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Centre for Policy Dialogue (CPD) was established in 1993 as a civil society initiative to promote an ongoing
dialogue between the principle partners in the decision-making and implementing process. Over the past 25
years, the Centre has emerged as a globally reputed independent think tank, with local roots and global reach.
A key area of CPD’s activism is to organise dialogues to address developmental policy issues that are critical to
national, regional and global interests, with a view to seeking constructive solutions from major stakeholders.
The other key area of CPD’s activities is to undertake research programmes on current and strategic issues.

CPD’s dialogues are designed to address important policy issues and to seek constructive solutions to these
problems. In doing so, CPD involves all important cross-sections of the society, including public representatives,
government officials, business leaders, activists of grassroots organisations, academics, development partners
and other relevant interest groups. CPD focuses on frontier issues which are critical to the development process
of Bangladesh, South Asia and LDCs in the present context, and those that are expected to shape and influence
the country’s development prospects from the mid-term perspectives. CPD seeks to provide voice to the
interests and concerns of the low-income economies in the global development discourse. With a view to
influencing policies, CPD deploys both research and dialogue which draw synergy from one another.

CPD’s research programmes are both serviced by and intended to serve, as inputs for particular dialogues
organised by the Centre throughout the year. Major research themes are: macroeconomic performance
analysis; poverty and inequality; agriculture; trade; regional cooperation and global integration; infrastructure;
employment, and enterprise development; climate change and environment; development governance;
policies and institutions, and the 2030 Agenda for Sustainable Development.

CPD also conducts periodic public perception surveys on policy issues and issues of developmental concerns.
With a view to promoting vision and policy awareness amongst the young people of the country, CPD is also
implementing a Youth Leadership Programme. As part of its global networking initiatives, CPD hosts the
secretariat of the LDC IV Monitor—an independent global partnership for monitoring the outcome of the
Fourth UN Conference on the LDCs. CPD was also the initial convener and founding host of the Southern Voice
on Post-MDGs, a network of 50 think tanks from Africa, Asia and Latin America, which seeks to contribute to
the ongoing global discourse on the SDGs. CPD was the Secretariat of Southern Voice during January 2013—
June 2019. At present, CPD hosts the office of the Chair of the network. At the national level, CPD hosts the
Secretariat of the Citizen’s Platform for SDGs, Bangladesh—a civil society initiative that include more than
100 Partner organisations, founded with an objective to contribute to the delivery of the SDGs and enhance
accountability in its implementation process.

Dissemination of information and knowledge on critical developmental issues continues to remain an important
component of CPD’s activities. Pursuant to this, CPD maintains an active publication programme, both in Bangla
andin English. As part of its dissemination programme, CPD has been bringing out CPD Occasional Paper Series on
aregular basis. It may be noted in this connection that since November 2011, the Series has been re-introduced
as CPD Working Paper Series. Research work in progress, background papers of dialogues, investigative reports
and results of perception surveys which relate to issues of high public interest are published under this series.
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Abstract

The pace of global economic growth has slowed down in 2019. The slope of the United States (US) Treasury
securities yield curve has become flatter. This is raising concerns about the risks of a global economic recession.
The US and People’s Republic of China have been the twin engines of global economic growth. Economic
performance in both advanced countries and emerging markets is slowing. The US economy is expanding at a
moderate pace. However, the recovery in the eurozone is stalling, while Japan faces protracted low inflation.
The outcome of Brexit for the United Kingdom economy is uncertain. Monetary authorities in the US and
eurozone have eased their target rates and other policies. In emerging markets, there is a clear divergence in
performance. Risks to the global economy are tilted to the downside. There are several key long-term challenges
for the world economy. This paper analyses current conditions in the global economy. It also examines the near-
term risks and long-term challenges to the global economy. It proposes some policy actions to address the
downside risks and long-term challenges.
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1. INTRODUCTION®

This paper analyses current conditions in the global economy. It assesses the prospects and risks
for the global economy in 2019. Going beyond the current year, it examines some key long-term
challenges to the global economy. It proposes some policy actions in response to these risks and
challenges.

Major equity markets in advanced countries witnessed decline in 2018 (Figure 1). The decline in major
equity indexes, such as S&P 500, FTSE 1000, DAX 30 and NIKKEI 225, occurred despite the ongoing
expansion of economic activity in the major advanced countries. At the end of last year, there was
a noticeable increase in the metrics of implied volatility in the major equity markets, such as the
Volatility Index (VIX).* In recent months, while equity prices resumed the upswing and volatility in

Figure 1: Equity upswings in major financial markets have continued

Global Equities (1/1/2014=100)
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Source: Macrobond.

equity markets have abated, volatility in United States (US) Treasury securities across the yield curve?
have risen (Figure 2). This has happened because investors are worried about the global economy and
the pace of mid-cycle adjustments in monetary policy in the US. Investors are concerned whether the
Federal Reserve will be forced to lower fed funds target rate to the effective lower bound. Investors
do not know what is the effective lower bound for the fed funds target rate. The developments in
global financial markets reflect investors’ anxiety about the prospects of growth and their heightened
concerns about downside risks for the global economy in the near future. About half of the earnings
of the major US corporations comes from the domestic economy, while the remainder originates
from the rest of the world. Hence, the swings in the US financial markets provide a useful gauge for
investors’ confidence about not just the US economy, but also the global economy.

The slope of the US Treasury securities yield curve has turned flatter (Figure 3), as long-term interest
rates have declined in the past few months while short-term interest rates have risen with the Fed'’s

"The final manuscript of this working paper was prepared on 17 October 2019.

The Chicago Board Options Exchange’s (CBOE) VIX is a measure of investors’ expectation of volatility implied by S&P 500 Index options.
The volatility of US Treasury securities is measured by Merrill Lynch Option Volatility Estimate (MOVE). It is a yield curve weighted index of
the normalised implied volatility on 1-month Treasury options on US Treasury securities of 2-, 5-, 10- and 30-year tenures.
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Figure 2: Volatility has risen in the bond market
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easing of monetary policy since the beginning of the year. A negative-sloped Treasury yield curve
usually precedes the onset of a downturn. Incoming information from China, such as slower growth
in retail sales (Figure 4), manufacturing activity, and reports of excess capacity also indicate a tepid
pace of growth owing to trade tensions, somewhat tighter financial conditions, and caution in the
private sector.

Figure 3: The slope of yield curve of US Treasury securities has flattened

United States, Slope of US Treasury Yield Curve

Per cent

1980 1985 1990 1995 2000 2005 2010 2015 2020

mmmm Slope (3M/10YR) of US Treasury Yield Curve = Slope (2YR/10YR) of US Treasury Yield Curve

Source: Macrobond.
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Figure 4: The growth of retail sales in China has slowed down

China: Retail Trade
Total Consumer Goods, Current Prices
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1.1 An Outline of the Paper

This paper proceeds as follows. Section 2 of this paper provides an overview of underlying trends in
global growth, with a focus on industrial production and international trade. Section 3 delves into
some details of expenditure components of the US economy and its underlying trends. Section 4
considers current conditions in the eurozone and Japan. Section 5 discusses monetary policy of the
major central banks and the dynamics of long-term interest rates in the key advanced countries.
Section 6 explores the recent economic performance of the leading emerging markets, while section
7 looks closely at recent developments in China and other Asian emerging economies. Section 8
considers the near-term risks, the long-term challenges, and upside possibilities for the global
economy. It proposed some policy actions to address near-term risks and long-term challenges. The
concluding section, Section 9, summarises the discussion of the paper.

2. UNDERLYING TRENDS IN GLOBAL GROWTH

The global economy is growing at a moderate pace (Figure 5). The pace of expansion for the global
economy last year was around its average of 3.5 per cent,® but below the pace registered in the years
immediately prior to the global financial crisis.

The US and People’s Republic of China have been the twin engines of global growth. Table 1 provides
the sources of global growth from top 10 contributing countries and rest of the world since the
beginning of 21 century. Indeed, in current decade the US and China have been contributing to more
than 45 per cent of global growth. China alone is the source of nearly one-third of global growth.
India is also contributing meaningfully to the overall expansion of the global economy.

3World real gross domestic product (GDP) is measured here on a market exchange basis. For assessing global growth, real GDP should
be measured using market exchange rates, whereas for assessing and comparing the standard of living and the level of poverty, real GDP
should be measured on a purchasing power parity basis. But the World Bank’s purchasing power parity measures have serious shortcomings
(Reddy, 2008; Reddy and Lahoti, 2016).

Page | 3
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Figure 5: The global economy is expected to expand at a moderate pace

World, IMF WEO, Estimate, Constant Prices, Change Y/Y

Per cent

0

-1

1980 1985 1990 1995 2000 2005 2010 2015 2020 2025

GDP [mean 1980 -] GDP

Source: Macrobond.

Table 1: The United States and the People’s Republic of China are the twin engines of global economic growth

Countries’ Contribution to Global Growth, per cent
USD at Constant 2010 Prices
Country 2000-2009 Country 2010-2017
China 24.8 China 28.8
United States 14.3 United States 16.6
India 5.3 India 6.9
Brazil 3.9 Japan 3.2
South Korea 2.4 Germany 3.2
United Kingdom 2.3 Turkey 3.1
Spain 2.1 United Kingdom 2.6
Australia 21 Indonesia 24
Indonesia 2.0 Canada 1.9
France 1.9 South Korea 1.8
Rest of the world 39.0 Rest of the world 29.6

Source: Author’s calculation from World Bank data.

Global industrial productionis growing but at a moderate pace in recent months. Industrial production
is tepidly rising in both advanced countries and in emerging markets (Figure 6). Monitoring industrial
production is useful because it is a leading indicator of economic activity even though the services
sector dominates economic activity, particularly in the advanced countries. Industrial production is
much more sensitive to the upturns and downturns of business fluctuations since the production of
durable goods tends to vary more than services.

Global trade, as measured by the volume of world exports, has been contracting in the past several
months. The slowdown in global trade is occurring in tandem with slower growth in global industrial

Page | 4
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Figure 6: Global industrial production is feeble
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production (Figure 7). Increased trade frictions between the US and China, as well as other ongoing
trade disputes between the US and its other major trading partners, pose a risk—not just to the US’s
major trade partners but also to small, open economies and the global economy as a whole because
of integrated supply chains. Higher tariffs, non-tariff barriers and various modes of protectionism
are likely to have adverse consequences on effective demand at global and regional levels and on
business confidence.

Figure 7: Global trade has slowed and further trade frictions pose a serious risk
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Figure 8: Slowing industrial production in major advanced countries
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Growth of industrial production among advanced countries has slowed sharply (Figure 8). Whereas
industrial production in the US is still expanding tepidly, industrial production in the eurozone and
in Japan has been contracting in the recent months. Indeed, there is some risk of a protracted
contraction of industrial production in the eurozone and Japan.

Analysis of incoming information shows that global industrial production and international trade have
definitely slowed. Industrial production and international trade are very much integrated activities.

Figure 9: Business surveys point to faltering expansion in advanced countries
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Trade and technology disputes between the US and China, and other trade disputes are taking their
toll. Industrial production and international trade have been slowing down globally both in advanced
countries and in emerging markets. Regional analysis shows widespread slowdown in industrial
production and exports. The slowdown is particularly noticeable in the euro zone, Japan, emerging
Africa and Middle East. Exports have weakened in USA, Japan, and emerging markets. Industrial
production is declining in the euro zone, Japan and Latin America, while the pace of expansion has
moderated markedly in the US and China.

Business surveys, such as the composite Purchasing Managers’ Index (PMI)—a survey of procurement
officers of both manufacturing and non-manufacturing corporations published by IHS Markit, a data,
forecasting and consulting company, reinforce the view that the pace of expansion (Figure 9) in most
advanced countries, including the US, eurozone, Japan and the United Kingdom (UK) is dwindling.
The composite PMI is a diffusion index. A value above 50 indicates expansion, while a value below
50 implies contraction. Business surveys generally tend to provide a forward-looking picture of
economic activity.

3. RECENT PERFORMANCE OF THE US ECONOMY

The US economy has been expanding and adding jobs for the past nine years (Figure 10). For the
past several years, job growth has averaged more than 2 million per year. Decent job growth has

Figure 10: The US economy has been adding jobs for the last nine years
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resulted in a decline in the unemployment rate. Both the official unemployment rate, known as
the U-3 unemployment rate, and broader measures of slack in the labour market, such as the U-6
unemployment rate, have declined (Figure 11). The U-6 unemployment rate is the ratio of the
unemployed, those employed part time for economic reasons, to the civilian labour force and all
persons marginally attached to the labour force. Hence, itis a broader measure of slack in the economy
compared to the official U-3 unemployment rate, which is simply the ratio of the unemployed to the

Page | 7
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Figure 11: Decent job growth has resulted in low unemployment rates in the US
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civilian labour force. Other indicators of the condition of labour markets, such as initial and continuing

unemployment claims, and the rates of job openings, separations, and layoffs confirm the tightness
of labour market in the US.

Akram and Swansen (2017) give an analysis of developments in the US labour market since the global
financial crisis, and highlight some paradoxes, for instance the relative weakness of wage growth
amid a tight labour market, though recently wage growth has modestly improved. The employment-
to-population ratio and the labour force participation rate are still lower than before the crisis, though

Figure 12: US growth has been moderate, trending around 2 per cent since 2010

Real GDP growth, AR, SA
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Source: Macrobond.
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these indicators have also risen lately. Most analysts, such as Aaronson et al. (2014), attribute the
decline in the labour force participation rate in recent years primarily to the aging of the population.
However, Dantas and Wray (2017) are sceptical of this explanation. They argue that the lower labour
force participation rate is mainly due to the weakness of effective demand. The debate has not
been settled.

The pace of growth in the US is better than the most other major advanced economies (Akram,
2016a). However, even for the US growth has been moderate, trending just slightly above 2 per cent
since 2010 (Figure 12). The growth rate in the US since the beginning of this century is slower than
the US’s historical growth rate (Table 2). Indeed, since the beginning of the century, growth in the US
has been slower than in the previous fifty years. The global financial crisis had pulled down the trend
growth rate, which has remained so ten years after the end of the global financial crisis.

Table 2: The decline in the trend growth rate in the US
USA, Trends, Real GDP Growth and Real GDP Per Capita Growth Rates, 1950-2018, per cent

Trend growth rate by decades Real GDP Real GDP per Capita
1950-1959 31 1.3
1960-1969 4.9 3.7
1970-1979 3.4 2.4
1980-1989 3.8 29
1990-1999 3.6 2.4
2000-2009 2.0 1.1
2010-2018 2.2 15
Trend growth rate by era

1950-2018 3.1 2.0
1950-1999 34 2.2
2000-2007 2.8 1.8
2009-2018 2.2 1.5

Source: Author’s calculation from Macrobond.

Consumer activity in the US has been supported by moderate real disposable income growth, a tight
labour market, improvements in household balance sheets, and easier access to credit for borrowers.
Real retail sales have been rising at a decent pace (Figure 13). Auto sales have held steady for the past
five years at around an annualised rate of slightly more than 17 million vehicles per month.

Business investment had weakened sharply during the global financial crisis. New orders and
shipments of core capital goods (excluding aircraft) rose notably in the beginning of last year but have
decreased in the second half of 2018 and stayed weak in 2019 (Figure 14). Investment in equipment,
structures, software and intellectual property is necessary to raise labour productivity. Growth in
labour productivity has been slow in the US and other advanced countries for many years.

Residential investment, however, has improved for the past several years, after having peaked
before the financial crisis and then dropped markedly during the crisis. It took several years before
the housing recovery started. House prices fell sharply—by more than 25 per cent nationally—during
the crisis, but have been rising since 2013. As a result, nominal house prices have finally surpassed

Page | 9
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Figure 13: Real retail sales in the US have been rising at a respectable pace
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Figure 14: Business investment in the US has remained weak in 2019
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their pre-crisis level (Figure 15), though real house prices are still below their peaks. Residential
house prices have increased strongly in the past couple of years. Higher nominal interest rates and
mortgage rates have not yet caused any dents in the ongoing house price appreciation. Higher house
prices have been accompanied by higher rental prices. The appreciation in house prices is supported
by favourable demographics, household formation and supply constraints in various markets. While
residential construction has improved, construction activity is substantially below its peak prior to
the global financial crisis. This imbalance in supply and demand has exerted upward pressure on
house prices.

Page | 10
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Figure 15: Residential real estate prices have surpassed their previous peak
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Though equity prices declined last year, they have risen since late 2015. The phenomenon of a
higher equity index despite a somewhat higher interest rate than during the global financial crisis
is a bit counterintuitive since valuation models of stock prices, such as those based on Gordon’s
(1959) model, would imply that a higher discount rate would entail lower equity prices. However,
investors’ expectations of nominal GDP growth and future dividend payments from higher sales
and profits usually rise during the upswing phase of the business cycle. The rise in the expected
dividends per share and the expected growth rate of dividends from improved marginal efficiency of
capital appears more than offset the rise in the discount rate—at least initially. Of course, financial
asset prices do not keep climbing up and up. Eventually, market corrections occur when asset prices
deviate considerably from macroeconomic fundamentals. Last year’s volatility in equity prices was
likely a manifestation of such corrections, though even further corrections might be on the horizon,
particularly if global growth slows down.

The combination of higher house prices and higher equity prices since the end of the global financial
crisis have enabled the household balance sheet to improve. Household net worth has risen, while
household debt as a percentage of disposable income has declined. Lower interest rates, restructuring
of household debt, and a gradual increase in disposable personal income have contributed to
curtailing household leverage.

The trade-weighted US dollar has appreciated since the beginning of 2015 (Figure 16). Tighter
monetary policy in the US, increased spreads between interest rates in the US and other major
advanced countries, and lingering uncertainty about the global economy have led to the appreciation
of the dollar. A strong dollar benefits US consumers because it means that imports are cheaper.
However, the combination of a strong dollar, a slower pace of growth overseas, higher tariffs and
trade frictions have hurt US exporters. At the same time, import demand has risen in tandem with the
moderate improvement in real disposable income and economic growth in the US. This has resulted
in the widening of the country’s trade deficit with the rest of the world.

Page | 11
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Figure 16: Trade-weighted US dollar has appreciated since 2015
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The long expansion is raising some questions about the risks of recession and whether the business
cycle is reaching its peak (Isaac, 2019). The behaviour of the Treasury securities yield curve suggests
that the business cycle is maturing. The slope of the Treasury yield curve, as calibrated by the
difference between the yields of the 10-year Treasury note and the 2-year Treasury note, is an
important indicator of financial conditions and investors’ expectations about economic outlook. The
slope of the Treasury yield curve has noticeably flattened from mid-2015 to mid-January 2019, as
the Fed has embarked on tightening monetary policy and as long-term interest rates have declined
in recent months. A negatively sloped yield curve typically precedes a recession by several months.
Statistical testing has shown this to be a consistently reliable indicator of the onset of a recession in
the US (Estrella and Mishkin, 1996). Of course correlation is not causation.

Median household real income has been stagnant for the past two decades. Since the global financial
crisis, the bulk of gains has gone to the upper strata of society. Income inequality in the US continues
to worsen (Table 3). Various measures of income dispersion—such as the Gini Index and the mean

Table 3: The evolution of income dispersion and income inequality in the US
(In 2017 CPI-U-RE adjusted dollars)

Selected Measures of Household Income Dispersion, 1970-2017
Percentile of Income 1970 1980 1990 2000 2007 2010 2017
Median household income 49,342 50,301 54,621 59,938 59,534 54,673 61,372
Mean household income of quintiles
Lowest quintile 11,254 12,242 13,072 14,499 13,690 12,280 13,258
Second quintile 30,484 30,468 32,889 36,201 34,894 32,157 35,401
Third quintile 49,088 50,276 54,325 60,285 59,220 55,397 61,564
Fourth quintile 69,194 74,069 81,906 93,716 93,579 88,872 99,030

(Table 3 contd.)
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(Table 3 contd.)
Selected Measures of Household Income Dispersion, 1970-2017

Percentile of Income 1970 1980 1990 2000 2007 2010 2017
Highest quintile 122,497 132,065 158,951 203,081 199,073 190,668 221,846
Top 5 per cent 188,019 197,354 253,112 360,286 340,364 323,594 385,289
Share of household income of quintiles, per cent
Lowest quintile 4.1 4.2 3.8 3.6 3.4 3.3 3.1
Second quintile 10.8 10.2 9.6 8.9 8.7 8.5 8.2
Third quintile 17.4 16.8 15.9 14.8 14.8 14.6 14.3
Fourth quintile 24.5 24.7 24.0 23.0 23.4 23.4 23.0
Highest quintile 43.3 44.1 46.6 49.8 49.7 50.3 51.5
Top 5 per cent 16.6 16.5 18.5 22.1 21.2 21.3 22.3
Summary measures inequality
Gini index of income inequality 0.394 0.403 0.428 0.462 0.463 0.470 0.482
Mean log deviation of income 0.370 0.375 0.402 0.490 0.532 0.574 0.609

Source: Author’s calcuation from US Census Bureau; Current Population Reports; and Income and Poverty in the United States, 2017.

log deviation of income—unambiguously exhibit a steady rise in income inequality. The share of
household income going to the lowest three quintiles of the population has declined, whereas the
share of income of the highest quintile has risen around 43 per cent in 1970 to 51 per cent in 2016,
even after making appropriate adjustments for the change in household size. The recent tax cuts and
other policy measures to curb transfers and reduce government expenditures are likely to further
exacerbate income inequality. Household net wealth in the US is highly concentrated. Substantial
evidence also exists that intergenerational mobility and the equality of opportunity have declined
in the past several decades (Chetty et al., 2017). These trends have fostered and fuelled right-wing
populism, demand for protectionism, and anti-immigrant sentiments. Stiglitz (2018) argues that the
main cause of the increase in income inequality in the US is political and that rising inequality poses
a threat to democracy.

4. CURRENT CONDITIONS IN THE EUROZONE AND JAPAN

The eurozone’s recovery is faltering once again. In the major eurozone economies—namely, Germany,
France, Italy and Spain—the growth in industrial production has dwindled (Figure 17). The German
economy—the eurozone’s most important driver of economic activity—expanded at a slow pace
in 2018. The unemployment rate in Germany is quite low—just 3.3 per cent (as of second quarter
of 2019) as calibrated on the International Labour Organization (ILO) definition of standardised
unemployment rate—but the countries at the periphery of the eurozone continue to suffer severely
from high unemployment rates. The unemployment rates in the periphery have declined from their
peaks attained immediately around the time of the debt crisis (Figure 18), but this decline has been
incremental. The Greek economy is in a severe depression. Between 2008 and 2013, the level of
economic activity in Greece shrunk by an astonishing 25 per cent. The recovery has been extremely
feeble (Figure 19). In the last five years, the economy has grown by merely 5 per cent. Papadimitriou
et al. (2018) suggest that recovery will be slow.

Currently, the central issue for the UK is Brexit. Earlier this year the British Parliament rejected the

proposed Brexit deal. A hard no-deal Brexit could have severe and harmful effects on the British
economy (Figure 20), which is highly dependent on the financial services sector. The city of London
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Figure 17: The pace of activity in the eurozone has deteriorated
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Figure 18: Unemployment rates in the eurozone’s periphery is still too high, but have been declining
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in particular is likely to suffer, as jobs and business transactions can be relocated. London is the main
financial centre in Europe because of its many advantages, such as the supply of talented workers
with human capital, English language, infrastructure, networks and the Anglo-Saxon legal system.
However, several major European, British, US and Japanese financial institutions and multinational

corporations are in the process of relocating their business to various other metro areas in the

eurozone. The authorities of Amsterdam, Brussels, Dublin, Frankfurt, Madrid and Paris are trying their
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Figure 19: Greece is still in a depression
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Figure 20: Hard Brexit could harm the British economy
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best to lure financial services business away from London. Surveys of UK firms show that businesses’
investment intentions (Figure 21) both in manufacturing and service sectors have declined.

In Japan, nominal GDP has once again been rising since late 2012 (Figure 22) after more than a decade
of stagnation (Akram, 2014, 2016b, 2019). However, measures of core inflation are considerably
below the Bank of Japan’s (BOJ) inflation target (Figure 23). Indeed, the economy could slide again to
deflation. The results of Abenomics* have so far been mixed. Its accommodative monetary policy has

4Abenomics, initiated since the election of Shinzo Abe as the country’s prime minister in 2012, has three components: (1) accommodative
monetary policy; (2) fiscal actions; and (3) structural reforms.
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Figure 21: Business investment intentions have weakened in the UK
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Figure 22: Nominal GDP is rising again in Japan
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been able to keep long-term interest rates in Japan extremely low. Outright deflation had ended—at

least for a while—but low inflation has been persistent.

Fiscal stimulus supported economic activity and fixed investments. However, the government’s
decision to increase sales taxes in April 2014 led to dampened consumption because of lower real
disposable income. Initiatives on structural reforms have been rather limited, although the female
labour force participation rate has risen due to both policy actions and moral suasion. Because of
the expansion in the female labour force participation rate, the total labour force participation rate
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Figure 23: Core inflation in Japan is markedly below its target
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Figure 24: Abenomics has raised the female labour force participation rate
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has risen in recent years, despite the secular decline of the male labour force participation rate

(Figure 24).

The Japanese authorities have raised sales taxes in October 2019 from 8 per cent to 10 per cent
(Fujikawa, 2019). While the recent sales tax hike is unlikely to be as damaging as the previous hikes in
sales tax because the increase is lower than those undertaken in the recent past—and the authorities
will be taking measures to counter the detrimental effects, it is unwise and counterproductive to
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raise taxes in the midst of subdued inflation, deteriorating global conditions and downside risks to
domestic demand (Akram, 2019).

5. MONETARY POLICY AND THE DYNAMICS OF LONG-TERM RATES IN MAJOR ADVANCED
ECONOMIES

Monetary policy in the major advanced countries and regions (Figure 25) is at a critical juncture. The
balance sheets of the major central banks are bloated (Figure 26).

Figure 25: The Federal Reserve and the European Central Bank have eased monetary policy in 2019
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Figure 26: Major central banks’ balance sheets are bloated

Balancesheets of Major Central Banks

usD, trillion

EUR, trillion

]

JPY, trillion
N
ul

i

o O

T T T T
2005 2010 2015 2020

N
o
o
o

mmmsm Federal Reserve Banks, Total Assets, USD ~ =mmmmm ECB, Total Assets, EUR ~ ==mmmm BQ|, Total Assets, JPY

Source: Macrobond.

Page | 18




Prospects and Risks for the Global Economy in 2019

The Fed’s balance sheet had started to slowly decline last year as the central bank’s holding of Treasury
securities and agency mortgage-backed security (MBS) matured and prepaid. Since the beginning of
the year the Fed has initiated reduction in the fed funds target rate. This mid-cycle adjustments
in monetary policy occurred due to several factors, including increased uncertainty regarding the
global economy, particularly trade related concerns, and low reading on market-based measures of
inflation expectations. The Fed has had to resume purchase of Treasury bills and increase the volume
of its term and overnight repurchase agreement operations to ensure adequate supply of reserves in
order to prevent spikes in various short-term interest rates.

Policymakers have made it clear that they are prepared to make necessary adjustments to the policy
rates and balance sheets. Since core inflation is checked and inflationary expectations are subdued,
such adjustments to support economic activity and financial stability can be justified.

The European Central Bank (ECB) in September 2019 reduced the interest rate on its deposit
facility by 10 basis point to -0.50 per cent and reiterated its commitment to keep policy rates to
their present or lower levels until inflation gets close to 2 per cent. It also announced that it will
restart the asset purchase programme at a pace of 20 billion euro per month from November. It
decided on new modalities for targeted longer-term refinancing operations and a two-tier system for
reserve remuneration that will partially exempt banks’ holding of reserves from the negative deposit
facility rate.

The Bank of England (BOE) is likely to be cautious about hiking rates in light of the uncertainty
surrounding Brexit. Meanwhile, the BOJ continues its policy of quantitative and qualitative monetary
easing with yield curve control since inflation is well below target. As a result, the BOJ owns nearly
40 per cent of all outstanding Japanese government bonds (JGBs). Negative long-term interest rates
pose a challenge for Japanese financial intermediaries.

Long-term interest rates rose modestly in North America from mid-2006 to mid-2008, as the Fed
and the Bank of Canada (BoC) tightened monetary policy (Figure 27). However, since late 2018,

Figure 27: Long-term interest rates in US and Canada have declined since the beginning of the year
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Figure 28: Long-term interest rates are still generally negative in the eurozone, but Italian interest rates have
risen

Government Benchmarks, Bid, 2 Years, Yield

Per cent

T T T T T T T T T T
2009 2010 2011 2012 2013 2014 2015 2016 2017 2018 2019

Germany s France s Spain e taly

Source: Macrobond.

long-term interest rates in North America have eased despite tighter monetary policy as investors
have become more concerned about downside risks. In the UK, interest rates on gilts have tread
down. In the eurozone, long-term interest rates—particularly in the front end of the yield curve—are
negative for the major economies (Figure 28). However, Italian long-term interest rates spiked in
2018 due to budgetary issues and political uncertainty. But even ltalian long-term interest rates are
in the negative territory. In Japan, long-term interest rates remain exceptionally low and below the
BOJ's target. Indeed, since the mid-1990s, Japan’s interest rate environment has witnessed a regime
shift characterised by both low or negative long-term interest rates and low daily variance of those
interest rates (Figure 29).

The central banks of the major advanced countries lowered their policy rates in response to the
global financial crisis (Akram, 2015). A low policy rate results in a low short-term interest rate—the
main driver of the long-term interest rate on government bonds—a stylised fact that Keynes (1930,
2007) recognised long ago. The low level of the short-term interest rate in conjunction with muted
inflationary pressure and the tepid pace of economic activity has resulted in a low long-term interest
rate on government bonds in the most major advanced countries. It has been documented that in
countries with monetary sovereignty—that is, countries that can tax and issue debt in its own currency
and maintain a flexible exchange rate regime—a key determinant of the long-term interest rate is the
current short-term interest rate even when the budget deficit ratio or the government debt ratio is
elevated (Akram, 2014, 2015; Akram and Das, 2014; Akram and Li, 2016, 2017a, 2017b, 2018).

The sharp decline in policy rates and other accommodative monetary policy measures may have been
necessary in response to global financial crisis and the threat of deflation. Further accommodation in
monetary policy may be required in the future if effective demand weakens. However, it should be
stressed that the benefits of the low long-term interest rates on investment spending and consumer
expenditures are fairly limited. Rather, fiscal stimulus and large-scale programmes for direct job
creation might be more useful to counteract the weakness of effective demand.
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Figure 29: Negative long-term interest rates in Japan
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The low long-term interest rates can hamper financial intermediation and lower the private sector’s
interest incomes. Samuelson (1945) notes that the banking system and financial institutions can
sometimes be made better off by an increase in the interest rate and that the higher interest rate
does not necessarily have an adverse effect on aggregate demand. A healthier banking system would
be more likely to engage in lending and supporting fixed business investment even with a higher
interest rate provided effective demand is resilient. A shift away from a regime of low long-term
interest rates to a moderate long-term interest rate regime would increase the interest incomes of
pensioners, savers and senior citizens.

A lower interest rate may have been necessary in the aftermath of the global financial crisis, but it
was insufficient to generate strong effective demand. Public policies should support expenditure
in the private sector and investment in new productive capacity, technologies and innovation.
Effective demand and higher expected marginal efficiency of capital rather than the level of the long-
term interest rate are more important drivers of economic activity and business fixed investment.
A moderate rise in the long-term interest rate in advanced countries would indicate a return to
improved conditions and a harbinger of financial stability. Hence, a modest rise in the long-term
interest rates along with fiscal and structural policies to stimulate employment and economic activity
might be more beneficial for aggregate demand (Kregel, 2014).

6. DIVERGENCE IN GROWTH PERFORMANCE IN EMERGING MARKETS

The pace of growth in emerging markets has slowed. Industrial production is still expanding in several
emerging markets, such as China and India, despite some signs of a somewhat slower pace in recent
months. Industrial production is contracting in several emerging markets, such as Brazil and Mexico
(Figure 30). Overall, the patterns appear to indicate that industrial production is expanding at a
moderate pace in emerging Asia, but production is quite soft in central and Eastern Europe and Latin
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Figure 30: Divergence in emerging markets’ industrial production
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America (Figure 31). Business surveys, however, show that purchasing managers have a mixed view
of emerging markets. (Figure 32).

The two key South American economies—Brazil and Argentina—are experiencing difficulties.
Recovery in Brazil is tepid and disappointing. Brazil’s economy took a dive from 2015 to 2016 (Figure

33), characterised by a biting 10 per cent decline in economic activity. The country has also faced

Figure 31: Industrial growth is positive in emerging Asia, but tame in other emerging markets
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Figure 32: Business surveys show that purchasing managers’ view of emerging markets is mixed
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political turmoil and corruption scandals that have resulted in a major shift to the right. A former
military official, Jair Bolsonaro, was elected president last year on a populistic, rightist platform.
Meanwhile, the Argentina economy is also performing poorly and is in contraction with a large
current account deficit (Figure 34). It also faces high real interest rates and soaring inflation.

7. CHINA AND OTHER ASIAN EMERGING ECONOMIES

Prospects for China and other Asian emerging economies remain favourable, even though the
Chinese economy is growing at a slower pace than in the past decades. The pace of economic activity
in India has also slowed recently.

The Chinese economy, which has been consistently strong for many years, is exhibiting clear signs of
a slower pace of growth. China’s growth since the inception of market reforms has been phenomenal
and transformational (Naughton, 2018). Effective domestic demand in China has been driven by
growth in consumption and investment (Figure 35). Contrary to widely held views, net exports
have played a limited role in China’s growth. This growth in consumption and investment since
the global financial crisis was supported by a rapid expansion of credit (Figure 36), fiscal stimulus,
public investment and private sector residential investment. But the authorities need to rein in
some excesses going forward as China’s incremental capital-output ratio (ICOR) is quite high (Figure
37). The high ICOR reflects China’s development model that emphasises investment-led objectives.
The country’s development strategy supports the creation of industrial capacity, infrastructure,
accumulation of capital, and building of structures, often without regard to market conditions and
citizens’ preferences. The high share of fixed-asset investment in national income is a function of
the ongoing structural transformation and the remarkable speed of urbanisation. It is also partly a
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Figure 33: Brazil's economy took a big hit during 2015-2016, while the recovery has been slow and
disappointing

Brazil, Gross Domestic Product, National, Economic Activity Index (IBC-Br), SA

150 A

145 +

140 -

135 +

130 +

125 -

Index

120 A

115 -

110 A

105 -

100 A
T T T T T T T
2004 2006 2008 2010 2012 2014 2016 2018 2020

Source: Macrobond.

Figure 34: Argentina’s current account deficit is large
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reflection of state-directed development, local governments’ emphasis on prestige projects, and the
occasional misallocation of resources.

Most other Asian emerging economies, including India, have been growing quite rapidly in the past
few years. However, these countries need to do much more to ensure shared prosperity, continued
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Figure 35: Growth in China is driven by domestic demand
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Figure 36: China is experiencing rapid expansion of credit
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improvement in the standard of living, reduce vulnerability to global financial and economic shocks,
and improve the quality of governance. India’s contribution to global growth has been rising since
the beginning of the century, but the pace of growth in India has declined in recent quarters.

Most Asian emerging economies’ trend growth rates have risen since the beginning of the twenty-

first century. Trend growth rates of real GDP in most Asian emerging economies have been fairly
decent in the past decades (Table 4). It is also useful to look at trend growth rates of real GDP per
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Figure 37: China’s ICOR is quite high
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Table 4: Trend growth rates in real GDP in selected Asian emerging economies

Country 1990-1999 2000-2009 2010-2017 1990-2017
Bangladesh 4.6 6.1 5.8 5.5
China 10.2 10.5 7.2 9.4
India 5.9 6.7 6.5 6.2
Indonesia 4.2 53 5.1 4.4
Malaysia 6.9 5.6 5.1 5.2
Pakistan 3.2 5.3 4.7 4.1
Philippines 4.7 4.9 6.2 5.2
Thailand 4.2 4.6 2.8 3.7
Vietnam 8.3 4.8 5.7 6.4

Source: Author’s calculation from Macrobond.

Table 5: Trend growth rates in real GDP per capita in selected Asian emerging economies

Country 1990-1999 2000-2009 2010-2017 1990-2017
Bangladesh 2.4 4.6 4.6 3.9
China 9.1 9.9 6.7 8.7
India 3.9 5.1 53 4.6
Indonesia 2.7 4.0 3.9 3.0
Malaysia 4.4 3.7 3.4 3.1
Pakistan 0.6 3.2 2.6 2.0
Philippines 2.4 2.9 4.5 3.2
Thailand 31 3.9 2.5 2.9
Vietnam 6.6 3.8 4.6 5.2

Sources: Author’s calculation from Macrobond.

capita (Table 5). Growth in China has been stellar, while growth in India and Vietnam have been
quite strong. Malaysia and Philippines have experienced fairly good growth though still short of their
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potential growth rate. Bangladesh’s trend growth is decent but still substantially below what would
be required for transformational change. Economic growth in Indonesia, Pakistan and Thailand have
been disappointing. Thailand has suffered from political instability and disruption. Macroeconomic
adjustments, political instability, poor governance, kleptocratic leadership, military intervention in
the affairs of the state, and geopolitical factors have taken a toll on Pakistan’s economic performance.

Growth in India is supported by the rise and recovery in consumption and investment, supported
by accommodative monetary policy and fiscal deficits. However, there are some problems of
non-performing loans lurking in the banking sector. In recent months, headline inflation has been
stable but core inflation has been slowing suggesting a weakening of growth momentum. Industrial
production also appears to be softening.

India and several Asian emerging economies have favourable demographics which can lift growth
and aggregate demand, but also this poses a key challenge. These emerging economies will need to
undertake strong employment creation in the years ahead.

Most Southeast Asian economies have tried to follow Asian Tigers’ (South Korea, Hong Kong, and
Singapore) model of export-led growth. Southeast Asian economies have benefitted from the links in
the global value chain in manufacturing and trade and investment networks with the Greater China.
However, going forward the firms in these economies shall encounter stiff competition as Chinese
firms rise in value addition and quality ladder. This will require increased research and development
efforts to foster innovation, higher productivity and growth. Already Chinese technology firms, such
as Alibaba, Baidu, and Tencent, are world class corporations.

The escalation of trade friction between the US and China will have effects on Asian emerging
countries through several channels. First, given the integrated supply chain within Asian emerging
economies for goods exported from China for the US, it will lead to downward pressure on firms’
profit margins. Second, some production could shift from China to Southeast Asia and elsewhere.
Third, it will lead to a weaker demand for capital goods and consumption goods. The overall effect of
the hike in tariff is likely to dampen effective demand in Asian emerging economies.

8. DOWNSIDE RISKS, LONG-TERM CHALLENGES, POLICY RESPONSES AND UPSIDE POSSIBILITIES

This section examines downside risks and long-term challenges to the global economy. It identifies
some upside risks to the outlook. It also proposes policy responses to the near-term downside risks
and long-term challenges to the global economy.

8.1 Downside Risks

The global economy is expanding at a subpar pace. Risks to the outlook appear increasingly tilted to
the downside. There are several identifiable downside risks for the near-term. Political gridlock in
the US between the Trump administration and Congress—as manifested in the recent discussions
of initiating impeachment proceedings against President Trump—could dampen growth and hurt
prospects for continued expansion as the US business cycle matures. Trade friction between the US
and China—and other ongoing trade disputes—may have an adverse effect on the global economy.
Last year, the US announced tariffs on solar panels, washing machines, aluminium and steel. These
and other tariffs are likely to rise unless a deal is reached with China and other trading partners. The
eurozone’s current deterioration in industrial production could be a sign of a looming recession.
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Plenty of uncertainties exist about what type of Brexit will occur. A hard Brexit could entail a slowdown
in economic activity. It is not inconceivable that eventually Scotland may leave the UK and join the
European Union (EU).

These are some medium-term risks for the global economy. The first is in the deterioration of the
relationship of the US to the rest of the world. US—China relations could be threatened by trade
frictions, rivalry in the Asia-Pacific region, differences over Taiwan, and other hostilities if China
chooses to exercise and project its geopolitical power. Some western planners regard China as a long-
term strategic threat and even as a potential enemy rather than a partner. The US—Russia relations
are troubled by western sanctions on Russia owing to its intervention in Ukraine as well as Russia’s
concerns about North Atlantic Treaty Organization (NATO) moving closer to its borders. The US
withdrawal from the nuclear deal with Iran and the reports of the Trump administration’s exploration
of possible military options against Iran suggest that tensions between the US and Iran could escalate.
Meanwhile, tension in the Korean peninsula have subsided, but no concrete agreements have been
reached yet. And it is unclear whether—let alone, when—denuclearisation will occur. The US’
relations with its Western allies are more fragile than in any time in the recent past.

The second medium-term risk is in Europe. The eurozone as a currency union is yet to have a suitable
institutional structure that enables authorities to undertake countercyclical fiscal policies and ensure
financial stability.

8.2 Long-term Challenges

There are some major long-term challenges for the global economy. These should be deemed as
challenges rather than risks because they are likely to occur in the baseline outlook for global growth.
The two key challenges are demographic transition and climate change.

The world population will continue to rise. It is estimated to increase from around 7.7 billion people
in 2019 to 8.7 billion people by 2030 (Macrobond, various years). However, the share of the working-
age population will decline in all major advanced countries. Indeed, Japan’s total population and
its working-age population are declining. Advanced countries will have to do with a smaller labour
force, find ways to increase its labour force participation rate by inducing senior citizens to seek
work, and rely more on immigration. Moreover, they will need to raise labour productivity to foster
economic growth and support a higher and rising standard of living. Emerging market countries will
also experience their own demographic changes. China’s population is close to 1.4 billion in 2019
(Macrobond, various years). It is expected to remain stable for the next decade. Thereafter, it will
begin to gradually decline and will be aging rapidly. Before China becomes a high-income country, it
will see a large decline in its share of working-age population. The economic advantage that China
currently has is partly due to its high proportion of working-age population to total population. This
advantage will erode in the coming years. Brazil will also witness a rise in the share of senior citizens
in the country’s population in the coming years. Meanwhile, rapid population growth will occur in
South Asia, including India, the Middle East and North Africa, and sub-Saharan Africa, due to their
high fertility rates. Countries in these regions will continue to have a large share of working-age
population in the coming decades, but this will require robust employment generation.

Climate change is a serious issue. Effective and decisive policy actions to reduce Carbon dioxide
(CO,) and other greenhouse emissions to contain the rise of average global temperature are
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much needed. There is plenty of evidence of the climate change. Global temperatures have been
increasing. Sea levels are rising. Oceans are warming and acidifying. Polar caps are melting. Bird
migration patterns are changing. Coral reefs are bleaching. Weather patterns are more volatile.
Floods, droughts and storms have become more extreme than ever before. Global warming will
have major effects on the world’s climate, ecology, agriculture, migration, industrial production,
economic activity and international relations. It requires urgent and well thought out actions.
Climate change will affect both advanced countries and emerging markets. Since the advent of the
atom bomb, a thermonuclear war has been a looming risk for humanity, as noted in the famous
Russell-Einstein declaration.® This must be avoided.

8.3 Upside Possibilities

There is some upside risk to the outlook. First, as inflation rises, due to tighter labour markets, central
banks could be forced to tighten monetary policy. Second, labour productivity could rise sharply
due to the adaption of new technologies and processes, such as automation, artificial intelligence,
machine learning, big data, 3—D printing, the Internet of Things, robotics and driverless vehicles, in
both manufacturing and services. These could bring about many benefits to citizens.

8.4 Policy Responses to Downside Risks and Long-term Challenges

Sustainable economic and development policies that promote economic growth, new technology,
and innovations without neglecting economic inequality and ecological issues would be the path to
progress. The authorities in advanced countries and emerging markets will need to rely on appropriate
combination of monetary, fiscal and structural policies to support employment, sustainable growth,
public investment in infrastructure, and private business fixed investment. The authorities will need
to create employment and equality of opportunity to ensure shared prosperity and address the rising
inequality in income and wealth that has been fuelling populism and extremist political movements
in many countries.

Sachs (2017) and Stiglitz (2018) provide useful policy recommendations from a progressive/liberal
perspective thatare appropriate for the US (and other advanced countries). Issues related to monetary
policy have been discussed in Section 5. The remainder of this section discusses a few policy issues
germane to Asian countries emerging, including Bangladesh. It draws partly from Quibria’s (2019)
insightful analysis of Bangladesh’s economic performance and prospects.

First, the authorities will need to promote high growth in Asian emerging economies. This will require
macroeconomic stability, industrialisation and higher factor productivity. Second, the authorities
will need to take measures that directly reduce poverty and promote human development because
greater access to clean water, food, sanitation, education and health can lead to the improvement
of indicators of social well-being. Moreover, economic growth alone may not suffice to pull vast
numbers of people from destitution and deprivation.

These twin objectives of economic growth and human development will require a host of policy
actions. Asian emerging economies will need to undertake substantial public investment in
infrastructure, such as electricity, water, transport, and support private business fixed investment
in structures, equipment, and intellectual property. Countries, like Bangladesh, will need to diversify

Ssee The Russell-Einstein Manifesto. Retrieved from: http://umich.edu/~pugwash/Manifesto.html [Accessed: 17 October 2019].
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their manufacturing base, improve the skills of its labour force, and attract foreign direct investment
in manufacturing, infrastructure, and services. Even though there has been progress in the reduction
of fertility, Asian emerging countries, such as Bangladesh, India, Indonesia, and Pakistan, shall need
to stabilise the size of their population amid the rapid urbanisation that is occurring.

Progress in raising agricultural productivity and reducing the decline of available cultivable land
will be essential for food security. Some Asian emerging economies, including Bangladesh, depend
substantially on overseas remittances from the Middle Eastern countries and elsewhere. But there
is a considerable downside risk that the flow of remittances could dwindle due to several reasons,
such as lower energy and commodity prices, attempts at indigenisation of the labour force in the
host countries, and restrictions on the inflow of foreign workers. Improvements in labour-saving
technology, such as automation, robotics, and artificial intelligence, could reduce the absolute cost
advantages of production in the Asian emerging countries. This could threaten export industries,
such as ready-made garments in Bangladesh, and reduce the demand for labour in manufacturing.
The authorities will need to boost domestic effective demand and raise labour productivity. Asian
emerging economies are subject to global financial and economic shocks emanating from advanced
economies. The authorities need to mitigate the adverse effects of climate change and natural
disasters for countries like Bangladesh, Indonesia, and Philippines, that are extremely vulnerable.

Most emerging Asian countries have done fairly well in terms of real GDP growth, but better
governance and visionary leadership will be essential to sustain growth and effectively cope with the
economic, social, environmental and institutional challenges. The failure of democratic institutions
take root in several emerging Asian countries, such as Bangladesh, Pakistan, and Thailand, could
hamper economic growth and human development. It can lead to political and social instability. Lack
of accountability and rampant corruption are fairly widespread in many Asian emerging countries,
even in those countries which have long-functioning multiparty democratic institutions, such as India
and Malaysia. Several Asian emerging economies, such as India and Pakistan, devote substantial
resources for military expenditure due to their security concerns. Southeast Asian countries are
devoting resources to military because of concerns about China’s action in South China Sea, while
China itself feels that the US regards it as a long-term threat to its position as the global hegemony.
Reduction of tensions and the creation of institutions to build trust in the Asia-Pacific region would
free up resources to reduce poverty and improve the quality of life in Asian emerging economies.

9. CONCLUSION

The global economy is expanding at a moderate pace, but lately, the pace has lost some momentum
and the downside risks have risen. The current economic expansion in the US is the longest since
World War II. The long expansion has resulted in a low unemployment rate in the US. However,
economic activity in the rest of the world has slowed since the beginning of the year weakened. Long-
term interest rates in the major advanced economies are low by historic standards, especially so in
the eurozone and Japan. Most emerging markets in Asia have flourished and showed respectable
growth rates in the past couple of years, but in recent quarters, the slower pace of growth in China
is raising concerns. Economic activity in central and Eastern European and Latin American emerging
markets has been disappointing.

Near-term downside risks to the global economy have surged. Trade frictions pose a threat.

There are also long-term challenges, such as climate change and demographic transition, for the
world economy.

Page | 30



Prospects and Risks for the Global Economy in 2019

Policymakers need to support economic growth in advanced and emerging markets through an
appropriate mix of fiscal and monetary policy actions, and structural policies that support job
creation and create economic and social opportunities—but also increase labour productivity,
stabilise the evolving financial systems, and increase the standard of living. Technological advances
and innovations offer great opportunities for human achievements, but the task is to realise the
potential for progress. Growth should be supported with appropriate policies that foster job
creation, skill formation and innovation. Policies that promote infrastructure spending, research
and development, international trade, inhibit the rise of inequality in income and wealth, and create
financial stability would be beneficial. Policymakers should also remain alert to downside risks and
the dangers of a nuclear war and address the long-term challenges of demographic transitions and
global climate change.
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