
___________________________________________________________________________________________________________________________ 
  

 

 

 

Economic Update
    

Richard B. Hoey 

                                                                                                                         Chief Economist, BNY Mellon 

 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

 

 

 

December 14, 2011  bnymellon.com 

We believe that the most likely outlook for the 

world economy in 2012 is a global growth recession 

with global real GDP growth in 2012 of about 3%, 

down from about 3.7% in 2011 and 5.0% in 2010.  

The overall economic outlook reflects disparate 

trends in different regions:  a full-scale recession in 

Europe, stagnation or moderate recession in the 

nearby U.K., near-trend growth in the U.S., 

continued expansion in Japan and moderate 

slowdowns in China and most other emerging 

market countries.  While European financial 

stresses are serious, the global shift towards 

monetary ease should help mitigate the spillover 

effect of European weakness to the rest of the 

world.  The result should be a global growth 

recession rather than either a full-scale global 

recession or a strong expansion, assuming that 

there is neither a full break-up of the euro nor a 

major oil spike.  We expect that the weakest period 

for the global economy should be in the first half of 

2012, when European economic weakness is likely 

to be most intense and the full benefit of global 

monetary easing will not yet be felt, due to the 

usual lags.   

The broad background factors for the economic 

and financial stresses in the developed world 

include (1) demographics, (2) weak income growth 

(due to economic imbalances, global wage 

competition and technological innovation), and (3) 

deleveraging.   

 

The population is aging in many developed 

countries and in some developing countries.  This 

challenges the sustainability of rising government 

spending on pensions and health care, contributing 

to the risk of both persistent budget deficits and 

rising tax burdens.   

 

In addition, there is a tendency towards weak 

income growth for many workers in the developed 

countries.  Technological innovation and global 

wage competition have restrained income growth, 

especially in low-skill and medium-skill jobs.  This 

has been exacerbated by the Great Recession and 

the sluggish recovery.  There is a link between 

weak income growth and the problem of 

imbalances.  At a global level, the huge 

accumulation of excess reserves by current 
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account surplus countries reflects a failure to 

recycle economic demand.  For a while, these 

surpluses were easily offset by rising debt in 

current account deficit countries.  A similar pattern 

occurred within the Eurozone, as German surpluses 

were matched by persistent deficits in southern 

Europe, financed by rising debt.  However, both the 

global economy and the Eurozone are now 

“rebalancing down” as it is no longer as easy to 

finance these persistent deficits.   

 

The developed world is also under pressure to 

deleverage in the aftermath of a major increase in 

both private debt and public debt.  The main story 

is that credit was often priced too cheaply for risky 

borrowers, generating first a debt boom and then a 

debt bust.  For example, government policy in the 

U.S. encouraged mortgage loans to risky 

borrowers, while regulatory rules in Europe 

encouraged the view that the sovereign debt of 

Greece (a country which has been in default for 

much of its existence) was nearly as good as the 

debt of Germany (a country with a cultural 

commitment to financial discipline).  This problem 

of mispriced credit was then exacerbated by 

excessive leverage.   

 

The macroeconomic policy response to the 

deleveraging stresses has varied in different 

developed economies.  In many developed 

countries, policy real yields (policy interest rates 

minus inflation) are negative, mitigating the burden 

of past debt, at least for now.  In the U.S., monetary 

policy has been easy and is supportive of a 

“nominal growth fix,” so that an upward drift in 

nominal GDP (real growth plus inflation) and 

nominal incomes can improve debt-to-income and 

debt-service-to-income ratios over time.  However, 

structural fiscal normalization in the Federal 

budget in the U.S. has been postponed indefinitely 

as the stalemate between the two parties persists.  

The Bowles-Simpson budget plan drew bipartisan 

support but was never adopted.  Necessary fiscal 

reform has been postponed.  In the near-term, 

however, the U.S. Treasury faces little difficulty in 

financing persistent budget deficits, in contrast to 

many countries in Europe.   

 

The U.K. has an easy monetary policy, but it has 

been tightening its structural budget settings.  

Europe has had a tight monetary policy, 

contracting bank balance sheets and a tightening 

of fiscal policy in both northern Europe and 

southern Europe.  These differing policies in 

different regions should contribute to different 

regional growth rates in 2012:  near-trend growth 

in the U.S., stagnation or moderate recession in the 

U.K., full-scale recession in Europe.   

 

We believe that five financial policies pursued in 

Europe in 2011 should contribute to a full-scale 

European recession in 2012: (1) two rounds of ECB 

monetary policy tightening in mid-2011, which 

should have a lagged negative impact on the 

European economy (despite the belated reversal of 

this tightening in November 2011 and December 

2011), (2) tight fiscal policy which has been forced 

on many peripheral countries in Europe, (3) tight 

fiscal policy which has been voluntarily chosen by 

many core countries in Europe, (4) limited 

systemic support for vulnerable countries, which 

has contributed to high interest rates on sovereign 

debt and on private sector debt in a number of 

countries, and (5) a contraction of European bank 

balance sheets and liquidation of assets partially 

attributable to a pro-cyclical tightening of financial 
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regulation and capital requirements.  We expect 

that the lagged impact of these five policies will be 

economic decline in many European countries in 

2012.  We believe that the European recession has 

already begun.  Support for the growth-hostile 

policies cited above should gradually erode as 

evidence of declining economic activity in Europe 

accumulates.  While the ECB was unwilling to pre-

commit to intensified financial support for 

peripheral countries in response to the recent 

“fiscal contract” proposal, it can be expected to 

adopt more supportive measures on traditional 

central bank grounds as economic activity drops 

and the inflation forecast falls.  In response to early 

signs of economic weakness, the ECB has already 

cut reserve requirements, adopted a three-year 

liquidity vehicle for banks and broadened collateral 

eligibility.  While European monetary policy has 

already started to ease, the path to a redesign of 

the flawed Eurozone system and to a narrowing of 

the competitiveness gap between the very 

disparate Eurozone economies is less advanced.  

Our most likely case is for a semi-orderly pattern in 

resolving the European financial crisis over the 

course of 2012, with alternating phases of hope and 

fear.   

 

In the U.S., real GDP growth for 2011 is expected to 

be reported at a rate slightly below 2%, as the 

growth stall in the first half of 2011 was followed by 

renewed growth in the second half.  In the end, the 

argument that the first half slowdown in 2011 was 

due to temporary factors and that the U.S. 

economy would avoid a double-dip recession in 

2011 proved correct.  In 2012, we expect near-trend 

real GDP growth close to 2.5% in the U.S. over the 

course of the year.  Since the strengthening of the  

banking system is more advanced in the U.S. than 

in Europe, financial conditions are quite different in 

the U.S. and Europe.  Credit is beginning to expand 

at a slow pace in the U.S. while Europe remains in a 

credit crunch.   

 

Consumption spending in the U.S. has been 

trending moderately higher.  Several years of low 

auto sales have aged the auto fleet.  That should 

continue to support spending in the auto sector.  A 

key point of controversy in the U.S. consumption 

outlook is the savings rate.  Economic pessimists 

argue that Americans should raise their savings 

rate to restore their damaged net worth (we agree) 

and would quickly do so (we disagree).  Although 

there are measurement issues, it is clear that the 

U.S. savings rate has not risen to the degree that 

was widely expected.  A major reason for this is 

that Federal Reserve policy is designed to 

encourage continued spending rather than 

increased saving.  There are limited financial 

incentives to save in an environment of zero 

interest rates and continuing, if falling, inflation.  

The tendency of Americans to spend rather than 

save in the current environment is not accidental, 

but rather is the intended effect of easy monetary 

policy.  Federal Reserve policy should remain easy.  

We expect that the U.S. economy should be strong 

enough that the Federal Reserve will not need to 

adopt QE3.  But we have no doubt as to its 

willingness to do so if necessary.   

 

We expect that residential construction should 

actually make a positive contribution to U.S. 

economic growth in 2012 as it recovers from the 

sub-sub-basement to the sub-basement.  

Residential construction includes not just single- 
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family building, which is weak, but also multi-family 

building and residential remodeling, which have 

better prospects for some growth.   

 

The growth rates of the emerging market countries 

should be somewhat impacted by the European 

recession.  Many emerging markets have favorable 

underlying fundamentals which should support 

higher economic growth rates than in the 

developed countries in the long run.  A crucial 

positive fundamental is the uptrend in the 

productivity of their labor forces due to the 

adoption of modern technology and business 

practices, benefiting from the accumulation of 

intellectual capital in the developed world over the 

last several centuries.   

 

Cyclically, many emerging market countries are 

subject to weakening exports and volatile capital 

flows.  However, most of them benefit from 

substantial policy flexibility.  It is notable that many 

emerging countries were proactive in quickly 

reversing from monetary tightening to monetary 

easing as the European outlook weakened.  In 2012, 

we expect a substantial drop in inflation in many 

countries, including most emerging market 

countries.  We believe that if these countries had 

waited for the full evidence of inflation deceleration 

before shifting towards a more accommodative 

policy, the degree of their growth deceleration in 

2012 would have proved more severe.   

 

Policy interest rates are at or near zero in the U.S., 

U.K., and Japan and are likely to move closer to 

zero in the Eurozone.  Few emerging markets face 

the problems that the developed countries face 

with the “zero bound” in policy interest rates.  

Since their interest rates are higher, emerging 

market countries have the flexibility to cut them 

and they have used that flexibility on a timely basis 

in late 2011, a pattern that should continue in 2012.   

 

With respect to China, its property markets have 

made the transition from boom to bust, which 

should contribute to a slower pace of growth in 

2012.  However, China’s ample international 

reserves give it a great deal of policy flexibility.  

Inflation has peaked and should continue to 

decelerate, freeing the country to move towards 

easier monetary policy.  It has already made a cut 

in some reserve requirements, but we expect more 

substantial easing over the course of 2012, which 

should limit the magnitude of the growth 

deceleration.   

 

Global economic forecasts are subject to 

heightened uncertainty during the current 

European financial crisis.  Fortunately, underlying 

fundamentals and evolving policy are more 

favorable elsewhere in the world.  On balance, we 

expect a global growth recession rather than either 

a full-scale global recession or a strong expansion.   

 

  

 
 
 
 
 
 
 
 
 
 



___________________________________________________________________________________________________________________________ 
ECONOMIC UPDATE — December 14, 2011   5 

 

 
 
 
 
 
 
 
 
 
 
 
 
 
 

 

 
 
BNY Mellon Asset Management is one of the world’s leading asset management organizations, encompassing BNY Mellon's affiliated investment 
management firms and global distribution companies. BNY Mellon is the corporate brand of The Bank of New York Mellon Corporation. • The statements 
and opinions expressed in this article are those of the author as of the date of the article, are subject to change as economic and market conditions dictate, 
and do not necessarily represent the views of BNY Mellon, BNY Mellon Asset Management International or any of their respective affiliates. This article is of 
a general nature, does not constitute  legal,  tax, or investment advice, is not predictive of future performance, and should not be construed as an offer to sell 
or a solicitation to buy any security or make an offer where otherwise unlawful. The information has been provided without taking into account the 
investment objective, financial situation or needs of any particular person. BNY Mellon Asset Management International Limited and its affiliates are not 
responsible for any subsequent investment advice given based on the information supplied. • Past performance is not a guide to future performance. The 
value of investments and the income from them is not guaranteed and can fall as well as rise due to stock market and currency movements. When you sell 
your investment you may get back less than you originally invested. • While the information in this document is not intended to be investment advice, it may 
be deemed a financial promotion in non-U.S. jurisdictions. Accordingly, where this document is used or distributed in any non-U.S. jurisdiction, the 
information provided is for use by professional investors only and not for onward distribution to, or to be relied upon by, retail investors. • Products or 
services described in this document are provided by BNY Mellon, its subsidiaries, affiliates or related companies and may be provided in various countries 
by one or more of these companies where authorized and regulated as required within each jurisdiction.  This document may not be distributed or used for 
the purpose of offers or solicitations in any jurisdiction or in any circumstances in which such offers or solicitations are unlawful or not authorized, or where 
there would be, by virtue of such distribution, new or additional registration requirements.  Persons into whose possession this document comes are 
required to inform themselves about and to observe any restrictions that apply to the distribution of this document in their jurisdiction.  • Any investment 
products or services mentioned here are not insured by the FDIC (or any other state or federal agency), are not deposits of or guaranteed by any bank, and 
may lose value. • This document should not be published in hard copy, electronic form, via the web or in any other medium accessible to the public, unless 
authorized by BNY Mellon Asset Management International Limited.  
 
In Australia, this document is issued by BNY Mellon Asset Management Australia Limited (ABN 56 102 482 815, AFS License No. 227865) located at Level 
6, 7 Macquarie Place, Sydney, NSW 2000. Authorized and regulated by the Australian Securities & Investments Commission. • In Brazil, this document is 
issued by BNY Mellon Serviços Financeiros DTVM S.A., Av. Presidente Wilson, 231, 11th floor, Rio de Janeiro, RJ, Brazil, CEP 20030-905. BNY Mellon 
Serviços Financeiros DTVM S.A. is a Financial Institution, duly authorized by the Brazilian Central Bank to provide securities distribution and by the Brazilian 
Securities and Exchange Commission (CVM) to provide securities portfolio managing services under Declaratory Act No. 4.620, issued on December 19, 
1997. • In Canada, interests in any investment vehicles may be offered and sold through BNY Mellon Asset Management Canada, Ltd., a Portfolio Manager, 
Exempt Market Dealer and Investment Fund Manager. • In Dubai, United Arab Emirates, this document is issued by the Dubai branch of The Bank of New 
York Mellon, which is regulated by the Dubai Financial Services Authority. • In Germany, this document is issued by WestLB Mellon Asset Management 
Kapitalanlagegesellschaft mbH, which is regulated by the Bundesanstalt für Finanzdienstleistungsaufsicht. WestLB Mellon Asset Management Holdings 
Limited is a 50:50 joint venture between BNY Mellon and WestLB AG. WestLB Mellon Asset Management Kapitalanlagegesellschaft mbH is a wholly 
owned subsidiary of this joint venture. • If this document is used or distributed in Hong Kong, it is issued by BNY Mellon Asset Management Hong Kong 
Limited, whose business address is Unit 1501-1503, 15/F Vicwood Plaza, 199 Des Voeux Road, Central, Hong Kong. BNY Mellon Asset Management Hong 
Kong Limited is regulated by the Hong Kong Securities and Futures Commission for Type 1 (dealing in securities), Type 4 (advising on securities) and Type 9 
(asset management) regulated activities, and its registered office is at 6th floor, Alexandra House, 18 Chater Road, Central, Hong Kong. • In Japan, this 
document is issued by BNY Mellon Asset Management Japan Limited, Marunouchi Trust Tower Main Building, 1-8-3 Marunouchi Chiyoda-ku, Tokyo 100-
0005. BNY Mellon Asset Management Japan Limited is a Financial Instruments Business Operator with license no 406 (Kinsho) at the Commissioner of 
Kanto Local Finance Bureau and is a Member of the Investment Trusts Association, Japan and Japan Securities Investment Advisers Association. • In Korea, 
this document is issued by BNY Mellon AM Korea Limited for presentation to professional investors. BNY Mellon AM Korea Limited, 21/F Seoul Finance 
Center, 84 Taepyungro 1-ga, Jung-gu, Seoul, Korea. Regulated by the Financial Supervisory Service. In Singapore, this document is issued by The Bank of 
New York Mellon, Singapore Branch for presentation to professional investors. The Bank of New York Mellon, Singapore Branch, One Temasek Avenue, 
#02-01 Millenia Tower, Singapore 039192. Regulated by the Monetary Authority of Singapore. • This document is issued in the UK and in mainland Europe 
(excluding Germany), by BNY Mellon Asset Management International Limited. BNY Mellon Asset Management International Limited, 160 Queen Victoria 
Street, London EC4V 4LA. Registered in England No. 1118580. Authorized and regulated by the Financial Services Authority.  • This document is issued in 
the United States by BNY Mellon Asset Management. • BNY Mellon Asset Management International Limited and any other BNY Mellon entity mentioned 
above are all ultimately owned by BNY Mellon. 
 
©2011 The Bank of New York Mellon Corporation. 


