending.

• Second, a country usually leaves unfi nished business 
after a banking crisis, as problematic assets litter bank 
balance sheets.

Figure 2
Unemployment Rate in the Decade Before and the 
Decade After Severe Financial Crises: Post-WWII, 
Advanced Economies1

Probability density function

1 These crises are also known as the “Big Five”: Spain, 1977; Norway, 
1987; Finland, 1991; Sweden, 1991; Japan, 1992.

S o u rc e : C.M. R e i n h a r t , V.R. R e i n h a r t : After the Fall, Federal Re-
serve Bank of Kansas City Economic Policy Symposium Volume, “Macr-
oeconomic Challenges: The Decade Ahead” at Jackson Hole, Wyoming 
2010 and sources cited therein.

Figure 3
Real House Prices Before and Ten Years After Severe 
Financial Crises: Post-WWII, Advanced Economies1

Probability density function
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Table 2
Episodes of a Marked Slowdown or Recession in the 3rd or 4th Year After a Crisis

1 Unlike the other thirteen fi nancial crises in our sample, Spain 1977 and Japan 1992 “escaped” an initial recession at the time of crisis. 
2 See G.L. K a m i n s k y, C.M. R e i n h a r t : Bank Lending and Contagion: Evidence From the Asian Crisis, in: Takatoshi I t o , Anne K r u e g e r  (eds.): Regional 
and Global Capital Flows: Macroeconomic Causes and Consequences, University of Chicago Press for the NBER, 2001, pp. 73-99 for an analysis of the 
patterns of bank lending during the Asian crisis.

Annual per capita GDP growth

Country Crisis year 
(beginning)

Lowest 
growth rate

Magnitude of slow-
down (high – low)

Year(s) of 
slowdown

External (or exogenous) shock(s)

Spain1 1977 -0.2 2.9 1981
High world interest rates; recession in advanced economies. The Latin 
American debt crisis gets underway.

Chile 1981 0.4 3.8 1985
Renewed weakness in commodity prices, which fall 10-15% that year 
(depending on index used).

Malaysia 1997 -1.6 8.0 2001 For the Asian economies, concerns about the avian fl u begin in earnest 
in May 2001; for all the recovering countries 9/11 poses a major blow to 
world trade. The trade volume of goods and services, which had risen 
by 12.2% in 2000, is fl at in 2001, rising 0.2%.

Philippines 1997 -0.5 4.2 2001

Thailand 1997 1.4 2.6 2001

Colombia 1998 -0.2 1.3 2001-2002

Memorandum item, a 5th-6th year recession

Japan1 1992 -3.2 6.4 1997-1999
Asian crisis. Japanese banks had begun to lend aggressively to emerg-
ing Asia in early 1996; these are now hit with fresh losses.2

the loss of momentum. These post-crisis downturns help 
explain why growth rates are signifi cantly lower and un-
employment rates higher in the decade after the crisis and 
why these results are not driven by weak economic per-
formance that is common in the vicinity of the crisis.

Concluding Observations

In our recent paper, we document in the private sector 
what Reinhart and Rogoff2 document in the public sector, 
namely that the years following severe fi nancial crises are 
characterised by high levels of debt and leveraging. This 

2 C.M. R e i n h a r t , K.S. R o g o f f : This Time is Different: Eight Centuries 
of Financial Folly, 2009, Princeton Press.

observation is essential to understanding why these fi -
nancially frail economies are particularly vulnerable to ad-
verse shocks, regardless of whether they emanate from 
the demand and supply factors discussed in our paper. 
A drag on spending might be due to mistakes in domes-
tic policies or hysteresis effects of the crisis. But the list 
of events in Table 2 suggests that there is an important 
role for plain “bad luck”, originating in exogenous events 
or external developments that strike at a time when the 
economy remains highly vulnerable. Those properties, of 
course, are related. An economy expanding at a subpar 
rate is less resilient in the face of adverse shocks. That 
is, the country’s economy is like a plane fl ying slowly and 
close to the ground. This combination makes wind shear 
and pilot error more consequential.

The great recession, which originated in the US sub-
prime market and rolled via the fi nancial system over the 
whole world, has led to an acceleration of a shift in glo-
bal economic growth patterns. In the emerging markets 
the recession was only short-lived and was followed by 
a strong upswing, whereas the recovery in most industri-
alised economies is still sluggish. In the USA and Europe 
fears of a double-dip recession still abound.

A main driver of developments in the emerging economies 
is indeed Asia and especially China. With the help of a 

strong credit expansion, China triggered a boom in gross 
fi xed capital formation, lifting the share of total investment 
in GDP from an already high 35% in 2000 and 42% in 2007 
to 48% in 2009.1 Via strong demand for commodities and 
via strong foreign direct investment in other countries, for 
example in Africa, impulses have been sent from China to 
other emerging and even developing countries. This has 
provoked a kind of gold-digger mood in some regions. 
South-south trade is a catchword, meaning an intensifi ed 

1 Source: IMF: World Economic Outlook Database.

Klaus Abberger

The Global Recession and the European Turnaround
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The above discussion refl ects the shift of global growth 
patterns after the great recession. Although risks exist, 
e.g. from sudden capital outfl ows, this shift will continue. 
However, more changes have happened in the aftermath 
of the crisis. The recession has led to a change of growth 
patterns even among the advanced economies.

The Recession in Europe

A change in the growth pattern within Europe and espe-
cially within the eurozone occurred after the fi nancial cri-
sis. The question of whether Europe is heading towards 
another recession cannot be answered without taking 
these changes into consideration. In the phase after the 
introduction of the euro and before the recession, espe-
cially the smaller euro economies showed rapid growth. 
Between the beginning of 2002 and the end of 2007 the 
Greek economy grew by 27% and that of Ireland by 32%. 

The recession of 2009 immediately hit some of the East-
ern European countries that were not members of the eu-
rozone. Eastern European states had also enjoyed rapid 
growth before the crisis, fuelled by high foreign invest-
ment. They witnessed an outward fl ight of capital in the 
wake of the fi nancial crisis as liquidity dried up. Western 
European banks had close links with Eastern European 
institutions. Many Eastern European banks relied on 
credit from Western European ones. Amongst the most 
vulnerable countries in this regard were Estonia, Ukraine, 
Croatia and Latvia. Hungary and Ukraine received emer-
gency loans from the IMF in October 2008.

The recession affected almost all of the countries within 
the eurozone. German GDP, for example, contracted by 
5.1% in 2009. However, it seems that the euro protected 
especially the smaller countries at the periphery from ad-
ditional turbulences stemming from their current account 
defi cits. Without the euro, they probably would have en-
countered trouble much earlier just like their Eastern Eu-
ropean counterparts. Thus, it took some time before it 
was recognised that debt (public and/or private) in some 
countries was too high to be sustainable. With rising re-
turns on Greek government bonds in 2009, these prob-
lems came more and more to the fore.

During the fi rst years of the new millennium Germany 
was considered the “sick man” of Europe. Average real 
growth of GDP between 2002 and 2005 was only 0.4%. 
At the same time, France grew on average by 1.5%, Ita-
ly by 0.7% and Spain by 3.2%. After a strong economic 
boom starting in 2005, Germany experienced a sharp 
fall in 2009. German real GDP contracted by 5.1%, which 
was sharper than the average of the euro area (-4.2%). 
Since then the development within the euro area has been 

trade between Asia, Australia, Africa and South America. 
In Dubai and other Emirates, a very important trade hub, 
journalists write2 about a “new silk road“ resulting from 
the greater importance of the emerging economies. Such 
shifts are not new, by the way. In the 17th century Asia 
was the economic heavyweight, as shown in Figure 1. In 
the 18th century Europe attained more weight and only in 
the 19th century did attention shift to America.

Global capital streams are also fuelling the current shift 
towards the emerging economies. Capital looking for at-
tractive places to invest has fl ooded into emerging mar-
kets, leading to worries about the risk of a sudden with-
drawal of huge sums of money later on. That is why some 
countries have introduced restrictions on infl owing capi-
tal. In September 2010 the Brazilian minister of fi nance, 
Guido Mantega, commented in advance of the G20 meet-
ing in South Korea that we are in the midst of an interna-
tional “currency war”.

Another quite unconventional policy path was introduced 
in Turkey. Instead of raising interest rates to moderate 
the boom, the national bank lowered rates to make the 
country less attractive for foreign capital. Even the IMF 
is concerned about the heavy capital fl ows into emerg-
ing economies and concedes that herd behaviour and in-
appropriate risk perception often infl uence these capital 
fl ows. Thus the IMF has also changed its mind and is no 
longer strictly against measures to moderate the capital 
fl ows.

2 “The new Silk Road is real, a signal of China’s global rise“, in: The 
National, 26 June 2011, Abu Dhabi. “Trade thrives along the new Silk 
Route“, in: The Gulf News, 10 October 2010, Dubai.

Figure 1
Share of Global GDP

S o u rc e s : A. Maddison: Historical Statistics, download from http://www.
ggdc.net/MADDSION/oriindex.htm, 2010 (retrieved 20 October 2011).
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employment in September rose to 2.78 million. This is the 
highest level since 2000. Not to speak of countries like 
Spain where unemployment is much higher than before 
the crisis.

Even more dramatic is the development of youth unem-
ployment. In the whole euro area, it rose from 16.0% in 
2008 to 20.5% in the second quarter of 2011. There are 
only two euro countries in which youth unemployment 
has fallen. In Germany the rate dropped from 10.6% to 
8.9%. The other country is Luxembourg, where it fell from 
17.3% to 14.0%. In another group of countries the rate is 
almost at the pre-crisis level. These include Austria (8.0% 
to 8.3%), Belgium (18.0% to 18.3%) and the Netherlands 
(6.3% to 7.0%). In France the youth unemployment rate 
has risen from 19.3% to 23.3%, in Italy from 21.3% to 
27.7% and in Portugal from 22.2% to 28.7%. Dramatic ris-
es could be observed in Greece (22.1% to 42.9%), Spain 
(24.6% to 45.0%) and Ireland (13.3% to 29.8%).

These fi gures underscore the divisions that exist in Eu-
rope. What does this mean for the economic situation in 
Europe as a whole? Looking at the development of im-
ports can provide some insights.

Figure 2 shows the cumulated growth of imports of goods 
and services for selected countries compared to the third 
quarter of 2008. In Germany imports are about 10% high-
er in 2011 than before the recession. French imports are 
only a mere 0.7% higher. UK imports are 3.5% and those 
of Italy 4.5% lower than before the crisis. In Spain they 

very uneven and quite different from the previous pattern. 
Germany, Austria, France and the Netherlands, among 
others, have already reached, or are not far away from, 
their GDP levels before the crisis. Others like the UK or 
Italy have not yet offset the decline. Compared to the fi rst 
quarter of 2008, GDP in the second quarter of 2011 was 
more than 7% lower in the UK and more than 1% in Italy, 
not to mention countries like Greece and Ireland, which 
are far behind their pre-crisis level.

Is the European economy heading for a second reces-
sion? The answer is: yes and no. There is not one answer 
because at least three distinct patterns are emerging. 
First, some of the small countries that require rescue 
funds are already in recession. Second, there are some 
larger countries that are showing sluggish-to-moderate 
growth. In this group are Italy and also the UK, which 
is in a somewhat different situation because it is not a 
member of the eurozone. These countries need austerity 
measures, structural reforms or both — meaning that in 
the near future they will not be growth engines. The third 
category encompasses  countries that have recently ex-
perienced a strong upswing. The biggest among them is 
Germany.

Despite the GDP fi gures already mentioned, the uneven 
development in Europe can be observed in many other 
indicators. It is especially visible in the labour market. In 
Germany 2.79 million people where unemployed in Sep-
tember. This means that currently even fewer people are 
unemployed than during the boom in 2008. In France un-

Figure 2
Imports of Goods and Services
(cumulated growth compared to II/2008, quarterly fi gures from national accounts)

S o u rc e : Ecowin.
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fallen in the same time from 3.2 to 2.9 months, which is 
still relatively high, but capacity utilisation has been cut 
back as fi rms try to stretch their orders somewhat. Also, 
quantitative indicators like incoming orders in manufac-
turing and construction, turnover in retailing, or unem-
ployment data point, on the whole, to a slowdown though 
not yet at recession level.

Whether the buffer of the German economy is large 
enough depends on the risks discussed below. For exam-
ple, a banking crisis or a recession in the USA would also 
throw strong European countries back into recession. 
Without these shocks, they may go into a downswing and 
not into recession. Strong domestic demand and further 
strong demand from the emerging economies could pro-
tect them.

Risks Around the Globe

Sluggish growth in the USA and in Europe, emerging 
countries trying to curb infl ation and moderating their 
boom – this already sums up to only moderate growth 
prospects. A further shock in one of these regions could 
send the world economy back into recession. What are 
the risks in these three regions?

1: The USA: The USA suffers from various problems, 
amongst them the level of private debt and a loss of wealth 
because of lower house prices and drops in share prices. 
However, in my view the main problem is the labour mar-
ket. Not only is unemployment still very high. Long-term 
unemployment is a matter of concern. The Department of 
Labour announced that the number of long-term unem-
ployed (those jobless for 27 weeks and more) was 6.2 mil-
lion in September. These individuals accounted for 44.6 
per cent of the unemployed. These are fi gures that have 
not been seen in the USA since the Second World War. 
The USA has a long-term unemployment problem that is 
exceptional and of an unparalleled intensity for the coun-
try.

More than two million people eligible for benefi ts would 
lose them by mid-February of 2012 if no extension is 
passed, according to an estimate from the Department 
of Labour. Thus many households in the USA are in a 
conundrum. Unemployment risks are relatively high and 
households’ assets have declined. According to data 
from the Federal Reserve households and non-profi t or-
ganisations lost $12,789.9 billion of wealth in 2008. And 
even today setbacks in the development of wealth can 
occur. In the second quarter of this year, the Federal Re-
serve announced a loss of $143 billion, and during the 
summer stock prices tumbled, and only partly recovered 
in the third quarter. The recovery will take time. One glim-

shrank by more than 16%. This shows the huge impulse 
that Germany exerts.

The development of import activity shows that Germany 
(together with some smaller economies) is currently the 
big shock absorber in Europe. Without Germany, the 
euro area would very likely fall into a second technical 
recession, meaning two successive quarters of negative 
growth.3 Growth in France and Italy and some smaller 
countries would not be high enough to absorb the reces-
sions of other even weaker euro area countries. Some say 
that Germany should do more to prevent a recession in 
Europe, in particular by introducing new stimulus pack-
ages. However, the import fi gures show that Germany is 
already stimulating the economies of other countries.

Compared with the time after the physical introduction of 
the euro, when Germany was considered the “sick man 
of Europe“, the fi nancial crisis and the recession have led 
to a turnaround. Former European “tiger” countries are in 
trouble and now Germany in particular is the major stabi-
liser of the euro area. However, Germany can only absorb 
negative developments elsewhere to a limited extent. If 
another international shock occurs, it will not be able to 
protect itself or others.

The German Economic Upswing

Given its economic development so far, is Germany also 
heading towards a recession? Domestic trends are quite 
healthy at the moment. In contrast to many other coun-
tries – especially to the USA – unemployment is excep-
tionally low and fell again in September. Fixed capital in-
vestment is also strong.

However, business and consumer confi dence indica-
tors are signalling a pronounced cooling. The Ifo Busi-
ness Climate index for October fell for the fourth time in a 
row. This is a clear indication that Germany is vulnerable 
to international conditions. In particular, companies’ ex-
port expectations have weakened since spring. Does this 
signal a recession? I would say “no” at the moment. The 
fi rms’ orders stocks are quite high, and inventories are not 
too large. Capacity utilisation in manufacturing is clearly 
above its long-term average. So there is still some amount 
of buffer for the German economy. However, fi rms are al-
ready resorting to their fl exibility instruments. Capacity 
utilisation – although above its long-term average – has 
fallen from 86.1% in July to 84.8% in October. The time 
frame required for the fulfi lment of outstanding orders has 

3 For a different, more fundamental defi nition of recessions see, K. A b -
b e rg e r, W. N i e r h a u s : How to Defi ne a Recession?, in: CESifo Fo-
rum, Vol. 9, No. 4, 2008, pp. 74-76.



Intereconomics 2011 | 6
315

Forum

Another problem is credit development in China. During 
the great recession China reacted with a strong credit ex-
pansion. According to the IMF private credit was shooting 
up by more than 50% at the beginning of 2009.5

Fixed investment and credit development were so strong 
that there might be a high percentage of unprofi table in-
vestments and thus a danger of many nonperforming 
loans. Even if that were the case, in China the government 
could detach these loans from the banks. About ten years 
ago the government did just that and transferred the loans 
into bad banks. It could do that again this time. A new de-
velopment, however, is credit fi nancing by shadow banks. 
Such illegal lending amounts to about $630 billion a year, 
or the equivalent of about 10 per cent of China’s gross 
domestic product, according to estimates by the invest-
ment bank UBS.6 According to the Financial Times7 the 
Chinese central bank also estimates that underground fi -
nancing could be up to Rmb4,000 billion ($627bn). There 
is no solid data about the size of underground fi nancing 
in China, however. It seems that China could be able to 
handle the credit problem, but risks remain.

To sum up the situation in the emerging economies, there 
are indeed some risks, which, however, should not be 
overvalued. The risks in the USA and in Europe are cer-
tainly more serious.

Who Still Has Ammunition?

Is there anybody who can give the global economy an ad-
ditional push? The emerging economies cannot further 
speed up growth. Infl ation is still high in many emerg-
ing economies so that monetary policy there cannot be 
aggressively expansive. China cannot trigger a further 
credit-fi nanced investment boom. There should also be 
a turnaround in the growth composition of the USA and 
China. China needs to fuel consumption to become less 
addicted to credit-fuelled investment. The USA, on the 
other hand, needs more domestic demand stemming 
from investment. This could bring back the jobs that are 
needed to lower unemployment. There are glimmers of 
hope in the GDP fi gures for the third quarter, published 
by the Bureau of Economic Analysis. Consumer spend-
ing rose at an annualised rate of 2.4%, while there was a 
roaring 17.4% plus in business investment in equipment 
and software. Investment added 1.6 percentage points to 
GDP growth of 2.5%. However, despite these encourag-

5 See International Monetary Fund: Global Financial Stability Report, 
October 2009, p. 24.

6 See: In Cooling China, Loan Sharks Come Knocking, in: The New York 
Times, 14 October 2011, p. B1.

7 See: Small groups rely on shadow fi nancing, in: Financial Times, 
19 October 2011, p. 2.

mer of hope is that businesses have to hire new staff be-
cause they may have overstretched productivity gains. 
In the face of the large uncertainties, the hiring process 
will be very gradual, however. The most likely outlook for 
the USA is therefore a moderate recovery. However, a fur-
ther deterioration in consumer confi dence because of the 
squeeze on households is possible. Which means that a 
double-dip recession is possible.

2: Europe: All eyes are on Europe at the moment. To some 
extent this is justifi ed because the stress in the banking 
system has spread beyond Europe’s borders. The impact 
credit default swaps would have in the case of sovereign 
default is also unclear.

The future course of the crisis is impossible to predict, but 
clearly many countries will have to undertake structural 
reforms and austerity measures. This will take time and 
will entail sluggish growth until the private sector kick-
starts the economies with higher spending. On the way 
there will be many obstacles that could throw Europe as a 
whole back into recession.

Nevertheless, it is not only Europe that could trigger a fur-
ther recession. The USA and also the emerging econo-
mies could be the epicentre of the next earthquake. A fo-
cus on Europe alone is much too narrow.

3: Emerging economies: Many emerging economies suf-
fer from high infl ation. The main drivers behind these price 
hikes are commodities and especially food prices, which 
were fl at for decades. Grain prices dropped by 75% be-
tween 1950 and the end of the 1980s4 and then remained 
low into the fi rst years of the new century. Since 2008 
the Food Price Index of the FAO shows two strong price 
hikes. After a gradual increase between 2002 and 2007 
the index rose sharply in 2008. The fi nancial crisis halt-
ed this rise, but in 2010 prices reached the next all-time 
high. High food prices squeeze the emerging economies. 
Consumer prices in China for example were up 6.1% in 
September from a year earlier, with food prices up by a 
tremendous 13.4%. Even if prices fall when economic 
growth slows, there are structural problems behind the 
food price hikes. Food exerts a latent pressure on prices. 
Investments in food production and in food storage are 
needed for potential upward pressure on food prices to 
weaken. This means monetary policy has limited room 
for manoeuvre and renewed supply shocks could hit the 
emerging economies.

4 For a comment on this see: The struggle for daily bread, in: The Herald 
Tribune, 15 October 2011.
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A strategy to lower debt levels in the medium term is re-
quired.

A glimmer of hope comes from monetary policy. However, 
there is also not much leeway here as monetary policy 
in the Western economies is already very accommoda-
tive. This should in the medium term prompt more invest-
ment activities. In general, the Western economies need 
a boost from private investment. Fiscal policy has limited 
power, this time the private sector must lift the economies 
out of the mire and not the public sector.

The most likely outcome is that the world economy will 
grow at a snail’s pace for some time. This is a phase we 
must go through to restore our forces of growth.

ing quarterly fi gures, the adaptions of consumption and 
investment are gradual processes that take time.

In the Western economies, fi scal policy cannot do the 
task. In most countries government debt is already quite 
high, and current defi cits point to further rises in the debt 
level.8 Huge stimulus packages, which helped to avoid a 
meltdown in 2009, are not possible again. This time they 
would only add to the uncertainties, as people and mar-
kets are already worried about the current level of debt. 

8 For example the Congressional Budget Offi ce estimates the US 
budget defi cit as a share of GDP for the year 2011 at 8.6%. In 2007 
before the crisis the share was 1.2%.

Dean Baker

US Growth Prospects: Weak Recovery but No Double Dip

The near and mid-term prospects for the US economy are 
quite bleak. Unemployment is likely to remain at levels that 
are near post-war highs for several years into the future. 
The economy is operating at more than six per cent below 
its potential level of output, with little prospect of closing 
much of this gap any time soon. However, the economy 
is likely to continue to grow, albeit at a slow pace. There is 
little risk of a double dip to the recession, unless there is a 
fi nancial meltdown associated with a collapse of the euro. 

It is unfortunate that the prospect of a double-dip reces-
sion has featured so prominently in public debate. Treat-
ing a double dip as a realistic possibility sets an incredibly 
low bar against which the economy’s performance gets 
measured. As a result, even a prolonged period of weak 
growth looks good by comparison, since it means that we 
have avoided recession.

This is analogous to the discussion of a second Great 
Depression that was common at the start of the down-
turn. A second Great Depression was never a plausible 
scenario. The fi rst Great Depression was the result not 
only of the mismanagement of the initial fi nancial crisis at 
the onset of the depression, but also of the failure to ad-
equately stimulate the economy for more than a decade 
afterwards. Nonetheless, by raising the spectre of a sec-
ond Great Depression, the government offi cials whose 
failures had led to the crisis could take credit for avoiding 
a depression. Ben Bernanke, who after Alan Greenspan 
was the person best situated to stem the growth of the 
housing bubble, was not only reappointed as Fed chair 

but also named Time Magazine’s Person of the Year in 
2009 explicitly for preventing a second Great Depression.

It is unfortunate that there continues to be an enormous 
degree of confusion about the nature of the downturn. 
This essay explains the causes of the downturn and 
the reasons why the US economy is likely to remain de-
pressed for much of the next decade without a strong 
policy response. It also distinguishes this weak growth 
scenario from the double-dip recession scenario that 
many have predicted.

The Collapsed Housing Bubble: The Cause of the 
Downturn in the United States

It is common to blame the fi nancial crisis for the downturn 
and continued weakness of the US economy. While the fi -
nancial crisis certainly hastened the pace of the downturn, 
the recession began almost a year before the fi nancial cri-
sis. It was caused by the downturn in house prices that 
had already led to a collapse in residential construction 
and was starting to weaken consumption. House prices 
nationwide were falling at an average rate of more than 
two per cent a month (more than three per cent a month in 
some cities) before the fi nancial crisis hit in the autumn of 
2008. The defl ation of the housing bubble would have led 
to a severe slump whether or not it was accompanied by 
a fi nancial crisis. This is shown by the example of Spain, 
where a better regulated banking system largely shielded 
the country from the worst effects of the fi nancial crisis. 
Nonetheless, Spain’s economy is among the hardest hit 
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the peak defi cits of the 1980s were only half the size of 
the defi cit at the peak of the last cycle. In 2005, the defi cit 
reached 5.7% of GDP.

The rise in the trade defi cit was a result of the run-up in 
the dollar following the East Asian fi nancial crisis. In the 
wake of that crisis, countries throughout the developing 
world began to accumulate massive amounts of reserves 
to ensure that they would not be subjected to the same 
pressures by the IMF as the countries of East Asia were. 
This meant maintaining low-valued currencies and run-
ning large trade defi cits. In the next decade, the devel-
oping world became a massive exporter of capital to the 
United States, which implied the large defi cit seen in the 
GDP data.

The GDP data for the most recent quarter show clearly 
the impact of the bursting of the bubble. The residential 
construction share of GDP is down by 3.9 percentage 
points from its bubble peak. This is the predictable re-
sult of the massive overbuilding during the housing bub-
ble years. Even with the sharp fall in construction since 
the collapse of the housing bubble, the vacancy rate for 
housing units (both rental and ownership) remains near a 
record high.

The consumption share is actually up by 1.4 percentage 
points; however, this is primarily the result of a sharp de-

in Europe, with an unemployment rate of more than 20%. 
The problem in Spain, as in the United States, is a defl at-
ed bubble. There is little that would be obviously different 
in the US economy today if there had not been a fi nancial 
crisis.

The housing bubble had been driving the US economy ev-
er since the 2001 recession. Unlike prior recessions, which 
were brought on by the Fed’s decision to raise interest 
rates to slow growth and thereby reduce infl ationary pres-
sures, the 2001 recession was due to the collapse of the 
prior asset bubble: the 1990s stock market bubble. This 
made the recovery especially diffi cult since the Fed could 
not simply lower interest rates to boost growth. While the 
offi cial recession was short and mild, ending in December 
2001, the US economy did not begin to create jobs again 
until September 2003 and did not recover the jobs lost in 
the downturn until January 2005. At the time, this was the 
longest period in which the US economy had not experi-
enced job growth since the Great Depression.

When the economy fi nally did get back on track, the 
impact of the housing bubble was easy to see. Table 1 
shows the GDP shares of the major components of out-
put in 2005, compared with the averages for the decades 
from the years 1974 to 1994, before the stock bubble be-
gan to distort the composition of output. It also shows the 
shares for the third quarter of 2011.

Table 1 shows that the share of residential construction in 
GDP was 6.1% in 2005, 1.7 percentage points above its 
average over the period from 1974-1994. This had been 
the case throughout the bubble years, leading to enor-
mous overbuilding in many parts of the country. Con-
sumption was also extraordinarily high as a share of GDP, 
5.4 percentage points above its average in the earlier pe-
riod. This is the predictable result of the housing wealth 
effect. At its peak, the bubble added more than $8 trillion 
to homeowners’ wealth compared to a scenario in which 
prices had just kept pace with their long-term trend. As-
suming a wealth effect on consumption of six per cent, 
this implied an increase in annual consumption of roughly 
$480 billion, or nearly four percentage points of GDP. A 
higher than normal price to earnings ratio in the stock 
market also contributed to consumption spending at the 
peak of the cycle.

The other notable difference between the composition of 
output at the peak of the bubble and the years from 1974-
1994 was the sharp rise in the trade defi cit. The USA had 
maintained near balanced trade until the 1980s, when the 
tight money policy under Paul Volcker sent interest rates 
and the dollar soaring. The dollar was brought down by 
deliberate policy intervention later in the decade, but even 

Table 1
Shares of GDP

S o u rc e : Bureau of Economic Analysis: National Income and Product Ac-
counts, Table 1.1.10.

 average
1974-94 2005 2011:3

Personal consumption 
expenditure

64.3 69.7 71.1

Goods 27.4 24.4 24.1

Services 36.9 45.4 47.0

Non-residential investment 11.5 10.7 10.3

Structures 4.0 2.8 2.8

Equipment and software 7.5 7.9 7.5

Residential investment 4.4 6.1 2.2

Net exports of goods and 
services

-1.2 -5.7 -3.8

Exports 8.7 10.4 13.9

Imports 9.9 16.1 17.7

Government expenditure 20.5 18.8 20.1

Federal 8.9 6.9 8.2

National defence 6.5 4.7 5.6

Non-defence 2.5 2.3 2.7

State and local 11.5 11.8 11.9
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There are several important pieces of data that argue 
against this view. First, there is a large swath of companies 
that enjoy direct access to the credit market through issu-
ing bonds and commercial paper. Both real and nominal 
interest rates on corporate bonds are at historically low 
levels. This means that the larger companies that control 
close to half of private sector GDP are having no prob-
lem at all getting access to capital. Therefore this cannot 
explain any weakness in their investment and hiring deci-
sions. Furthermore, if smaller companies are being pre-
vented from pursuing profi table opportunities because of 
their inability to get capital, we should expect to see their 
larger competitors rushing forward to take advantage of 
this situation. In fact, most large fi rms have also severely 
scaled back their expansion plans in the downturn. This 
suggests that whatever problems still affl ict the fi nancial 
sector are not impeding investment.2

Similarly, it is diffi cult to argue that people are having diffi -
culty buying homes because of the condition of the banks. 
The Mortgage Bankers Association has been keeping an 
index of mortgage applications for almost two decades. 
This index, which tracks applications, not mortgages is-
sued, has roughly tracked house sales downward. If it 
were the case that otherwise creditworthy homebuyers 
were having diffi culty getting mortgages, then the ratio of 
applications to sales should be soaring as many buyers 
would have to fi le multiple applications to get a mortgage 
approved and some may fi le several applications and still 
not get approved. Since there is no evidence of a rise in 
the applications-to-sales ratio, it can be assumed that 
most potential homebuyers are able to get mortgages. 
While the standards are undoubtedly much tighter than 
they were at the peak of the bubble, it is likely that the vast 
majority of people who could have got a mortgage before 
the bubble took off could still get a mortgage today.

The other misguided explanation that is often advanced 
for the weakness of the recovery is the idea of self-perpet-
uating pessimism. In this view, if businesses were more 
optimistic about the state of the economy, they would in-
vest more and undertake more hiring. If consumers were 
more optimistic, they would spend more. Neither part of 
this story holds water.

2 It is worth noting that even smaller companies do not volunteer that 
access to capital is a major problem impeding growth. In a survey 
that has been conducted by the National Federation of Independent 
Businesses for more than a quarter century, only three per cent of 
fi rms say that access to capital is one of the major factors obstructing 
their growth. See “Small Business Economic Trends Survey,” National 
Federation of Independent Businesses, October 2011, available at 
http://www.nfi b.com/Portals/0/PDF/sbet/sbet201110.pdf.

cline in tax revenues, both as a result of automatic sta-
bilisers and deliberate stimulus. The ratio of disposable 
income to GDP rose from 73.5% in 2005 to 76.4% in the 
third quarter of 2011. It is also worth noting that most 
government spending on health care (which accounts 
for more than half of health care spending in the United 
States) shows up as consumption expenditure in the 
national accounts. This category of spending has risen 
sharply in the last six years due to the ageing of our baby 
boom cohort, deliberate stimulus policy and rising health 
care costs.

The drop in consumption is better seen by considering 
the rise in the savings rate from 1.6% in 2005 to 4.7% in 
the fi rst three quarters of 2011. Even this increase under-
states the rise in savings and the drop off in consump-
tion. In 2005, there was a negative statistical discrepancy 
equal to 0.8% of GDP, meaning that income side GDP 
was higher than output. (The negative statistical discrep-
ancy increased to almost 2% of GDP in 2006.) In the fi rst 
two quarters of 2011 the statistical discrepancy was equal 
to -0.3% of GDP. (It had been positive in 2009 and 2010.)

Historically, there has been a close relationship between 
capital gains and a movement to a negative statistical dis-
crepancy in the national income accounts, which could 
be explained by some portion of capital gains being mis-
classifi ed as normal income.1 If it is assumed that the 
movement in the statistical discrepancy is fully explained 
by misclassifi ed capital gains, then the rise in the savings 
rate would be equal to 3.8 percentage points of dispos-
able income, which translates into 2.9 percentage points 
of GDP.

The combined fall-off in residential construction and the 
drop in consumption created a 6.8 percentage point gap 
in GDP that is the basis for the downturn. In the short term 
this gap can only be fi lled by government stimulus. In the 
longer term it will have to be fi lled by a reduction in the 
trade defi cit, which in turn will only come about from a 
decline in the dollar.

Before directly addressing the economy’s near-term pros-
pects, it is worth briefl y correcting some of the more com-
mon misstatements about the causes of the downturn. 
Many analysts have blamed the weakness of the recovery 
on the fi nancial system, arguing that losses incurred from 
the fi nancial crisis are preventing banks from undertaking 
the lending needed to support a recovery.

1 This relationship is examined in D. Rosnick, D. Baker: When Num-
bers Don’t Add Up: The Statistical Discrepancy in the GDP Accounts, 
Washington DC 2011, Center for Economic and Policy Research, 
available at http://www.cepr.net/index.php/publications/reports/
when-numbers-dont-add-up.
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hitting their lowest levels since this series began in 1959. 
Car sales are similarly depressed; while the recent selling 
rate of close to 13 million annually is up from the rate of 
11 million reached at the bottom of the downturn in 2009, 
it is far below the pre-recession level of 16-17 million.  
Furthermore, with the economy now having experienced 
three years of very slow sales, there is considerable pent-
up demand for cars. For these reasons it is highly unlikely 
that car sales will take a sharp turn downward in the fore-
seeable future.3

If it is not plausible that either residential construction or 
car sales will take a sharp downward turn, then any re-
cession will have to be rooted in some other sector of the 
economy. There are no obvious candidates to fi ll this role. 
Table 2 shows the real growth of the major components of 
GDP from the third quarter of 2010 to the third quarter of 
2011.

As can be seen, consumption, which accounts for more 
than 70% of GDP (since the table shows GDP in 2005 dol-
lars, shares cannot be directly calculated from the data), 
rose by 2.2% over the last year. Most components of 
consumption are relatively stable from quarter to quarter, 
with car purchases being the major exception. Strong car 
sales in the third quarter explain the 6.6% increase in year-
over-year expenditures on durable goods. This was due to 
some unusual circumstances, but there is little reason to 
expect overall consumption growth to fall below the 1.7-

3 The growing share of imports in the US car market, and the grow-
ing import content of domestically produced cars, would lessen the 
importance of any decline in car sales to the economy in any case 
compared to the situation two or three decades ago. 

On the business side, investment in equipment and soft-
ware is actually holding up relatively well, given the large 
amount of excess capacity in most sectors. This compo-
nent was equal to 7.5% of GDP in the third quarter of 2011, 
only slightly below the 7.9% share in 2005. Investment in 
non-residential structures is actually equal to its 2005 fi g-
ure, although down from the peaks hit in 2007 and 2008. 
This is easily explained by the fact that there was a bubble 
in non-residential real estate that followed in the wake of 
the bubble in residential real estate. This led to massive 
overbuilding in most categories of non-residential struc-
tures, which is likely to dampen spending in this area for 
several more years.

If pessimism were discouraging hiring that would other-
wise be justifi ed by the demand for labour, then we should 
expect to see an increase in average hours per worker. In 
fact the length of the average working week is still 1.0% 
below its pre-recession level.

The consumption side of this story has already been 
discussed. Consumers have cut back their spending 
because they have lost an enormous amount of wealth. 
While they are undoubtedly pessimistic about the econ-
omy given their situation, they are not spending for the 
same reason that poor people generally don’t spend: they 
don’t have money.

In short, there is nothing mysterious about the economy’s 
weakness at this point. It lost the main engine of growth 
it had enjoyed in the last cycle when the housing bubble 
collapsed. This means that it can sustain modest growth 
as productivity growth generates income gains, but it will 
not move back to potential GDP, barring a much stronger 
stimulus or a sharp decline in the value of the dollar to 
boost exports.

Weakness Precludes Recession

This is the backdrop against which the concerns over a 
double dip must be evaluated. The fi rst and most obvi-
ous point is that a contraction requires that some com-
ponent of GDP turn negative. As noted, past recessions 
have been brought on by the Fed acting to slow the econ-
omy by raising interest rates. Higher interest rates typi-
cally lead to sharp falls in housing construction and car 
purchases. Through a multiplier effect, this leads to more 
general declines throughout the economy and the nega-
tive growth that defi nes the recession.

However, both residential construction and car sales are 
at extremely low levels. As noted before, residential con-
struction is just 2.2% of GDP, down from 6.1% at the peak 
of the bubble. Housing starts are down by close to 75%, 

Figure 1
Monthly Housing Starts
(seasonally adjusted)

S o u rc e : Commerce Department, Bureau of  the Census.
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not only at the federal level, but also at the state and lo-
cal levels, since much of the stimulus was passed along to 
lower levels of government in order to allow them to avoid 
cutbacks.

However, at this point most of this contraction has already 
been felt. The fi scal year for most state and local govern-
ments begins in July. This means that the third quarter 
data should largely refl ect the cutbacks they were forced 
to make due to the loss of federal support. Government 
spending at all levels accounts for a bit less than 20% of 
GDP.  Even if the government sector continues to shrink at 
its recent rate, it will be subtracting no more than 0.5 per-
centage points from an economy that is otherwise grow-
ing at a 2.0-3.0% annual rate. This translates into a weakly 
growing economy, but nonetheless an economy that is 
still growing, not shrinking.

It is certainly possible that Congress, as well as many 
state and local governments, will take additional contrac-
tionary measures that will further dampen growth. For 
example, it is possible that Congress will decide not to 
extend the $120 billion payroll tax cut (0.8% of GDP) that 
is scheduled to expire at the end of 2010 or to maintain 
the longer duration period for unemployment benefi ts that 

1.8% rate shown by the more stable components over the 
last year.

Non-residential investment, which accounts for approxi-
mately ten per cent of GDP, grew at close to a ten per cent 
annual rate over the last year. The major factor pushing this 
growth has been the relatively strong growth of equipment 
and software investment. This in turn is largely the result 
of strong spending in the tech sector, computers, smart-
phones and other communication equipment. There is lit-
tle likelihood that spending in this sector will slow much 
anytime soon. Investment in the more traditional portion 
of the manufacturing sector remains weak, held down by 
large amounts of excess capacity. It is unlikely that this 
component will fall far from its current levels.

The rise in structure investment in the last year is striking. 
There was a bubble in non-residential structures that fol-
lowed in the wake of the housing bubble, with a peak in 
2008 rather than 2005. As was the case with housing, this 
boom led to considerable excess supply in most catego-
ries of non-residential structures. As a result, construction 
in this sector also plummeted in the downturn. The most 
recent data suggest that this sector has likely bottomed 
out. In the coming years it is likely to be a small positive 
in GDP rather than the large drag it was in 2009 and 2010. 
Overall, this should mean that non-residential investment 
is likely to continue to grow at close to a ten per cent an-
nual pace, adding a full percentage point to GDP growth.

As noted before, residential construction collapsed when 
the housing bubble burst. However this sector also seems 
to have hit bottom. It is unlikely to make much contribution 
to GDP growth for at least a couple more years, but it will 
no longer be a drag on growth.

The general path of net exports will depend primarily on 
the growth of the USA’s trading partners and the move-
ment of the dollar. There is considerable uncertainty for 
both, but the most reasonable assumption is probably 
that net exports will be a small positive. The dollar is down 
sharply from its crisis peaks and the economies of the 
United States’ trading partners in the developing world are 
growing far more rapidly than the US economy. Therefore 
it is more likely that the change in net exports in the next 
couple of years will be adding to, rather than subtracting 
from, growth.

This leaves the government sector, which clearly is shrink-
ing. However, it is not plausible that the pace of decline 
will be fast enough to throw the economy into a reces-
sion. Over the last year the government sector as a whole 
shrank by a bit more than 2.0%. Much of this was attribut-
able to the ending of the stimulus. This meant cutbacks 

Table 2
GDP Growth: Third Quarter 2010 to Third Quarter 2011

(billions of 2005 dollars)

S o u rc e : Bureau of Economic Analysis: National Income and Product Ac-
counts, Table 1.1.6.

2010:3 2011:3 Per-
centage 
change

Gross domestic product 13140 13353 1.6

Consumption expenditure 9247 9450 2.2

Durable goods 1194 1273 6.6

Non-durable goods 2046 2078 1.6

Services 6008 6111 1.7

Non-residential investment 1344 1468 9.2

Structures 310 332 7.1

Equipment and software 1044 1149 10.0

Residential investment 321 326 1.6

Net exports of goods and services -459 -409 -10.7

Exports 1685 1782 5.8

Imports 2144 2192 2.3

Government expenditure 2570 2508 -2.4

Federal 1088 1064 -2.2

National defence 729 714 -2.0

Non-defence 359 349 -2.8

State and local 1489 1451 -2.5
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ment rate down to more normal levels. In European econo-
mies, 9% unemployment is a problem, but the system of 
social welfare benefi ts is generous enough that even the 
unemployed can enjoy a decent standard of living.

That is not the case in the United States. There are few bene-
fi ts to support non-working people once they have exhausted 
their unemployment benefi ts. At this point, millions of workers 
already fall into this category. For this reason, it is very impor-
tant that the United States not just see some meager posi-
tive rate of growth, but rather the 5-7% growth rates that we 
experienced following severe slumps in the 1970s and 1980s. 
The failure to achieve such growth rates condemns millions of 
workers and their families to destitution.

For this reason the obsession with a double dip is a colos-
sal distraction. It creates a situation in which the media will 
applaud growth numbers that in fact are awful given the 
current economic reality. We cannot afford to have a bar 
that is set so low that even a dismal economic performance 
can exceed expectations. There are still people in Wash-
ington policy circles who are congratulating themselves for 
avoiding a second Great Depression. This cannot be the 
criterion for successful economic policy.

has been in place since the recession started. These and 
other plausible measures will be an additional factor slow-
ing growth in an already weak economy, but they are un-
likely to actually lead to the negative growth that defi nes 
a recession.

Of course everything will change if we see a disorderly 
default by Greece, or one of the other heavily indebted 
countries, leading to a break-up of the eurozone. The 
sort of fi nancial havoc that such a situation would cre-
ate would almost certainly lead to a second dip to the re-
cession. The US economy may not see the sort of free 
fall that it experienced following the collapse of Lehman 
Brothers in 2008, but the fi nancial disruption will almost 
certainly be large enough to throw the economy into a 
second recession.

However, in the absence of this sort of fi nancial turmoil, the 
US economy is likely to stay on a path of modest growth. 
This should not be confused with an optimistic assessment 
of the economy. The implication of growth in the range of 
2-3% is that the economy is just growing fast enough to 
keep pace with the growth of the labour force. That means 
it would be making no progress in bringing the unemploy-

Justin Yifu Lin*

A Pro-Growth Response to the Crisis

* The author wishes to express his thanks to Volker Treichel for his as-
sistance in the preparation of this paper.

Over the last three and a half years, the global economy 
has witnessed its most tumultuous period since the Great 
Depression. In 2008, the impressive coordinated policy 
response of the G20 nations helped the world avoid the 
worst scenario, and economic activity has since recov-
ered around the world. However, the following factors 
suggest that risks to global recovery have again risen sig-
nifi cantly and that another and potentially more serious 
global recession is a possibility.

First, the sovereign debt crisis in a number of European 
countries, in particular in Greece, Ireland and Portugal, 
has forced these countries to undertake comprehensive 
fi scal adjustment programmes, under the supervision of 
the International Monetary Fund (IMF). Italy has also been 
experiencing rising pressure from fi nancial markets, and 
its economic adjustment programme will now be peri-
odically monitored by the IMF. However, with growth in 
these countries remaining below projections and unem-

ployment rising, the envisaged fi scal adjustment often 
remains unachievable, triggering renewed fears of sover-
eign default and calls for even more fi scal tightening. Yet, 
the expenditure cuts required to offset declining fi scal 
revenue stifl e growth and depress demand, further in-
creasing the risk of a recession. The need for increasing 
social spending and undertaking stimulus efforts to coun-
ter high unemployment and underutilisation of capac-
ity at the same time that public revenue is under stress 
presents a dilemma.

Second, the high debt burden in the United States limits 
the country’s fi scal space and options to stimulate growth 
through expenditure programmes at a time when unem-
ployment remains at historically high levels. In addition, 
government debts in some states in the USA may require 
restructuring and cause a threat to the stability of global 
fi nancial markets.

Third, the market turmoil that surged in August 2011 fol-
lowing the downgrade of US government debt and re-
newed concerns about fi scal sustainability in Europe is 
now generating signifi cant headwinds to global growth. 
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(aid, FDI or remittances) should allow them to negotiate 
a tightening of international conditions without forcing 
too large an adjustment. However, some countries with 
large stocks of short-term or longer-term debt could face 
funding shortfalls that would force sharp cuts in domestic 
spending.

Even before the current crisis in the eurozone, the recov-
ery from the recent global fi nancial crisis was muted, as 
high-income countries remained beset with high and ris-
ing unemployment rates and large excess capacities in 
housing and manufacturing sectors, thus repressing pri-
vate consumption and investment and slowing growth. In-
dustrial production in high-income countries is estimated 
to be more than 10 per cent below its peak in 2008.1 The 
high unemployment rate in high-income countries is a 
refl ection of their large underutilisation of capacity. The 
combination of lower growth, high unemployment and 
lower returns on investment in high-income countries 
has been referred to as the “new normal”.2 Fears have in-
creased that this “new normal” will become entrenched 
and that several advanced countries will face a lost dec-
ade – with negative consequences for the entire world.

Against the background of rising market turmoil in re-
cent months and the prospect of a sovereign debt crisis 
in the eurozone, fears of a “new normal”, or even a glo-
bal recession, with high unemployment and low growth 
have further intensifi ed.  Notably, while growth in emerg-
ing markets has so far been resilient, recent indications 
are that the crisis in confi dence in advanced economies 
could spread to emerging markets that have been an en-
gine driving global growth, with possibly serious conse-
quences for the world economy.

A Pro-Growth Strategy – Beyond Keynesianism

The fragile recovery – characterised by high unemploy-
ment and excess capacity in the advanced economies – 
as well as the recently increased risks to global growth call 
for a new growth strategy. Such a strategy would need to 
include advanced economies, the growth of which is pro-
jected to remain anaemic, as well as developing countries 
who are an increasingly important driver of world growth. 

Given the intense fi scal pressures experienced by ad-
vanced economies, any solution to the current economic 

1 World Bank: Global Economic Prospects: Navigating Strong Cur-
rents, Vol. 2, January 2011, p. 4, http://siteresources.worldbank.org/
INTGEP/Resources/335315-1294842452675/GEPJanuary2011Full-
Report.pdf.

2 R. C l a r i d a : The Mean of the New Normal Is an Observation Rarely 
Realized: Focus Also on the Tails, in: Global Perspectives, July 2010, 
PIMCO.

Unlike previous episodes of fi nancial market uncertain-
ty, risk aversion has spread from high-spread European 
economies to developing countries and even core euro 
area economies. Spreads in developing countries have 
increased by more than 100 basis points since July.

Emerging economies’ stock markets have posted dou-
ble-digit declines. Capital fl ows to developing countries 
have slowed markedly to half their normal levels. The cur-
rencies of most developing countries have depreciated, 
prompting many to draw down upon reserves. This in-
crease in uncertainty has cut into economic activity. Glo-
bal industrial production, which had been accelerating in 
June and July, slowed in August, and international trade 
has contracted. The impacts appear to have been more 
severe in Europe than in the United States and developing 
countries.

Assuming that there is no further major deterioration of the 
situation in Europe, the World Bank projects developing-
country growth to slow markedly – coming in at around 6 
per cent in 2011 and between 4.7 and 5.7 per cent in 2012 
– a markdown of between 0.5 and 1.5 percentage points 
from the Bank’s June 2011 projections. High-income 
country growth is expected to come in at 1.6 per cent this 
year and to fi rm only marginally to 1.8 per cent in 2012 (a 
0.6 and 0.9 percentage point downgrade from June 2011). 
Global growth is now expected to increase by 2.7, 2.8 and 
3.3 per cent in 2011, 2012 and 2013, respectively.

However, if fi nancial market confi dence deteriorates fur-
ther, a market-induced freezing-up of capital markets for 
at least some countries cannot be ruled out. Although 
these scenarios are centred in high-income countries, 
growth in developing countries could slow by as much or 
more than in high-income countries. Because of strong 
underlying growth potential, aggregate GDP in develop-
ing countries would likely remain positive, although many 
countries could expect outright declines in output.  Un-
der the more severe scenario, it could take many years 
for the global economy to recover pre-crisis activity levels 
because, unlike 2008, there is very little space for fi scal 
and monetary policy to stimulate the global economy, and 
a bailout of the private sector banking system might not 
be possible.

A tightening up of global credit conditions, especially in 
the context of a serious global slowdown, could also force 
developing-country fi rms and households to cut deeply 
into spending in order to make ends meet. More than 50 
countries face estimated external fi nancing requirements 
of more than 5 per cent of GDP, either because of high 
levels of debt coming due or large current account defi -
cits. For many of them, relatively stable fi nancing sources 
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would return to pre-crisis norms and developing coun-
tries would enjoy enhanced growth.

Scaling up infrastructure investment in developing coun-
tries could play an important role in generating a virtuous 
cycle that helps advanced economies to restore growth 
while lifting growth in developing countries, where infra-
structure investments can be truly transformative and 
growth dividends are likely to be high.3

Infrastructure shortfalls in the developing world are stag-
gering, affecting the daily lives of millions of people. 
Roughly 1.4 billion people have no access to electricity, 
about 880 million people still live without safe drinking wa-
ter and 2.6 billion are without access to basic sanitation.4 
An estimated one billion rural dwellers worldwide have no 
access to all-weather roads within two kilometres.5

A lack of infrastructure not only impinges on the daily 
lives of millions, it also renders fi rms less competitive, and 
many businesses are never started, since the required in-
frastructure services are not available.6 Nowhere is this as 
apparent as in sub-Saharan Africa. Firms in Mozambique, 
Benin, Burkina Faso, Senegal, the Gambia, Madagascar 
and Niger spend more than 10 per cent of their total costs 
on energy, whereas in China the cost of energy is only 3 
per cent of total costs. Losses from power failure alone 
amounted to 10 per cent of sales for the median Tanza-
nian fi rms compared to only 1 per cent for the median Chi-
nese fi rm.7 Many sub-Saharan Africans are isolated from 

3 Empirical evidence confi rms that returns to infrastructure invest-
ments tend to be higher for countries at lower levels of income. See 
C. B r i c e ñ o - G a r m e n d i a , K. S m i t s , V. F o s t e r : Financing Public 
Infrastructure in Sub-Sahara Africa: Patterns and Emerging issues, 
Background paper No. 15, 2008, Africa Infrastructure Country Diag-
nostic, World Bank; A. E s t a c h e : Africa’s Infrastructure Challenges 
and Opportunities, Paper presented at the IMF Institute and Joint 
Africa Institute Seminar on Realizing Potential for Profi table Invest-
ment in Africa, Tunis, 28 February 2006; W. R o m p , J. d e  H a a n : 
Public Capital and economic growth: a critical survey, in: EIB Paper, 
Vol. 10, No. 1, 2005, pp. 40-70; C. C a l d e ro n , E. M o r a l - B e n i t o , 
L. S e r v e n : Is Infrastructure capital productive? A dynamic heter-
ogenous approach, in: Banco de España Documentos de Trabajo, 
No. 1103, Madrid 2011, Banco de España; L. S e r v e n , C. C a l d e ro n : 
The effects of infrastructure development on growth and income dis-
tribution, World Bank Policy Research Working Paper No. 3400, 2004.

4 World Bank: The World Bank Guarantees Leveraging Private Financ-
ing for Emerging Markets, Financial Solutions Units, Sustainable De-
velopment Network Vice Presidency, Washington DC 2010.

5 International Road Federation: Rural Transport, IRF Bulletin Special 
Edition, Vol. 1, Geneva 2010.

6 R. R e i n i k k a , K. S t e v e n s o n : How Inadequate Provision of Public 
Infrastructure and Services Affect Private Investment, Policy Research 
Working Paper No. 2262, The World Bank, Washington DC 1999. Us-
ing data from Uganda the authors, for example, show that unreliable 
provision of electricity is a signifi cant deterrent to investment.

7 B. E i f e r t , A. G e l b , V. R a m a c h a n d r a n : Business Environment 
and Comparative Advantage in Africa: Evidence from the Investment 
Climate Data, Center for Global Development Working Paper, No. 56, 
2005.

problems in advanced economies must avoid adding to 
the future debt burden. Yet fi scal austerity alone cannot 
be the solution; it needs to be complemented by pro-
growth structural reforms and investment. These struc-
tural reforms could include competition policy reforms, 
for example the removal of trade and investment barriers, 
fi nancial sector reforms to ease borrowing constraints or 
labour market reforms, depending on country circum-
stances. Moreover, to break the vicious cycle of excess 
capacity and weak balance sheets, governments need to 
increase employment. The government should use avail-
able fi scal space to help create jobs in the short term, 
while increasing productivity and raising growth in the 
medium term. Investing in areas with a signifi cant growth 
impact, such as education, R&D, green technology and 
infrastructure, will prevent additional fi scal spending from 
adding to the future debt burden.

Most importantly, however, governments in advanced and 
developing countries should join forces to develop and 
implement a global infrastructure initiative that promotes 
a scaling-up of investment in bottleneck-releasing infra-
structure projects in advanced economies and closes 
the infrastructure fi nancing gap of developing countries. 
The potential for infrastructure investments in advanced 
economies should be exploited but is more limited than 
in developing countries, and hence governments in ad-
vanced economies should also look beyond their own 
borders and facilitate a scaling-up of infrastructure in-
vestment in developing countries.

This proposed global infrastructure investment initia-
tive, which scales up bottleneck releasing infrastructure 
projects in advanced as well as developing countries, 
would go beyond the traditional Keynesianism stimulus 
along several key dimensions. First, instead of increas-
ing government spending in times of crisis “by digging 
a hole and fi lling a hole”, the proposal emphasises that 
any growth lifting solution should focus on unleashing 
bottleneck-releasing investments that enhance future 
growth and do not add to the public debt burden in the 
medium term. Second, the traditional Keynesian stimulus 
directs spending towards one domestic economy, while 
this proposal recommends a globally coordinated invest-
ment initiative. Finally, this global stimulus programme 
would not necessarily be fi nanced only through additional 
government spending. Instead, as discussed below, there 
are various ways in which the government could use its 
resources to leverage greater participation of the private 
sector.

Boosting infrastructure investment throughout the world, 
especially in the developing countries, could pave the way 
for a “new new normal”, in which high-income countries 
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rate of 15 per cent.11 Going forward, the demand for infra-
structure services is likely to increase rapidly in develop-
ing countries. Per capita GDP of developing countries is 
expected to grow at more than 5 per cent in the medium 
term12, increasing the demand for infrastructure services. 
Moreover, the world’s population is projected to approach 
9 billion by 2050 and more people are likely to move to cit-
ies. As a result, the world’s building stock is projected to 
double by 2050.13

Furthermore, an infrastructure project creates jobs not 
only on site, but also for those indirectly employed in man-
ufacturing. This direct and indirect employment raises 
household incomes and consumption, which can create 
additional (induced) jobs. Second, infrastructure invest-
ments in advanced economies, if well chosen, will raise 
productivity and improve a country’s competitiveness. 
In many advanced countries, railways, airports, roads, 
utilities and other essential infrastructure have become 
dilapidated. The American Society of Civil Engineers14 es-
timates that the United States needs US$2.2 trillion of in-
frastructure spending during the next fi ve years, of which 
US$1.18 trillion has not been budgeted. While this could 
be an upper bound estimate, government agencies15 
confi rm that there is a need for signifi cant infrastructure 
repairs and upgrades. And the recently released Global 
Competitiveness Report of the World Economic Forum16 
ranks the United States 16th with respect to its infrastruc-
ture and 5th with respect to its overall competitiveness, 
down from fi rst place in 2005.

A Global Infrastructure Initiative

Innovative fi nancing mechanisms could use available 
public funds to leverage private sector fi nancing for infra-
structure investments. The economic uncertainties have 
prompted many long-term investors, such as pension 
funds and life insurers, to de-risk their portfolios, moving 

11 World  Bank: Global Economics Prospects: Maintaining Progress 
Amid Turmoil, Vol. 3, June 2011, p. 4, http://siteresources.world-
bank.org/INTGEP/Resources/335315-1294842452675/GEPJanuary-
2011FullReport.pdf.

12 IMF: World Economic Outlook (WEO): Slowing Growth, Rising Risks, 
Washington DC, September 2011.

13 World Bank: Transformation through Infrastructure: WBG Infrastruc-
ture Strategy Update – Issues and Concept Note, Washington DC 
2011.

14 The American Society of Civil Engineers: Report Card for America’s 
Infrastructure 2009, http://www.infrastructurereportcard.org/sites/
default/fi les/RC2009_full_report.pdf.

15 For example, see the Environmental Protection Agency on water in-
frastructure gaps at http://www.epa.gov/ogwdw/gapfact.pdf or the 
Federal Highway Administration on roads http://www.fhwa.dot.gov/
policy/2008cpr/index.htm.

16 World Economic Forum: Paving the Way: Maximizing the Value of Pri-
vate Finance in Infrastructure, New York, August 2010.

access to domestic and global markets.8 Although about 
two-thirds of its population lives in rural areas and many 
countries are landlocked, it has the lowest road density in 
the world. Not surprisingly, transport costs are high, rep-
resenting about 16 per cent of fi rms’ indirect costs.9

But, importantly from the perspective of the global econ-
omy and the need for recovery in advanced economies, 
infrastructure investment can also support the manufac-
turing sector through the following channels.

First, infrastructure investment increases the demand for 
capital goods, such as turbines or excavators. Infrastruc-
ture investments, such as the building of power stations, 
roads and ports, require capital goods, most of which 
are produced in high-income countries. In general, a one 
dollar increase in investment in developing countries is 
accompanied by a 50 cent increase in imports.10 About 
70 per cent of capital goods in low-income countries are 
sourced from high-income countries. A one dollar in-
crease in investment in developing countries is therefore 
likely to be associated with a 35 cent increase in exports 
from high-income countries. It is estimated that the entire 
infrastructure gap, i.e. the gap between projected avail-
able resources and estimated fi nancing needs, in the de-
veloping world exceeds US$500 billion annually. Based 
on the above estimates, closing the infrastructure gap 
would correspond to an increase in demand for capital 
goods imports of US$250 billion, of which about US$175 
billion would be sourced from high-income countries. This 
corresponds to about 7 per cent of total capital goods ex-
ports from high-income countries in 2010. That way, the 
manufacturing sector, which has been in decline in many 
advanced economies, could be sustained, which is im-
portant to maintain employment opportunities in capital-
intensive sectors.

Looking at the medium term, the demand of developing 
countries for imports, many of which are produced in 
high-income countries, will increase even further, solidify-
ing the role that developing countries are playing as key 
drivers of global growth. In the fi rst quarter of 2011, for ex-
ample, demand from developing countries was responsi-
ble for more than 50 per cent of the increase in global im-
port volumes, largely benefi tting high-income countries, 
the exports of which were expanding at an annualised 

8 World Bank: Global Monitoring Report: A Development Emergency, 
Washington DC 2009.

9 G. I a ro s s i : Benchmarking Africa’s Costs and Competitiveness, in: J. 
B l a n k e , M. U y, G. I a ro s s i , P. O n d i e g e  (eds.): The Africa Compet-
itiveness Report, pp. 83-108, Geneva 2009, World Economic Forum.

10 Based on 2008 trade data using data from WITS/COMTRADE.
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The international community could help developing 
countries by providing targeted fi nancial resources and 
technical assistance. Identifying the right projects often 
requires signifi cant resources for project selection and 
preparation. Developing a project requires ideally an ar-
ray of institutional, legal, social, environmental, fi nancial, 
regulatory and engineering studies. These studies tend to 
be costly, particularly for complex projects. For example, 
project preparation costs for the Nam Theun 2 hydropow-
er project in Lao PDR, with total investments of $1.4 bil-
lion, amounted to $124 million, or 9 per cent of investment 
costs. By one estimate, bringing Africa’s key transforma-
tional projects to a stage where they can actually attract 
investors (public or private) would require some $500 mil-
lion.20 Many project preparation funds exist, but they are 
fragmented. Both governments and the private sector 
are reluctant to allocate substantial resources to upfront 
project preparation activities.

Also, governments in developing countries could use ex-
isting resources to attract additional fi nancing, in particu-
lar from the private sector for infrastructure fi nancing. Al-
though the share of private sector fi nancing in investment 
in developing countries is signifi cant, total private sector 
fi nancing going to infrastructure investments in develop-
ing countries is small on a global scale. Take the example 
of Sovereign Wealth Funds (SWF), which were estimated 
to hold more than US$3.2 trillion in fi nancial assets at the 
end of 2008.21 The Emerging Markets Private Equity As-
sociation estimates that SWFs allocated approximately 
18% of their portfolio to non-domestic emerging market 
investments, only a small portion of which was allocated 
to infrastructure.

The private sector generally engages in infrastructure fi -
nancing through public-private partnerships (PPPs) which 
are established by a long-term contract between a gov-
ernment and a private investor, bundling investment and 
service provision into a single long-term contract. The 
investor (or mostly a group of private investors) fi nances 
and manages the construction of the project and main-
tains and operates it over the period of the contract (usu-
ally around 20 to 30 years) before transferring the assets 

20 V. F o s t e r, C. B r i c e ñ o - G a r m e n d i a : Africa’s Infrastructure: A 
Time for Transformation, Washington DC 2010.

21 Examples include the China-Africa Development Fund, an equity fund 
that invests in Chinese enterprises with operations in Africa, which 
reportedly invested nearly $540 million in 27 projects in Africa that 
were expected to lead to total investments of $3.6 billion in 2010-
2020. The Qatar Investment Authority plans to invest $400 million 
in infrastructure in South Africa. However, these funds tend to have 
very conservative risk-taking strategies. See E. K l i t z i n g , D. L i n , S. 
L u n d , L. N o rd i n : Demystifying Sovereign Wealth Funds, in: U. D a s , 
A. M a z a re i , H. v a n  d e r  H o o r n  (eds.): Sovereign Wealth Funds: 
Issues for Policy Makers, IMF, Washington DC 2010 for further details.

towards liquid assets. Infrastructure projects, however, 
require long-term fi nancing. In addition, private sector in-
volvement tends to be concentrated on specifi c areas of 
infrastructure, such as telecommunications, and is more 
limited in others, such as roads. The government could 
therefore play a proactive role in creating incentives to 
attract more private sector fi nancing. The Obama ad-
ministration, for example, has backed the creation of a 
National Infrastructure Reinvestment Bank, which could 
issue infrastructure bonds, provide subsidies to quali-
fi ed infrastructure projects and provide loan guarantees 
to state or local governments. In 2008, President Obama 
suggested that the Bank would borrow US$60 billion of 
federal funding to invest in infrastructure, while leverag-
ing “up to US$500 billion” of private investment. Europe 
is considering the implementation of a new European 
2020 Project Bond Initiative, which would use public 
guarantees to leverage private sector fi nancing from non-
traditional investors, such as pension funds to invest €1.5 
trillion to €2 trillion (approximately US$2 trillion to US$2.7 
trillion) in Europe’s infrastructure over the period 2011-
2020.17

The success of a global infrastructure investment initia-
tive will hinge upon several key factors. First, countries 
will have to make the best of existing resources by im-
plementing the right bottleneck releasing projects cost-
effectively. Second, following the example of recent in-
frastructure fi nancing initiatives in advanced economics, 
such as the Infrastructure Bank in the USA and the Eu-
rope 2020 Project Bond Initiative, developing countries 
could use existing resources to attract additional private 
sector fi nancing to close the fi nancing gap. Third, govern-
ments will need to implement an appropriate macroeco-
nomic and institutional environment to support such an 
infrastructure initiative.

Cross-country empirical evidence confi rms that the qual-
ity of project selection and implementation plays a cru-
cial role in determining the return on investment and ul-
timately its growth dividend.18 A newly developed Public 
Investment Management Index19 fi nds that overall public 
investment effi ciency tends to be particularly low in low-
income countries for project appraisal and selection, both 
of which are key for identifying bottleneck-releasing in-
vestments.

17 European Commission: Stakeholder Consultation Paper on the Eu-
rope 2020 Project Bond Initiative, Commission Staff Working Paper, 
February 2011.

18 See, for example, H. E s f a h a n i , M. R a m i re z : Institutions, Infra-
structure and Economic Growth, in: Journal of Development Econom-
ics, Vol. 70, 2003, pp. 443-447.

19 E. D a b l a - N o r r i s , J. B r u m b y, A. K y o b e , Z. M i l l s , C. P a p a -
g e o rg i o u : Investing in Public Investment: An Index of Public Invest-
ment Effi cency, IMF Working Paper, No. 56, 2011.
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agencies could play an important role by building ca-
pacity and supporting improvements in these areas.

Conclusion

The United States and several European high-income 
countries are facing the challenge of creating jobs and 
boosting demand or being stuck in the “new normal” – 
a protracted period of high unemployment, high risks, 
low return to private investment and low growth.  While 
risks had already been high, the threat of a lost dec-
ade has escalated as a result of the recent market tur-
moil. But since debt levels are high, the scope for fi scal 
stimulus is constrained. Governments should therefore 
invest in bottleneck releasing projects that create jobs 
in the short term and raise growth in the medium term. 
If projects are well chosen and increase future growth 
and government revenue, the government’s debt burden 
will not increase. Especially if projects generate user 
fees, they might be self-fi nancing. But if excess capacity 
continues to persist, fi rms could start scrapping equip-
ment. And if unemployment spells continue to increase, 
the unemployed will fi nd it even more diffi cult to return 
to work. This would further depress growth. A lack of 
growth is perhaps the largest threat as regards higher 
future debt burdens.

Since bottleneck-releasing, growth-enhancing, self-
fi nancing infrastructure investment opportunities are 
more limited in advanced economies, the latter should 
look beyond their own borders. For developing countries, 
infrastructure investments can be a powerful vehicle 
for transforming their economies, enabling their busi-
nesses to work unimpeded without electricity shortages, 
to communicate freely, expand their markets and, ulti-
mately, climb up the technological ladder. But its benefi ts 
do not stop there. Scaling up infrastructure investment 
in developing countries would generate much needed 
manufacturing jobs in advanced countries, raise their 
exports, reduce excess capacity and support jobs and 
growth. A global infrastructure initiative, where advanced 
and reserve-rich economies invest in bottleneck-releas-
ing infrastructure projects which close the infrastructure 
fi nancing gap of the developing world, could create a 
virtuous cycle in which more global savings fl ow to sup-
port investment and growth in developing countries, 
which in turn would generate more import demand from 
advanced economies, thereby reinforcing global growth 
and putting the recovery on more solid ground. The “new 
normal”, a return to pre-crisis growth levels in advanced 
economies and strong growth in developing countries, 
could become a new reality.

to the government. During the operation, the investor re-
ceives a stream of payments, e.g. through user fees or 
government payments, as compensation.

As infrastructure assets are illiquid, upfront capital fi -
nancing is large and repayments often take decades, 
PPPs entail signifi cant risks for the investor. These risks 
include higher than projected project costs, shortfalls in 
projected revenues (e.g. if the demand for the infrastruc-
ture services and user fees are lower than projected), ex-
change-rate risks if infrastructure fi nancing is provided in 
foreign currency and user fees are paid in domestic cur-
rency, force majeure, or political and regulatory risks. It is 
therefore not surprising that private sector involvement in 
developing countries is still limited.

But several mechanisms exist that can diversify some of 
these risks and make investments in developing coun-
tries more attractive. Government guarantees can in-
sure against project-related risks, such as a shortfall 
in demand.  But they are unlikely to mitigate investors’ 
perception of governmental risk, such as policy reversal, 
regulatory failure and concerns with regard to the cred-
itworthiness of the government. Multilateral institutions 
and donors are likely to be better positioned to assume 
these risks. The World Bank has increasingly made use 
of guarantees to catalyse private fi nance by mitigating 
the risk of default by governments. As of March 2010, 
it had approved 36 guarantees, with a cumulative Bank 
guarantee amount of $3.8 billion in 28 countries.22 The 
Multilateral Investment Guarantee Agency (MIGA), the 
arm of the World Bank that provides political risk insur-
ance for foreign investments, recently adapted its prod-
ucts and expanded the potential applications of its guar-
antees in order to facilitate the underwriting of infrastruc-
ture projects.

Even more promising than guarantees that diversify risks 
– albeit at a cost – is the possibility of actually reducing 
the risk. This can span a wide range of actions, including 
improving the regulatory framework and implementing 
sound macroeconomic policy. Analysing credit spreads 
of infrastructure bonds, Dailami and Hauswald23 fi nd that 
projects located in host countries with a stronger legal 
framework have lower funding costs and tighter spreads. 
And in the end only sustained macroeconomic stability 
will bring the desired investment grade rating which is es-
sential to tap the large savings of institutional investors 
at attractive prices. Multilateral institutions and bilateral 

22 World Bank: The World Bank Guarantees…, op. cit.
23 M. D a i l a m i , R. H a u s w a l d : Credit spread determinants and inter-

locking contracts: A study of the Ras Gas project, in: Journal of Finan-
cial Economics, Vol. 86, Issue 1, October 2007.
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