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The IMF and the OECD have cut their forecasts for world growth but neither see the
risk of a double dip. Nevertheless, there is no doubt that we face a fundamentally
different economic environment as a result of imprudent and reckless policies adopted
in the world’s developed nations. The practice of running ever-increasing deficits and
thereby raising sovereign debt to almost inconceivable levels, has brought the world
economy to the brink of collapse. At best a prolonged period of significantly slower
growth lies ahead, at worst we face another debt crisis with sovereign debt, rather than
consumer mortgage debt, at the heart of the problem. The interest rate spreads in
Europe demonstrate the dramatic consequences of irresponsible deficit management
practices (chart 1).

The austerity measures now being introduced are doing little more than papering over
the cracks, but are nevertheless resulting in outraged public demonstrations. While the
populace needs to accept that it has to now pay for the earlier receipt of entitlements
that could not be afforded, it is the politicians responsible for handing out the vote-
seeking largesse that should be castigated for creating the crisis most developed
nations now face. 

A 12 nation study by the Bank of International Settlements indicated that if current
spending and tax rates remain unchanged in these countries, the debt to GDP levels
would on average double in the next twenty years. It also conducted a 30 year
projection to capture the impact of the unfunded pension and social security liabilities.
This revealed that the debt to GDP ratios will rise rapidly in the next decade, exceeding
300% of GDP in Japan; 200% in the United Kingdom; and 150% in Belgium, France,
Ireland, Greece, Italy and the United States (chart 2). The cost of servicing this debt
clearly becomes a major burden.  

Looked at another way it calculated what budget surpluses would be required over a 5,
10 and 20 year period to bring debt ratios down to their 2007 levels (which in many
cases were already too high – as evidenced by the subsequent events!). The results
were frightening: taking the US as an example it would require the government to run a
budget surplus of 8.1%, 4.3% and 2.4% per annum if it aimed to get back to 2007
levels in 5, 10 or 20 years respectively. Even the easiest option (positive balances of
2.4% per annum over 30 years) is completely unachievable, given that this year's
forecast deficit is 10.9% – it implies a swing of some 13%! So, clearly, the fiscal
situation is set to continue to deteriorate quite dramatically for years to come.
(Obama’s current plan is to reduce the deficit to 2.5% by 2015 - no thought of ever
getting into surplus!)  The situation in the other 11 countries studied was no better. 

What the inevitable tax increases and expenditure cutbacks will do to world growth and
unemployment hardly bears thinking about. Compounding the problem is the weak
underfunded position of the banks: without credit, it is difficult to generate decent
economic growth. European banks appear the most vulnerable (chart 3).

Fortunately, the malaise is almost entirely confined to the developed nations. The
emerging markets are significantly better placed, both currently and into the future.
(Chart 4 shows how much lower EM debt to GDP is, both now and looking ahead.)
Unfortunately, the EM nations will still be affected as exports to the developed world
are likely slow to below historical trend levels.

The full impact of (finally) tackling the deficit and debt problems has yet to be seen but
the inevitable spending cuts and tax increases will begin to affect growth almost
immediately as governments now begin to implement austerity measures to correct the
fiscal nightmare, though much more still needs to be done.
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