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lll. THE G4 FINANCIAL OLYMPICS - CRAWLING
TOWARDS THE FINISH LINE

m  The four largest industrialized economies — the so-called G4 consisting of the
U.S., eurozone, Japan, and the U.K. — face a myriad of problems, few of which
have any easy solutions.
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m  With this in mind, we pit the G4 economies in a “Financial Olympics”. In most

cases, it is not a question of which economy does best, but which economy
does least worst.
L

m Japan faces avest challenges he G4 economi

Japanese stock market nor the yen fully discount these risks.

While the U.S. appears to have the strongest economy among the §4'I it still

faces i ing a weak long-term fiscal outlook and a

- possible slowdown in productivity growth,

European stocks are the most attractive on a risk-reward basis while sterling
offers the best outlook among currencies.
S

ither the

The global recession has ended but as To motivate the discussion, we square

the problems in Greece illustrate, there
are no shortage of worries to occupy in-
vestors’ minds. Our baseline view is that
global growth will continue to accelerate
thanks in part to the strength of China
and other emerging markets. However,
the recovery in the largest developed
markets will be fairly sluggish.

’ In this report, we focus on the industrial-

ized G4 economies — the U.S,, the UK,
eurozone, and Japan. Unlike rapidly
growing emerging markets and the more
dynamic commodity-oriented economies
like Canada and Australia, these four
lumbering giants continue to be weighed

L down by many economic challenges.

-
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off the G4 economies in a “Financial
Olympics” centered around six different
cven‘t‘s: Four “economics” ev. -
two market” events: The four economic
events are: “Competitions” to see which
economy 1) will fir retur
re-crisis levels of activity, measu
both in terms of the level of real

and the output gap; 2) has the best,
long-term growth outlook; 3) hasthe.

besE fiscal outlook; and 4) fas the best

jon outlook. The two market

events examine 1) Which of the G4

ock ide;
and 2) i rrency is best placed to
s“engthen. As the title “Crawling
Towards the Finish Line” suggests, in
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CHART llI-1

The Inventory Cycle Has Boosted Recent U.S. GDP Growth

%

M CHANGE IN INVENTORIES
GOVERNMENT EXPENDITURES
6 | | @ PRIVATE FINAL DEMAND

IS

Q1-08

CONTRIBUTION TO GROWTH (PERCENTAGE POINTS)
°

© BCA Research 2010

Q2-08

Q4-08

Q1-09

most cases, it is not really a question of
who is best in these events, but who is
least worst. In the 1 he blind, the
one-eyed man is king.

Event #1: The "Sprint” To

Close The Outpu
For the G4 economies, the “sprint” to

recover tput lost dugj -

zecoverthequrpur lost dusing the geces
sion has been more like a leisurely jog,
with several of our competitors trippin
Over their shoelaces on ti:.e way to the
Tnish line. Growth in the U.S. turned
accisively positive in the second half of
2009, about a year-and-a-half after the
start of the recession. But while GDP
grew by 5.6% in 2009Q4, this was

largely on account of the inventory
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cycle, as a shift away from rapid inven-
tory destocking added 4 pts to growth
in Q4. Underlying private demand grew
by only 2.1% (Chart III-1).

Final demand picked up further in
2010Q1, thanks to a strong rebound in
business investment and consumer
spending, as well as a continued tailwind
from the inventory cycle. Based on con-

sensus estimates, LS, real GDP will re:

turn to pre-recession -
well ahead of the other G4 economies
(Chart ITI-2). However, even after al-
lowing for some weakening in potential

GDP growth during the recession, the
[3 » . . .
out ap” in the U

2013 or possibly 2014. This suggests
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CHART HI-2
The U.S. Leads The G4 In Cyclical Recovery
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CHART lll-3

The Drop In Industrial Production Was Most Severe In Japan
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that the high level of unemployment in
the U.S. will be an enduring feature for
at least the next three years.

And if a fairly subdued recovery looks in
the cards for the U.S., this is even more
true for rest of the G4. While Japan’s
economy grew by 3.8% in 2009Q4, this
ence in external demand with exports
contributing 2.2 percentage points to
growth. Domestic demand, in contrast,
has remained ¥airlx subdued. T his
heightens concerns about the
sustainability of the recovery. Moreover,
the peak-to-trough decline in industrial
production and GDP in Japan was con-
siderably greater than in Europe or the

U.S. (Chart 3). Thus, while Japan’s
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economy might very well grow by 3%
this year, real GDP will probably not re-
turn to pre-recession levels until 2012,
about two years after the U.S., and the
output gap is not likely to return to pre-
recession levels until late-2014.

<Jathecuazanc, the recoverv hasbeen

more slugeish than in the U.S. GDP
contracted by 4% in 2009, much worse
than in the U.S. where GDP fell by
“only” 2.4%. And in sharp contrast with
the U.S., eurozone growth remained
weak in the second half of 2009, partly
on account of the fact that the inventory
cycle in Europe has lagged the U.S. cycle.
Based on consensus growth estimates,
eurozone GDP will not return to pre-
recession levels until 2012. While
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consensus estimates are probably too
pessimistic, especially given the spate of
strong economic data over the past few
weeks, the eurozone will see the shallowest
recovery of the G4. As a result, the output
gap is not likely to return back to pre-
recession levels until about 2015.

Of course, focusing on the eurozone as a
whole ignores the fact that growth differ-
entiation continues to be a key theme
within the region. While growth in France,
- which arguably has the healthiest banking
system of any large economy in Europe,
picked up in 2009Q4, this was offset by
continued contraction in Italy and Spain.
As 2010 unfolds, we expect this differen-
tiation theme to persist. In particular,
France and Germany should have little
trouble returning to trend growth in the
first half of this year while the “Club Med”

economies will continue to lag behind.

Recent data on the U.K. economy has
been quite puzzling. Based on the latest
GDP estimates, the U.K. economy
barely grew in the second half of 2009
and the first quarter of 2010. However,
it is hard to square these numbers with
business survey data, which have consis-
tently pointed towards a reasonably ro-
bust recovery. As such, it is quite
possible that the most recent U.K. GDP
numbers — which historically have been
subject to significant revisions — could
be revised up. This suggests that U.K.
real GDP could return to pre-recession
levels in 2011, with the output gap re-
turning to pre-recession levels by 2014.
This would place the U.K. cyclical re-
covery somewhat ahead of the eurozone

but behind the U.S.
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While the cyclical recovery

in the G4 is likely to be more muted
than elsewhere, among our group of
competitors, we award the somewhat
tarnished gold to the U.S., asilver to the
U.K., the bronze to Japan and the
“thanks for participating ribbon” to the
eurozone.

Event #2: The High-Jump
To Long-Term

-4
As a matter of arithmetici Eotential .*

rowth is the sum o
rowth (the change i _hour

and the erowrh in hours worked, which

tends to track the growth of the labor
Torce Tntheproduciarcna the 1S
——

iscurrentdy the reigning champion.
GDP-per-hour worked grew by a

cumulative 35% in the U.S. between
1995 and 2009, beating out the U.K,,
where output-per-hour grew by a
cumulative 28% (Chart ITI-4). It may
come as a surprise to some thag Japan
has also done quite well on the

roductivity front, a point we discussed
at length in a recent Special Report.
Indeed, since 1995, output-per-hour
worked increased by a cumulative 28%
in Japan, the same as in the U.K.

Of course, Japan’s st -
ductivity erowth stands in sharp contrast
to its bleak de ] ook. As

Chart III-5 illustrates, |agan’s working

age population is set ] -
age bF 1% lEer year this.decade And

ased on the UN's long-term populatign
eroiections‘ [aEan’s working age
popu ation
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CHART lII-4

Output-Per-Hour Has Increased Most Rapidly In The U.S.
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402000 will ke only rwo thirds.ofiss
cugent size.] Lus, even if Eroductivig
in Japan manages to stay strong, it is still
virtually inevitable that t i

girtually ineviable that the Councprvill
have the slowest potential growth rate of
any of the G4 cconomies.

Pr o] urozone has la

well behind the rest of the G4. GDP-
per-hour worked in the eurozone in-
creased by a cumulative 16% over the
past 15 years, an average rate of only 1%
per year. Indeed, while productivity
growth accelerated in the U.S. in the
mid-1990s, it decelerated across much
of Europe, especially in Italy and Spain.
In 2009, GDP-per-hour worked was

only 14% higher in Spain compared to
1995 and only 2% higher in Italy.
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2004 2006 2008 2010

Some of the productivity slowdown in
Europe, especially in countries like
Spain, was due to a significant increase
in the employment of youth and low-
skilled workers as well as the entry of
large numbers of women into the labor
force. Since both groups of entrants gen-
erally had less labor market experience
than the existing stock of workers, this
served to bring down average productiv-
ity across the workforce. That said, ghere
is much evidence to suggest thar the dif-
fusion of IT rechnologies has occurred
more slowly in Europe than the U.S.
especially within the retail and small
business sectors. Whether European
companies are fully able capitalize on
these innovations remains to be seen.
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CHART 1lI-5

Japan’s Working Age Population Is Set To Shrink Rapidly
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Still, it woul jstake t
ong pace of productivity or

1990s is bound to conti d

th to

that U.S. productivity growth will dimin-
ish over the coming decade:

m  First, business investment, includin:

ment, was drasticallz cut during the

recession. The cuts were so severe
] . .
that the real stock of business capital
actually declined during the reces-
sion — the first time this has hap-
pened since at least the Great De-
pression.

= Second, the fiscal nressuretharthe
Us enc: il undoubr
ssure on tax
which in turn will reduce the rate of
return on capital. Indeed, the pro-
posed FY2011 budget as well as the
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recently signed health-care bill both
feature substantial increases in cor-
porate taxes, as well as dividend and
capital gains taxes.

m  Third, estimates by the Bureau of
Labor Statistics imply that more
t. o
th jvilian labor force over
asxidecade will occur amang.demo:
had lower levels of educational at-
<Jainment thag the broader popula-
tion. If these education gaps are not
remedied, this could put additional
downward pressure on U.S. produc-
tivity, as well as contribute to further
increases in income inequality.

While it is possible, and indeed quite
likely, that productivity growth in the
U.S. will weaken in the decade ahead,
America’s more favorable demographic
outlook suggests that the U.S. will lead
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the G4 in terms of potential growth.
While the eurozone has been able to off-
set slower population growth over the
past 15 years by increasing labor partici-
pation rates, this is a process that cannot
continue indefinitely. The U.K,, in con-
trast, has a better demographic outlook
than the eurozone, and together with its
reasonably robust productivity track
record, is well placed to maintain a fairly
healthy pace of long-term growth.

CBottom InexyVe award the U.S. the
gold in this event, the U.K. the silver,
and the eurozone the bronze.

Event #3:
Pass The Fiscal Football
(To The Next Generation

jitiogs. The turmoil in Greece is
the latest reminder that the subprime
crisis has evolved from a problem that
largely afflicted the private sector to one
that has engulfed the public sphere.

Greece is now living in a world of “mul-
tiple equilibria”. And in this world, one
can never speak confidently about the fu-
ture. Put bluntly, if the market allows
spreads on Greek debt to return to pre-
crisis levels, there is a decent chance the
country will be able to muddle through
its current predicament. On the other
hand, if the market continues to demand
spreads in excess of 600 bps on Greek
debrt, as is currently the case, Greece will

eventually dcfault_Ng;mhuLilllG&ece

O I -

its debts at such high interest rates, but it
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ill most li in Greece’s interes

default on its debt obligations.

The key risk for the global economy at
this stage is that Greece’s problems will
spread from Athens to Lisbon and then
on to Madrid and Dublin. And then
where? London, perhaps Tokyo? One
can only fathom the possibilities. If this
were to happen, the subprime crisis will
end up being just a warm-up to a much
larger financial crisis.

>

e
fi i . Net gov-
ernment debt is likely to top 100% of
GDP this year, the highest level in the
OECD (Chart III-6). Some obscrvars

Jave poinedsache fagithaclowinieies
rates in Japan and a capyj i
market for governmen

apan s at little risk of a fj isi

Lhis is wrong on both counts:
®  First, because of persistencdeflation,

salinierescesin lapan arcnor
haclow, For instance, based on the
gap between 5-year bond yields and
5-year inflation swaps, real interest
rates in Japan are currently higher
than in the U.S,, UK., and the
eurozone (Chart II1-7).

m Second, ghedomesticsectorsahility to
. b L
likelv to wane in the coming years,

While corporate savings remains ro-

bust,she houschold saviggs rare has _
{eclined icpificoncly Gline €
10% in the late 1990’ to less than 3%

at present. Indeed, Japan’s once-thrifty
households are currently saving less of
their disposable incomes than U.S.
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tace signiticant fiscal challenges. e sizable liabilities 4 oovern-
Chart III-8 illustrates our estimates of ments face with respect to projected in-
how much fiscal adjustment is necessary creases in Saeaaing on health and

to stabilize the ratio of net debt to GDP ensions. In relative terms, the U.S. is
at 2010 levels, at least in the near term. prosably best placed to absorb these

After adjusting for business cycle effects, costs due to its comparatively favorable
our estimates suggest that Japan would demographic outlook and the fact that -
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