





Table of contents

PIEIACE oottt ettt et s bbb AR A SRR AR AR 5
1 A newborn spring and a NEWDOIT SOUNA?.......eneeneesseerseersersesssessssesssesssesssessssssss s sssssssessssees 7
1.1 HOW It Al DEZAMN oottt ss e ssss bbb s s b st
1.2 Setting the scene

1.3 Permanent damage to a resilient ECONOMY......ourererreereenseseinecsseeses e ssesssesssessessessssassssesans 16
1.4  Supply uncertainty and demand FiSKS ... seesssssesesssssssssssssssesssssssssssans 17
1.5 Three scenarios, a newborn spring and a newborn SOUNd ........oeeeneerneersneeseessesesseesseens 19
T.6  OULIIIE oottt es bbb s E R SRRt 21
REFEIEIICES .uveereereeeseessresseese st seeb e s bR R SRS R R R ARt 22
2 Markets at risk: Banks and financial Markets.......c.cooeeerneeneeeeneesesessseesseesseesseeseess 23
2.1 INETOAUCTION coeereecereeaereeaee e esss e s s s s bbb bbb b 23
2.2 ReCeNt dEVEIOPIMENTS. ..ot s s s 24
2.3 Financial developments and the supply of credit. ... eencnseeseeesseeseesseessesenns 26
2.4  What has the crisis done to the Netherlands?......oeecneeee e 30
2.5 Risks and uncertainties in the COMING teN YEATS ....cocvereerrrerreesreesseesseerreeseesseesseesssessseeseesseesns 35
2.6 SUMMATY: Credits and FISKS . eerrereesees s seessessesssessssesssesssesssssssssssesssssssssssesssessssssssessssessessans 38
REFEIEIICES .eveereetreeseenseesse sttt s b s bR b bR R AR R E R R R b 39
3 Markets at risk: HOUSING MATKEL ...t sses s sesssssssessessessssssessesans 43
3.1 INETOAUCTION oottt essse s s s s s bbb b 43
3.2  What happened in the Dutch housing Market? ... 44
R T8 N 04§ £ T I 2= T 3PP 48
3.4 Whatis different this tiMe? ...t st ssssssssssssssens 50
3.5 Key uncertainties in the COMING tEN YEATS .....ccovuunreurrererreererneeseeseesseseesssesessessesseesssssssssessessssaes 54
3.6 Summary: the housing market in three SCENATIOS ... eerrresreesreerseersersesseesseersseesseesseesseess 55
REEBTEIICES ...eureereere sttt bbb a s SR ARt b 57
4 Productivity after the Great RECESSION ......vcerereeereereeeeeeeeer s sseesssesseeseesans 60
30 S 00 /o 7o L1 Ui 1o o V0T T OO TPSPTPO 60
4.2  Dutch labour productivity and the Great RECESSION ........coverereereenecrreenseneeerseeseeseeseseesseees 61
4.3 Empirical analyses of productivity losses in financial Crises........coummnenennennecneenseneennes 66
4.4 Theoretical explanations for productivity losses in financial CriSes .......oeneenreereerseeenn. 70
4.5 Have the long-run growth possibilities declined?..........cocveneenreneeneenneneenseseeseeseeseeesseenes 73
4.6 Productivity after the Great RECESSION ...t sesssessse e sssssas 74
REEETEIICES ....cueereeeeteesstessee ettt st ss b ee s s bR R AR AR R R st R e bbb 76



5 Labour market responses to the Great ReCeSSiON......cunnineneensss s 78

L7000 oo T 15 Uot 5 (o) 00U TP 78
5.2 What happened on the Dutch [abour Market?......nssssss s 79
5.3 Two distinct periods of rising UNEMPIOYMENT .....cureureeriereeneerreerneseiseesseeses e ssssseaes 82
5.4  Long-run effects Of the CriSiS....seecessesessessesess s sesssssss s sssssesssssssssssssanes 89
5.5  Factors that affeCt the FECOVETY . s 95
REFEIEIICES ...oeureerreasresseseesse e sssees e b s bbb s bR AR E R R R R 100
6 Consumers in distress: Consumption, income and wealth.......cnn. 105
6.1 The story so far: consumption during the Crisis ... 105
6.2 Basic principles determining CONSUMPLION ...cueureereereenneuriennesseesesseesessesssesssesssssessssssessssssessees 107
6.3  Explaining past CONSUMPLION w...c.ueiemeeereeeseeeseisesssesssessssesssesssssssesssss s sssesssssssssssssssssssssssssssassssness 108
6.4  EXploring future CONSUMPLION ... ieeeeseceseeeseesesssesssessssesssesssees s sssesssssssssssssssssssssssssssasssssens 114
LTSI 010 4 o] 10 ) U0 ) o OO TSSOSO 120
REEETEIICES .u.eurrereeeieriset ettt bbb AR AR bbb e 121
7 Europe: challenges and FiSKS .. eeeesesneeseesseesseessssssssssssssesssssssssssssssssssssssssssesssesssssssseens 123
7% SN 0415 oo T 1§ Vot (o) o 000U OSSP P 123
7.2 Structural reform: product MATKELS ... ssessssssssssssssssess 124
7.3 Structural reform: 1abour MAarKets ... sssssessees 127
7.4  Private SectOr deleVeraging ... ereenerseeesseesssesssessseesssesss s sssessseesssssssesssesssssssssssessees 130
7.5  Public SECtOr deleVeraging....c.couerrnmeesseerseernseeserseesssesssesssessseesssessse e sssessseesssessssssssesssssssssmsessees 133
7.6 DEILAtiON coureereereeeetetseee ettt ss bbb R R R s 136
287 A 010 s o] 113 o) TSP 138
REEETEIICES .u.eurrereeeieteesei sttt st AR AR bbb e 140
8 TRIEE TOAAS t0 TECOVETY coreereeneemeeseerseerresssees s sessss s s ssesssess s sssess s sssessssssssssans 142
8.1 INTIOAUCTION ettt ettt es s s bbb bbb s 142
8.2 Characterisation Of the SCENATIOS. ...t sets s sess s b saees 143
8.3 RECOVEIY IN tWO SCENATIOS woueuereresersesessessessessessesses s s sss st s sss s sssssssse s ssessessesssssesssssssans 146
8.4 Delayed RECOVETY ..coieeeeeeeeeeeeseesseessesssess s sesssssssessssssssss s sssesssssssesssss s sssssssesssssssssssssssssssasesassssnees 154
8.5 CONCIUSIONS ucureueeieeretseiseeectsessesss et ssss bt s s s s R bbb e 159
REFEIEIICES ...rcereereeneenseeseesse e sssees bbb bbb RS E e R bR bbb 161



Preface

The economies of Europe and the Netherlands have suffered the most severe crisis since the
Second World War. The damage to the Dutch economy has been substantial and the crisis
has affected many. The current outlook suggests better times, but the precise manner in
which the recovery will occur is still unclear. The road to recovery could be steep uphill with
many ups and downs, it could be arduous but without severe challenges or it could prove to
be a relatively easy walk in the park. The run off to recovery brings the take off of a duck to
mind. The duck struggles to make its way from the lake, water splashing around; it may lose
momentum or face headwinds and stay close to the surface or it can soar into the sky.

The financial crisis took many economists by surprise. After studies on the origins of the
crisis, this book focuses on the aftermath. It presents an overview of stylized economic
developments after financial crises in the past, analyses the actual developments in the
Netherlands up until now and provides a map for the future ahead, with various roads and
associated challenges. This book originated from the authors’ curiosity about the current
state of the economy, after six years of stagnation, high unemployment and debt, and falling
inflation. The reader is invited to share their journey.

George Gelauff, Debby Lanser, Albert van der Horst and Adam Elbourne are the intellectual
parents of this book. However, it could not have been written without the help of a large
group of experts within CPB. First, the authors of the several chapters, with a special
gratitude to Marcel Lever and Wim Suyker, who have participated as critical observers since
the beginning of this project. Then, a large group of experts who assisted in the drafting of
the scenarios, in particular Frank van Es, Marco Ligthart and CPB staff members from the
sector Public Finance. Jeanne Bovenberg improved the English. In the final days of the
project, Dick Morks, Nico van Leeuwen and Jeannette Verbruggen provided the all important
finishing touches. They all did a great job!

Laura van Geest






1 A newborn spring and a newborn
sound?

Debby Lanser, George Gelauff, Albert van der Horst and Adam Elbourne

Een nieuwe lente en een nieuw geluid:

Ik wil dat dit lied klinkt als het gefluit,

Dat ik vaak hoorde voor een zomernacht,

In een oud stadje, langs de watergracht --
In huis was 't donker, maar de stille straat
Vergaarde schemer, aan de lucht blonk laat
Nog licht, er viel een gouden blanke schijn

Over de gevels van mijn raamkozijn.

A newborn spring and a newborn sound:

| want this song like piping to resound

that oft | heard at summer eventide

in an old township, by the waterside —

the house was dark, but down the silent road
dusk gathered and above the sky still glowed,
and a late golden, incandescent flame

shone over gables through my window-frame.

Herman Gorter (Mei, 1889)"

! English translation http://mww.poetryinternationalweb.net/pi/site/cou_article/item/18434/Herman-Gorter-an-
introduction/en.



o The Great Recession has struck hard in industrialised countries: a permanent loss of
some 6% of GDP, high unemployment, exploded private and public debts.

e The economy has not lost its resilience, growth potential is unaffected. Uncertainty is
explored in Moderate Recovery and Accelerated Recovery.

o Recovery will take time, threatened by weak demand, which is explored in Delayed
Recovery.

1.1 How it all began

The fall of Lehman brothers in September 2008 was the start of the worst crisis for the Dutch
economy since the end of World War II. Dutch GDP fell 3.7% in 2009, and subsequent growth
has been anaemic, especially when compared to the pre-crisis trend. The fall of Lehman
Brothers resulted from risky investment in US mortgage-backed securities, the values of
which had become uncertain when the US housing market downturn started in 2005.

Cross-border financial linkages became ever deeper and more complex, and investments in
risky assets surged, see Figure 1.1. Up until the outbreak of the crisis, US banks had
flourished, fuelled by capital inflows from foreign investors. China and the oil-producing
countries had built up large saving surpluses, which were readily invested in the US and
especially into new high-risk mortgage products. The US government had stimulated these
so-called Alt-A and subprime mortgages, enabling low-income families to buy their own
homes. Many of these mortgages required little or no information on household income,
which was fine as long as house prices continued rising. By the end of 2007, 10% of US
mortgage debt consisted of mortgages in the Alt-A or subprime class.

Figure 1.1  Cross-border financial linkages became ever deeper
(% bond holdings; source: European Central Bank’s
Financial Integration Indicators database)
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The riskiness of assets in the US economy continued to increase, yet largely unseen because
these risks were well-hidden in complex financial products. Banks bundled mortgages into
investment-grade securities. Since house prices seemed to reflect developments in
uncorrelated regional housing markets, banks reasoned that bundling high-risk mortgages
from different regions would transform risky mortgages into safe securities. Securitisation
enabled banks to share the risks in the underlying mortgages even further by chopping up
the bundle into smaller tranches. A complex system of financial innovations emerged.
Bundles, tranches and so forth were insured by other financial institutions, and in turn sold
on to other market participants. Mortgages were given to households that seemed to be less
and less creditworthy. The quality of the associated mortgage products fell. However, due to
the complex process of securitisation, it was hard, if not impossible, for the end buyer to see
the underlying risks also because rating agencies failed to flag those risks.

An explosive, seemingly successful, mixture arose, which was at the roots of a severe global
financial crisis. Success had followed success, and unhindered by supervisors banks cut
down on equity. The financial system was booming, with carefully hidden underlying risks.
When the US housing market slowdown turned into a nationwide collapse of home prices,
the complexity of the mortgage-backed securities ensured that no-one could tell who was
exposed to what. As a result, market participants no longer trusted one another: previously
esteemed financial institutions could in fact be worthless, due to the hidden losses on their
mortgage-backed securities. Interbank transactions dried out as mutual trust evaporated
(Ewijk and Teulings, 2009). The mortgage-backed securities had also been eagerly bought by
European financial institutions. So, when Lehman Brothers fell in September 2008, the
problems with the US financial system morphed into a global banking crisis. A severe credit
crunch resulted. The problems in financial markets quickly spilled over to the real economy,
witnessed by unusually deep falls in the GDP of developed countries amidst a global
recession.

In Europe, the increasing international interrelatedness in financial markets had strongly
raised risks. After the introduction of the euro, large firms in euro area countries no longer
borrowed from domestic banks, but increasingly issued bonds in euros (Teulings et al.,
2011). Also banks financed mortgages and construction projects abroad. For instance,
German banks invested heavily in Spanish and Irish real estate. On the other side of the
balance, banks opened subsidiaries abroad and lenders increasingly invested their money in
banks or investments funds, which came from another country or operated on a European
scale. Mutual lending among banks also internationalised further. International
interrelatedness implied that more and more banks became exposed to risks from abroad.
For instance, the collapse of the Spanish real estate market directly hit Spanish, French and
German banks. Since banks in other countries owned loans to these banks, the shock on the
financial market spread all over the euro area. Yet, banking supervision remained largely
national, complicating effective supervision on the international activities of financial
institutions.

In its wake a second crisis, a sovereign debt crisis, emerged. Deep recessions caused tax
revenues to fall and government expenditure to rise, worsening government finances across



the developed world. Added to this were the direct costs of bank bail-outs and the implicit
value of the government guarantees for too-big-to-fail banks, which further worsened the
financial health of euro area sovereigns. The rapid deterioration of government finances in
the euro area turned the banking crisis into a government debt crisis.

When Greece’s solvency was publicly questioned, the instability of the euro became
apparent. The government debt crisis further undermined faith in the financial soundness of
euro area banks, since they held large amounts of supposedly risk-free government debt on
their balance sheets. In fact, since the introduction of the euro, risk premia for euro area
government debt had converged to such an extent that Greek government debt was seen as
only marginally riskier than German government debt, see Figure 1.2. Euro area countries
were trapped in a vicious circle: weak governments couldn’t afford to rescue their own
banks, which would fail if governments defaulted on their debt. Weak banks and weak
sovereigns were caught in a suffocating embrace, not only domestically but in a complex web
of interrelations between European countries.

Figure 1.2  Interest rates on government debt decreased in the
run up to the EMU, increasing sharply in the Great
Recession, falling after the announcement of OMT
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Confidence in assets of banks and in loans by governments evaporated in Europe. CDS
spreads on large European banks soared. Interest rates on government bonds skyrocketed in
Greece, Ireland, Italy Portugal, and Spain, while they fell in ‘safe heaven’ Germany. Fear
spread that a large European bank would collapse and could not be saved, because it was too
big for its homeland government. Risks previously unthinkable in Europe became real: one
of the euro area countries might default on its debts. Perhaps the European rescue funds that
were being established might be able to handle a default of Greece; they would surely be
much too small to absorb the collapse of [taly. Moreover, early resolution of the crisis in
Greece appeared out of reach. Complex decision making in the euro zone and European
Union did not contribute to efficient crisis management.

In the mean time, interest rates on government debts soared for some countries. This
initiated fiscal consolidation programmes, also in northern euro area countries, to convince
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financial markets that they would not let their public debts go out of hand. In addition,
European rules added to the consolidation drive as public balances fell below the threshold
of 3% and public debts rose far above 60%. In the Netherlands, for instance, the government
announced consecutive consolidation policies of, on average, 1% of GDP each year for the
period 2011 until 2017, which is approximately 54 billion euro in total (Suyker, 2013).
Governments raised taxes and cut back on expenditures. In the Netherlands, like in most
countries, it proved hard to restore deficits to the European norm of 3%.

Throughout the Great Recession monetary policy acted ever more vigorously. Central banks
lowered their policy interest rates to ‘historically low levels’ (Pattipeilohy et al. 2013). After
Lehman Brothers collapsed in September 2008 over a period of seven months the ECB
lowered its main refinancing rate from 4.25% to 1%. In Europe early signs of recovery,
especially in Germany, made the ECB raise its refinancing rate by 0.25 %-points on April 13,
2011 followed by a second step of the same size on July 13. This policy change was rather
controversial; the first step came just after Portugal asked for European help with an
escalating financial crisis. The recovery proved short-lived. After the euro zone headed for its
second dip, on November 9 2011 a cut by 0.25 %-points initiated a period of steadily decline.
On June 5, 2014 after a cut by 0.10% points the ECB refinance rate reached a level of 0.15%.
Moreover, as the first of the major central banks the ECB made commercial banks pay to
deposit money. It set the interest rate on its deposit facility at -0.10%.

Besides rate cuts, central banks massively provided liquidity to the financial system. Already
in August 2007 when some European banks faltered after the collapse of the subprime
mortgages in the US, the ECB made 95 billion euros available to banks (Peet and La Guardia,
2014). Other central banks quickly followed. Provision of liquidity became essential in 2008
after the Lehman demise made the interbank market dry up and banks on the brink of a
breakdown needed liquidity support. Quantitative easing made the FED’s balance sheet swell
from some $700 billion of Treasury notes before the crisis to a peak of $2.1 trillion of bank
debt, mortgage-backed securities and Treasury notes in June 2010. In Europe after Lehman
the Enhanced Credit Support facility of the ECB provided unlimited liquidity to banks. From
May 2010 onwards the ECB intervened in the market for euro area government bonds with
its Securities Market Programme. In late 2011 two ECB Long Term Refinancing Operations
(LTROs) injected one trillion euros in the financial system. European banks largely invested
the money in government bonds. That helped to reduce the interest rates on government
debt, but hardly reached the private sector.

Ultimately in Europe the ECB had to substantiate the lender of last resort position of the
central bank. Despite the LTROs in the summer of 2012 amidst great unrest about the
financial stability of public finances in the periphery countries, spreads on public debt kept
on rising. On July 26, 2012 Mario Draghi, addressing a group of investors in London, said:
‘Within our mandate the ECB is ready to do whatever it takes to preserve the euro. And
believe me, it will be enough.’ (Peet and La Guardia, 2014). Soon it became clear what Draghi
had in mind. On August 12, 2012 the Governing Council of the ECB announced the outright
monetary transactions (OMT) programme. Under the OMT the ECB promises to buy bonds in
the secondary market of a troubled euro area country in order to break a vicious circle of
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ever rising interest rates on that country’s debt. The extent of these buy ups being unlimited.
This policy appeared effective, without the OMT ever being used, gradually interest rates on
government debts in the troubled countries began to fall.

A heated debate has raged in economics on the need for consolidation in the crisis. Higher
taxes and lower public expenditures caused a further reduction of private consumption and
investment, which intensified the drop in demand. By consequence, consolidation
contributed only marginally to the fall of the government debt ratio. In fact, it might even
have raised it (Delong and Summers 2012). With monetary policy largely ineffective because
central banks’ policy interest rates had reached the zero lower bound, only fiscal policy
remained to prevent a collapse of demand. Keynesian economists emphasized that in
particular Germany and its neighbours should have stimulated demand in Europe by fiscal
expansion. Others stated that monetary policy remained effective; it only had to become as
unconventional as it was in the US. Quantitative easing could have stimulated demand as
well (Altavilla et al. 2014), which meant that there was less need for fiscal expansion.
Moreover, fiscal expansion in Germany would have destroyed the last confidence in the
Stability and Growth Pact and would have undermined budget discipline for many years to
come.

The Netherlands was no exception to the crisis, even more so because it had a large financial
sector consisting of five main banks. In the period starting from 2008 onwards to the
present, the Dutch government has provided direct support to four of these banks. The
experience of massive interventions in the financial sector made the Dutch government
vividly more aware of the need to prevent contagion between risks in private and public
indebtedness. In 2011, the Dutch government converted to consolidation policies in order to
straighten out its finances.

In the remainder of this book, we refer to the double dip described above as the “Great
Recession”. When for reasons of clarity it is necessary to disentangle the two, the first crisis
will be referred to as the financial crisis and the second crisis as the euro crisis.

1.2  Setting the scene

The Great Recession has caused significant and persistent damage to economies worldwide.
Prior to the crisis, GDP grew steadily in most developed countries in what was the tail end of
the “Great Moderation”. That came to an abrupt end when the financial crisis started. Across
the developed world, GDP per capita fell sharply; in many cases, declines in GDP of this
magnitude had not been seen since the Great Depression of the 1930s. Figure 1.3 shows that
the Netherlands has not been an exceptional case. In the Netherlands, GDP fell by 3.7% in
2009, which was similar to France and Spain but significantly less than Germany or the UK.
Since then, Dutch GDP has only grown slowly, if at all, making it one of the worst performers
in core Europe. The average growth rate from 2010 onwards has been just 0.1%.
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Figure 1.3  The crisis interrupted GDP growth (2000=100; Source: OECD)

150
2000 = 100
140 -

130

120 - /><

\///

110 -

100 -

90

2000 2002 2004 2006 2008 2010 2012
—DEU —IRL ITA —NLD —ESP —GBR USA

Not surprisingly, a crisis of this magnitude has significant effects on labour markets
worldwide. Although most developed countries experienced sharp falls in GDP, their labour
markets reacted differently. In Spain, the real estate bubble burst, many people in the
construction industry lost their job and unemployment skyrocketed after the onset of the
crisis. Other countries, notably the US and the UK, also saw unemployment rise quickly after
the onset of the crisis, although much less than in the European periphery. The Netherlands,
in contrast, has experienced a delayed response of unemployment, as can be seen in Figure
1.4. Initially, unemployment remained relatively low, in large part due to labour hoarding,
before beginning to rise sharply in 2012 and 2013. By December 2013 unemployment? was
6.8% and is projected to still be around 7% in 2015 (CPB, 2014).

Figure 1.4: Unemployment response to the crisis differed between
countries (Source: Eurostat)
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2 International definition (Source: CBS).
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Lower incomes and higher unemployment rates hit consumption expenditure. As shown in
Figure 1.5, many developed countries had seen steadily rising household consumption
before the crisis, with Germany and the Netherlands lagging behind. Consumption fell in
20009 after the onset of the banking crisis, and has stagnated or fallen further in many euro
area countries, with the exception of Germany. The worst performer in this group of core
countries is the Netherlands, where since the start of the crisis private consumption has
steadily fallen and is now at a similar level to 2000.

Figure 1.5 Dutch consumption fell as opposed to other European
core countries (2000= 100)

150 7 5000 = 100

140

130 -

120 - \/><

110 - —
/‘//

100 -

90

2000 2002 2004 2006 2008 2010 2012
—DEU —IRL ITA NLD —ESP —GBR USA

One potential explanation is that Dutch households have been faced with large changes in
their net wealth positions due to falling house prices in combination with their high levels of
household debt. Net debt increased by 60% over this time period, unaccounted for by a
similar increase in liabilities. Household debt is almost entirely related to housing mortgages,
which comprise 95% of all loans. The number of mortgages under water (i.e. for which the
mortgage exceeds the value of its collateral) increased significantly up to 1.4 mln
households,? mainly stimulated by a favourable tax deduction system. The Dutch net debt
increase was unique within the euro area.

Firms had to deal with falling demand for their goods and services and with reduced access
to credit. Figure 1.6 shows investment since 2000 for a number of countries. In Germany and
the US, investment has rebounded since the trough in 2009, but in other countries it has
stagnated or continued falling. In the Netherlands, a decrease in investment in dwellings is
responsible for the relatively large drop in investment. Excluding dwellings, the investment-
to-GDP ratio only slightly falls, which is in line with regular responses to a typical economic
slowdown. This suggests investments are not overly affected by a severe credit crunch. This
contrasts to the literature showing that a financial crisis almost always results in a credit
crunch and the fact that small- and medium-sized firms (SMEs) report that they have
difficulty obtaining credit.

% CBS (2014), this number is uncorrected for assets in mortgage related products such as life Insurance.

14



Figure 1.6  Investment including dwellings decreased (Source: OECD)
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Not only the private sector has been affected by the crisis, see Figure 1.7. Nearly all
countries have seen their government debt burdens increase significantly, for two main
reasons. Firstly, governments across the world have had to provide emergency liquidity
support and direct equity injections into a large number of banks. Secondly, in the wake of
the crisis, automatic stabilizers have stimulated the economy at the expense of government
finances. The reduction in economic growth significantly reduced tax revenues.

Debt in Southern European countries, in particular, has skyrocketed. In the Netherlands,
partly due to the lower starting level, government debt is still relatively low, compared to
other developed countries. Since 2010, in response to these rising debt levels, European
governments have undertaken significant consolidation programmes, further lowering
aggregate demand across the euro area.

Figure 1.7  All European countries experienced a sharp increase
of gross government debt-to-GDP
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1.3 Permanent damage to aresilient economy

The Dutch economy has suffered severely from the Great Recession. Some of this damage
will be permanent, other damage will have a more transitory nature. This section provides a
first impression of the damage incurred distinguishing between permanent and temporary
effects.

One way to determine what the permanent changes (if any) will be, is to look at the effects of
past financial crises. Financial crises are not ordinary recessions (see Cerra and Saxena,
2008; Reinhart and Rogoff, 2009; Teulings and Zubanov, 2013; and IMF, 2009). The
empirical literature shows that there are typically large permanent effects on the level of
GDP relative to the pre-crisis trend. Figure 1.8 shows the average effect of an average crisis
relative to trend, as estimated by Cerra and Saxena (2008). By their calculations, an average
banking crisis leads to a permanent loss of about 8% of GDP for a broad set of countries.
Within the subgroup of industrialised countries their estimated loss is 6%. Therefore, a new
equilibrium will likely be at a lower level of GDP than would have been the case without the
financial crisis.*

Figure 1.8 also contains good news, which is common in the literature. The growth rate after
a crisis is, on average, the same as before the crisis. That means that the crisis hits hard, but
does not undermine the resilience of the economy. After the blow has been overcome and
the damage has been repaired, economic growth may return to its pre-crisis trend. A lower
trend growth rate would prove very costly in the long run. Yet, repairing the damage is no
sinecure; it may easily take a decade. Nor is recovery guaranteed; resilience on average hide
both excellent and very poor performing countries after a financial crisis.

Figure 1.8  Effect of a typical banking crisis on GDP (Authors
own reproduction of Cerra and Saxena, 2008)

| % GDP

-10 1

-12

years (banking crisis starts in year 1)

* The average effect of a financial crisis hides considerable variation at the individual country or crisis level, see Chapter 4.
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The economic literature is largely convinced that a financial crisis generates permanent
damage, but it is less clear about the causes of the damage. Changed risk perceptions may
raise risk premia and financing costs for firms and consumers. Necessary regulation and
supervision to prevent another crisis may come at a cost to innovation and productivity in
the financial sector. In some countries a cutback on investment in real estate may require a
smaller construction sector. But productivity has been hit in almost all sectors, not just the
financial and construction sector. That may originate from firms having to spent resources to
crisis control, such as adjusting production lines and work planning to a strong fall in
demand, or finding new suppliers or new sources of finance. Also skills of people who are
unemployed for a long time may decline. By consequence, they will be less productive when
they return to the labour market.

Some of the labour market damage seems to be of a more temporary nature. Labour supply
levels and unemployment will return to their natural rate. The effects of labour hoarding, i.e.
employers keeping on redundant employees and the self-employed cutting back their
working hours, will fade. The same holds for discouraged and added worker effects. The
crisis temporarily caused discouraged workers to abandon hope of labour participation as
their perspectives diminished. Yet, when prospects recover they generally start looking for a
new job. Added workers are those who increased their labour supply during the crisis, for
instance to supplement household income when a household member became unemployed.
After the crisis these workers either hold on to their job or withdraw from the labour
market.

Yet, temporary damage does not disappear overnight. A major challenge for recovery is at
the labour market. The difference between actual and structural unemployment is high, and
the same holds for labour supply. Figure 7.4 in Chapter 7 shows the gap between actual and
structural unemployment for several European countries. In some countries, including the
Netherlands, actual unemployment considerably exceeds structural unemployment levels;
see Chapters 5 and 7. A key question is whether a slowly recovering economy will yield a full
closure of the unemployment gap in the next decade.

When growth accelerates, employment will increase once again. By consequence, incomes
and tax revenues will rise. Virtuous circles might appear. Trade will benefit from the
recovery in individual countries of Europe. Consequently, also in the Netherlands demand
will recuperate and the economy will head toward recovery.

1.4  Supply uncertainty and demand risks

Virtuous circles cannot be taken for granted. Economic growth primarily depends on supply,
viz. the growth of the labour force and of productivity. Already on the short term, but
certainly over a 10 year horizon, the way supply factors develop is uncertain. When supply
develops strongly, virtuous circle are more probable. In that case demand will most likely
adjust to supply. Productivity growth translates into higher wages and higher consumption,
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investment increases to adjust to higher productivity, and international trade will thrive.
However, if there is one thing that the Great Recession has taught economists and policy
makers, it is that demand risks cannot be neglected. The legacy of the recession consists of
several factors, such as an immense debt overhang, that may entail considerable demand
risks for the future.

Supply uncertainty primarily pertains to technological progress, which is inherently
uncertain. ICT drives the current wave of technological progress throughout the world,
accompanied by large organisational changes within and between firms. That may continue
or perhaps intensify for another ten years, but the contribution of ICT to productivity growth
may also slow down to some degree.

In addition, structural reforms in Europe may strengthen supply. Europe faces several
growth challenges. The periphery countries, including Greece, Portugal, Italy and Spain,
struggle with dual labour markets, which protect insiders and preclude the entrance of new
personnel, as firms are reluctant to hiring. Also product markets, particularly the market for
services, may benefit from structural reforms. The OECD (2013) reports severe barriers in
services markets across Europe. In the Netherlands structural reform on product and labour
markets has progressed significantly compared to other European countries, making it one
of the ingredients for a resilient economy. Yet, also the Netherlands might benefit from
structural reforms, for example concerning the housing market and its pensions system.

Structural reform cannot be taken for granted. It affects the position of insiders on labour
markets and product markets, which may invoke social and political resistance. Experiences
in several countries have shown that these insider forces can be strong. Therefore, the
question whether structural reform may succeed or not, adds to the supply uncertainty in
Europe.

Downward demand risks originate from several legacies of the Great Recession. The two
crises have eroded the financial position of households, firms and governments. In a number
of European countries housing markets have suffered strong blows. Low inflation can
intensify the debts problems. It is unclear whether all weak spots in the financial sector have
been sufficiently dealt with. Finally, international developments may intensify demand risks.

Households, firms and sovereigns might deleverage to reduce their debt level in a
sustainable level. Dutch household net debt increased by 60% over the Great Recession,
unaccounted for by a similar increase in liabilities. Firms will be reluctant to invest and
governments raise taxes of curtail expenses. Overall the financial position of Dutch firms is
healthy, but that cannot be said from firms in other European countries. Moreover, all over
Europe small and medium sized enterprises (SMEs) face tight credit conditions. Government
debt-to-GDP ratios grew substantially. In an attempt to repair their balance sheets,
households, firms and governments did cut back on their expenses. Households may save
more than expected on the basis of consumption smoothing and may implement additional
consolidation measures. All these actions will curb demand.
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Demand shortfalls during the Great Recession have lowered inflation. The rate of inflation is
a crucial factor that affects deleveraging. Accelerating inflation, or an increase in house
prices, will lower public and private debt in real terms, which averts the risks of
deleveraging. In contrast, when the inflation rate remains at its current low level or falls even
further, the risks of setbacks due to deleveraging increases.

The housing market in the Netherlands seems to be stabilizing. The decline in house prices
has cautiously turned, demonstrating a first slight increase. On the other hand, mortgage
conditions have tightened and a decrease in the loan-to-value ratio by local banks might
ration demand. And what can be said about the availability of credit and stricter credit
conditions? Banks might be reluctant to increase supply again when trust is not yet restored.

With the implementation of the Outright Monetary Transactions (OMT) programme by the
ECB, the risk spreads turned away from the danger zone. The Banking Union is another
major step that may help to resolve the suffocating embrace of sovereigns and banks.
Whether the Banking Union will break the vicious circle cannot as yet be determined,
though. Two risk factors remain: the design of the Banking Union and the strength of the
banks that are subject to its regulations. The Banking Union consists of a complex set of
institutions. It still has to demonstrate that it operates decisively in practice. Too many
unhealthy banks may overstretch the resolution fund when a new banking crisis develops.
This is why the Asset Quality Review and stress tests are crucial for its success. When
unsuccessful, the Banking Union may stall, stranding consumers and SMEs with persistently
tight credit conditions.

Foreign demand may also entail risks. When growth in the US or Asia falters, Europe will be
hurt as well. Tensions in international relationships may hamper trade. The Dutch open
economy highly depends on foreign demand.

1.5 Three scenarios, a newborn spring and a newborn sound

As if heralding the arrival of a newborn spring, Dutch GDP growth has picked up, and
forecasts for the Dutch economy for 2014 sound like a prelude to better times. The initial
signs of recovery are visible. For the first time since the beginning of the crisis, consumption
growth cautiously turns positive. Investments and exports look promising as well. The OECD
(2014) Economic Outlook reports for 2014 and 2015 that recovery will continue at a
moderate pace though. Growth in the US and the UK will advance further. Economies in the
euro area are on track, although diversified and still lagging behind other advanced
economies.

Although better times seem to be peeking around the corner, the challenges and risks facing
Europe and the Netherlands in particular, might easily turn back a cautious recovery. We
investigate the future of the Dutch economy for the next ten years from two basic principles:
uncertain supply and fragile demand. On the supply side, we have witnessed a permanent
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downward shift in productivity (see Chapter 4). Starting from the underlying strong
structure of the Dutch economy, supply developments depend on regular uncertainty
associated with technological progress and the speed of recovery. On a European level
structural reform forms a second uncertain supply factor. Downward risks are concentrated
on the demand side, yielding a vulnerable economy. We summarise the key uncertainties
about supply in two scenarios: Accelerating Recovery and Moderate Recovery. The Delayed
Recovery scenario explores the consequences of accumulating demand risks. The scenarios
are briefly described in this section and are explored more fully in Chapter 8.

Each scenario sketches a likely outcome of the Dutch economy up to 2023, starting from a
brief description of concurrent developments in Europe as well. The Netherlands is a small
open economy with over 30% of its GDP stemming from exports and a trade balance of over
nearly 10%; its recovery is thus closely linked to that of Europe (and for that matter, the rest
of the world). The three scenarios differ in assumptions about supply and demand, driven by
the extent to which downward demand risks appear and growth and inflation challenges are
being met.

In the Accelerating Recovery scenario, supply flourishes and demand adjusts. World trade
benefits from the rapid recovery in the US and from continuous high demand from Asian
countries, such as China. Europe is on the road to success. Necessary product and labour
market reforms are implemented, thereby stimulating growth. The banking union can live up
to its expectations and confidence in the financial system is restored, even resulting in a
revival of more risk-taking behaviour. Prices recuperate as well, and the ECB inflation target
is met. Income increases together with employment. In addition, household consumption
and government spending are not threatened by deleveraging, as real debt benefits from
inflation and increasing house prices. In ten years, the output gap will be closed and
unemployment returns to equilibrium.

In the Moderate Recovery scenario, supply and demand both increase at a modest pace.
Growth in Europe increases, although hampered by mild headwinds. Structural reforms are
not that effective, as insiders prevent a quick implementation. World trade increases
moderately. Confidence in financial markets is restored by a strict implementation of the
AQR and stress tests. Not all banks will pass these tests, however, and requirements will
restrain credit availability for some time. Structural labour productivity is in the lower half of
its uncertainty distribution; the contribution of ICT to technological growth diminishes.
Demand increases just about enough to meet supply and to close the output gap. Monetary
policy can play an effective role in this scenario, with inflation rates close to the ECB target.

In the Delayed Recovery scenario, demand is suppressed by downward risks. The potential
growth of the economy is similar to growth in the Moderate Recovery scenario, but demand
lags behind. Households and sovereigns deleverage all over Europe, credit constraints are
maintained, some banks go bankrupt and trade suffers from unsuccessful reforms. Although
recovery will settle in when balances are restored and confidence picks up, the
unemployment rates will be too high to be resolved in the remaining years of our scenario
horizon. Consequently, the output gap will not be closed within ten years.
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1.6 Outline

This book consists of two parts. First, we explore the challenges, risks and opportunities
facing the Dutch and other European economies. Our findings provide the main ingredients
for three scenarios, which are subsequently discussed in the final chapter of this book.

Chapters 2 and 3 cover markets at risk. The financial sector (Chapter 2) and the housing
market (Chapter 3) were at the roots of the current crisis. As they were part of the problem,
have they been and will they be part of the solution?

Chapters 4 and 5 analyse the supply side of the economy. Chapter 4 seeks to quantify the
damage to labour productivity caused by the Great Recession and explores which part of this
damage is permanent. It discusses several underlying explanations, although a clear-cut
decomposition of the causes of this damage is impossible and unprecedented. The chapter
also discusses the consequences for growth of the Great Recession and explores the
opportunities and risks facing investment. Chapter 5 turns to the labour market.
Unemployment and labour supply are expected to recover, but at what pace? What can we
learn with hindsight from the developments on the labour market during the financial crisis
and euro crisis? Which of these factors have been resolved, what opportunities does the
labour market have in store, and what are the risks that might postpone a quick recovery
from high unemployment rates?

Chapter 6 (consumption) and Chapter 7 (Europe) further explore the demand side of the
economy. Consumption fell significantly during the crisis. When the economy picks up,
income increases and inflation will move closer to the ECB target. Debt will decline,
disposable income will increase and consumption will recover. However, when downward
risks prevail, households may save rather than consume. Chapter 7 analyses Europe-specific
challenges and risks that may influence the Dutch economy.

Finally, Chapter 8 discusses three roads to recovery: Accelerating Recovery, Moderate
Recovery and Delayed Recovery. Each scenario is explored in detail, with an analysis of their
outcomes for the Dutch and European economy.
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2 Markets at risk: Banks and financial
markets

Adam Elbourne, Nancy van Beers, Michiel Bijlsma and Johannes Hers

e Disruptions in credit supply have large, negative consequences for macroeconomic
performance.

¢ Small and medium size firms have been hit much harder by the Great Recession than
larger firms.

o Keyriskin the recovery is the repair of the balance sheets of Dutch banks. Financial
problems with firms may resolve themselves as economic recovery gathers pace.

2.1 Introduction

The current period of low economic growth started with the banking crisis sparked by the
fall of Lehman Brothers in 2008. Whilst the crisis started with losses on financial products
linked to the American housing market, the subsequent losses and disruptions to financial
markets were not limited to the US because financial interlinkages quickly spread problems
from bank to bank. European banks had invested heavily in financial products linked to the
American housing market and the realisation that the true value of those products was
uncertain, although considerably less than previously thought, set in motion a sequence of
events,s including collapsing housing market bubbles in Ireland and Spain, that resulted in
government bailouts for many European banks. The Netherlands was no exception: between
2008 and today, Fortis/ABN AMRO, ING, AEGON and SNS REAAL have all received
emergency support from the government, whilst DSB was allowed to fail and Dutch
depositors of the Icelandic bank Icesave were protected. The only major bank not to receive
government support was Rabobank.

Recent events are not exceptional in the aftermath of a banking crisis. As introduced in
Chapter 1, banking crises have significant effects on the real economy and are associated
with significant disruptions in credit intermediation (see Claessens and Kose, 2014). This can
mean that firms and households can no longer get credit for profitable investments
detrimentally affecting macroeconomic performance. The sensitivity of an economy to
banking problems depends on the importance of banks within the financial system:
countries with bank-based financial systems are likely highly susceptible to disruptions in
credit intermediation. When banks get into trouble, several feedback loops come into play.
First, banks reduce credit to the private sector, which negatively affects economic growth.
Second, low economic growth feeds back into banks’ health by lowering bank profitability
and negatively affecting the quality of banks’ assets. Lower economic growth also means

® The book ‘De grote recessie’ (Teulings and Van Ewijk, 2009) provides a popularised and detailed account of this episode.
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higher government expenses on, for example, social welfare, increasing sovereign debt
levels. In the Great Recession, deteriorating government finances were worsened further by
the costs of bank bailouts. Weaker government finances further weakened the banks in two
ways: because European banks hold large quantities of euro area sovereign debt and
because large banks depend on implicit government guarantees for lower interest rates on
their debt payments. Thus, a vicious circle had started whereby weaker banks lead to further
disruptions in credit intermediation, further weakening government finances and further
reduction in economic growth. The banking crisis in Europe thus morphed into a sovereign
debt crisis.6

This chapter highlights some recent developments with regards credit intermediation before
detailing some channels through which developments in financial markets can have an
impact on the real economy. Subsequently our focus will turn to the Netherlands, where we
highlight some factors that make the Netherlands more or less sensitive to disruptions in
bank lending. Finally, since macroeconomic performance will not return to normal unless
credit intermediation returns to normal and weaknesses in the banking system have the
potential to hamper recovery, we round of this chapter by discussing some key risks and
uncertainties that are likely to arise in the coming ten years.

2.2 Recent developments

Banking crises typically involve serious disruptions to credit intermediation. Figure 2.1
shows the growth rate of bank lending in a number of European countries since 2004. Before
the crisis started, most countries saw bank lending to firms grow by about 10% per year.
Spain and Germany were outliers: high loan growth in Spain because of their real estate
bubble and low growth in Germany, which has been attributed to higher than expected loan
growth in the preceding period (Eickmeier et al., 2009). As can be clearly seen, lending
growth had already slowed considerably by the summer of 2008, even before the fall of
Lehman Brothers. Since 2009 bank lending has grown at a much slower rate or has even
fallen significantly in the euro area crisis countries. Once again, Spain is an outlier: the
bursting of the Spanish housing bubble and subsequent deep recession has caused the rapid
pre-crisis growth in bank lending to reverse severely. In the Netherlands, bank lending
growth held up well in comparison to other countries at the start of the crisis and grew at
about 3% until mid 2013. Since July 2013, however, lending to firms in the Netherlands has
contracted and the rate of contraction has accelerated recently - in 2014 lending to firms has
contracted at an annualised rate of about 3%. That makes the recent developments in bank
lending in the Netherlands more similar to the crisis-countries of the periphery than the core
euro area countries.

® With a vicious circle, the starting point can be anywhere in the process. For example, Greek banks are weak because
weak Greek government finances started the ball rolling.
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Figure 2.1  Growth in bank lending to firms (Source: ECB)
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As one would expect, the banking crisis has also had an impact on the banks themselves.
Figure 2.2 left compares the credit default swap (CDS) rates for three Dutch banks with a
large bank in each of France, Germany and Italy. CDS rates reflect the perceived probability
that banks will default on the debt. CDS rates rose after the fall of Lehman brothers with the
rate for the Italian bank Unicredit almost reaching 300 basis points and the rate for the
Rabobank exceeding 200 basis points in early 2009. However, those increases have been
dwarfed by the high CDS rates seen since the crisis morphed into a sovereign debt crisis in
Europe: the rate for Unicredit rose to almost 700 basis points towards the end of 2011.
Figure 2.2 right also shows CDS spreads for sovereign debt. What is clear is that the banks
with high CDS rates are in countries with weak government finances, highlighting the
important link between weak government finances and a weak banking system. ABN and
ING did show higher CDS rates than Rabobank and required government bail-outs.

Figure 2.2  CDS spreads of selected banks (left) and countries (right)
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This section has shown that the Great Recession coincided with a dramatic slowdown in the
growth of bank lending and also that banks are seen as significantly more risky than before
the crisis started. This section has, however, left open the question of causation - has the
Great Recession caused the supply of credit to shrink or has the demand for bank loans been
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the key determinant of the slowdown in bank lending? In the next section, we will introduce
channels through which developments in financial markets can have real effects.

2.3  Financial developments and the supply of credit

As shown in Chapter 1, the Great Recession and the subsequent government debt crisis have
gone hand-in-hand with poor macroeconomic performance across almost all of the euro
area. Before the crisis started, many macroeconomists abstracted from financial
developments when thinking about the real economy (see, for example, Angeloni et al 2002,
Ng and Wright, 2013 and Roger and Vlcek, 2011). There was, however, a large micro-
economically oriented literature on this topic (see Freixas and Rochet, 1998 or Tirole, 2006,
for example) describing ways in which financial developments could lead to real effects
through the supply of credit in the real economy. But because shocks in financial markets
were small during the Great Moderation, the magnitude of these effects on the macro
economy in normal times was thought to be small. Clearly, 2008 marked the onset of
exceptional times. This section introduces two channels through which developments in
financial markets have impacted the supply of credit and the real economy: the bank lending
channel, which depends on the strength of banks’ balance sheets, and the financial
accelerator, which depends on the strength of borrowers’ balance sheets (for more
information, see Anthony and Broer, 2010 and Bijlsma et al., 2010).

Both channels are the result of asymmetric information (moral hazard or adverse selection
in economic jargon), where one party in a transaction has more information than the other.
In short, because lenders have less information on the quality of management or investment
plans than the borrowers, they need some other way of reassuring them that the borrowers
will not simply run away with the money if they lend to them.” The bank lending channel
applies this logic to banks, who borrow deposits or other sources of finance to make loans.
The financial accelerator applies it to firms and households who borrow funds (mainly from
banks) and need to convince lenders of their creditworthiness. A key requirement of both
the bank lending channel and the financial accelerator is that firms and households have
little access alternative financing via capital markets.8

The bank lending channel exists because firms that borrow from banks often do so for a
reason: they can only secure a loan by submitting to monitoring, something that banks
specialise in. Monitoring goes some way to overcoming the asymmetric information
problems which typically characterise financial transactions. This monitoring activity makes
banks special in the sense that their role cannot easily be replaced by other potential lenders.
However, banks themselves also need sufficient incentives to monitor their borrowers. Their
own equity levels provide such an incentive. Thus, when banks are hit by financial shocks,
their monitoring capacity is reduced and they cut back on lending or increase interest rates.

" This asymmetric information typically means that borrowers, especially small firms and households, are reliant on banks
for loans.

8 Asymmetric information makes sure that these alternative sources are indeed not available: alternative lenders have the
same information problems as banks.
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This has an impact on the real economy, putting some firms into financial difficulties, further
lowering the value of assets of banks’ balance sheets, which starts a vicious circle of
deteriorating economic performance.

The financial accelerator has a different mechanism. The alternative to bank monitoring is to
have sufficient equity or collateral to convince financiers that the investments are worth
financing. Sufficient equity or collateral is a credible sign of the creditworthiness of the
borrower because, in the case that the borrower defaults on the loan if the borrower defaults
they lose their equity stake or the collateral used to secure the loan. When the value of
collateral drops during a recession, borrowing capacity of these firms is reduced, which
lowers investment and, therefore, aggregate demand. Once again, this fall in aggregate
demand impacts the real economy, further decreasing the value of collateral leading to yet
lower credit supply. This vicious circle? magnifies business cycle fluctuations, hence the
name accelerator.

The remainder of this section will focus first on evidence for the bank lending channel before
turning attention to the financial accelerator.

2.3.1 The bank-lending channel

When banks’ balance sheets are hit by a shock, these banks have to recapitalise somehow.
How they recapitalise has important consequences for those firms reliant of bank financing.
Banks can recapitalise by 1) issuing new equity capital, 2) retaining profits1?, 3) selling assets
and 4) shrinking the balance sheet. Selling assets may not be attractive to banks if many
banks have simultaneously been hit by shocks, since asset prices may no longer reflect their
fundamental value. Retaining profits involves cutting back the supply of new loans and
raising interest rates, which, unlike issuing new equity, has negative consequences for the
real economy.

However, banks may find it difficult to raise equity capital, for example, because market
participants no longer trust the creditworthiness of banks. If financiers do not know exactly
how many hidden losses are on bank balance sheets they may suspect that only weak banks
are asking for more funding.1! Furthermore, banks’ equity holders may be reluctant to issue
new capital because of debt overhang,12 or it may also be that special talents are needed to
invest in bank equity capital. Finally, if there is also uncertainty about regulatory
developments, such as the phasing out implicit subsidies, that can affect the value of bank
equity and make raising new equity capital expensive for existing shareholders. As a result,
banks will cut back on lending or raise interest rates instead of issuing new equity capital
(see Marinova et al, 2014). An important distinction should be made between the short- and
long-run costs of raising bank equity. The bank lending channel relates to the costs of raising

° The expositions of the bank lending channel and the financial accelerator here have focused on negative shocks.
Following a positive shock the mechanisms work in reverse, putting in process virtuous circles.

10 Retaining profits is used here as a short-hand expression for a range of activities, from not paying dividends to raising
interest rates, all of which would allow banks to rebuild their capital positions out of profits.

1 A so-called lemons problem.

!2 Debt overhang is when existing debt is sufficiently large that existing debt holders will likely claim a share of future profits
sufficient to make the expected return of raising new equity capital negative.
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new equity, not the costs of higher equity levels in general. The former are likely significantly
more costly than the latter (see Bijlsma and Zwart, 2010).

So what do shocks to banks’ balance sheets look like? Banks balance sheets can deteriorate
from shocks to either side of the balance sheet: a capital shock to the asset side or a shock to
their ability to raise finance on the liabilities sides. The empirical data on the impact of
liquidity shocks is limited because it is very difficult to identify liquidity shocks. Nevertheless
a few studies exist that do suggest bank lending responds to liquidity shocks (see for
example, Kapan and Minoiu, 2014, and lyer et al., 2014). In contrast, the effect of
capitalisation on lending has been studied in more detail and has been found more
important, e.g. Peek and Rosengren (1997), Peek and Rosengren (2000) and Houston et al.
(1997). Examples of cross-sectional studies include Puri, Rochol and Steffen (2009), Jimenez
etal (2010), Albertazzi and Marchetti (2010) and Berrospide and Edge (2010).

The bank-lending channel not only has an affect on the quantity of credit in an economy, it
can also affect the price of loans. For example, there is evidence that weak banks charge their
customers more for loans (see Lown and Peristiani, 1996, and Hubbard et al, 2002). Because
firm-bank relationships often rely on information built up over years of repeated interaction,
especially small firms will likely find it difficult to switch banks and avoid these higher costs.
This observation may be particularly relevant for the Netherlands where, as will be shown in
Section 2.4, small and medium sized enterprises (SMEs) pay higher interest rates for loans
than comparable firms in other core euro area countries.

All in all, the evidence clearly shows that when banks are hit by a capital shock, they reduce
lending. How big the subsequent impact of reduced lending by banks is on the real economy
is a different, and less well-studied, issue. Macro level studies would automatically take this
into account simply by taking a macro perspective. However, at the macro level there are
fewer studies investigating the bank-lending channel, mainly due to the difficulty of
incorporating banking institutions into macro models, e.g. Villa (2013).

2.3.2 Survey measures of bank-lending conditions and the macro economy

A more direct way to determine if banks have reduced the supply of credit is to look at
surveys of bank lending. There are a number of papers that investigate the link between
changes in survey measures of banks’ lending criteria and subsequent economic effects.
They typically find that changes in lending standards precede significant changes in
economic activity, e.g. Lown et al. (2000), Lown and Morgan (2002, 2006) and Bassett et al.
(2014) for the US and Blaes (2011), De Bondt et al. (2010), Cappiello et al. (2010), Ciccarelli
etal (2010), Del Giovane et al. (2011) and Maddaloni and Peydré (2013) for Europe.
Driscoll (2004) opposes these results.

Van der Veer and Hoeberichts (2013) find that in the Netherlands banks have reduced loan
supply growth by 3-4% since the crisis started on top of the fall caused by reduced demand
for credit. That said, their results still argue that more than half of the large slowdown in

credit growth for firms since the start of the crisis has been due to lower demand for credit,
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not lower supply of credit. Others have made this point previously (see, for example,
Pattipeilohy et al., 2010).

2.3.3 The financial accelerator - firms’ balance sheets

The financial accelerator!3 channel works through the balance sheets of firms or consumers.
This channel operates because firms and consumers are faced with credit restrictions, which
arise from asymmetric information in the form of moral hazard or adverse selection (see
Tirole (2008) for a theoretical background). In a world without information asymmetry only
the expected future cash flows from an investment are relevant for whether an investment
project gets financed. If these expected cash flows weigh up against the risk, lenders will be
willing to lend money to a firm that wants to invest their money. As a result of adverse
selection and moral hazard the amount of investment in an economy depends on the net
wealth of the firms in it.

How does this work in the case of moral hazard? Moral hazard can occur when the success of
an investment project depends on the effort of a firm’s manager and that effort is costly for
the manager. Then, if the payoff for the manager is not related to the success of the project,
the manager has insufficient incentive to make the effort required to make the project a
success. However, giving the manager a share of the expected profits can ensure that they
have an incentive to make the project a success. Consequently, to ensure the right incentives,
the company must reserve a minimum proportion of the profit for workers performing the
project itself. Because virtually all investment projects rely on the efforts of managers or
other employees, firms cannot promise to pay all future income from an investment to those
who have funded it. As a result, the amount of investment in an economy depends on the net
wealth of the firms in it.

The second form of asymmetric information, adverse selection, causes an increase in interest
rates to lead to a contraction of bank’s loan portfolios (credit rationing a la Stiglitz and Weiss,
1981). When an investment project is funded externally with a standard debt contract, the
potential loss to the firm is limited to the value of the collateral, whilst they receive all the
profit remaining after deduction of interest. In other words, the firm profits from the upside
of risky projects, but has limited losses from the downside. This means that the expected
profit of the company increases with the risk of the investment project. Therefore, when
interest rates rise, firms want to finance riskier projects, which is bad for the loan portfolio of
banks. To combat this, banks can ask for more collateral, which ensures greater losses at
firms if a project fails. Again the amount of investment in an economy depends on the net
wealth of the firms in it.

Having more equity reduces moral hazard, since the firms themselves have more to lose
should a project fail. Likewise, firms can also bring down the costs of financing by pledging
their possessions as collateral. If the project fails the firm will lose their collateral. In other
words, pledging collateral internalises the costs of moral hazard. Consequently, the value of

'3 Bernanke and Gertler (1990) and Kyotaki and Moore (1997) are two early papers that build the financial accelerator into
a model. Bernanke and Gertler (1990) focus on net wealth, whilst Kyotaki and Moore (1997) focus on the value of
collateral. Bernanke, Gertler and Gilchrist (1999) provide an overview of the literature.
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collateral a firm has available affects the amount of funding that firms can attract. Because
collateral is often the means of production of firms or real estate, its value is typically
procyclical. This means that companies can borrow more in booms, allowing them to invest
more, which in turn increases growth, further increasing the value of the collateral allowing
firms to borrow yet more. In recessions the mechanism works in reverse.

There is empirical research that shows how high leverage and declining prices of firms’
assets lead to low investment and low growth. The clearest empirical evidence is at the
micro level (and especially for the US) and suggests that the financial accelerator exists in
practice. For example, the studies of Gertler and Lown (1999), Mody and Taylor (2003) and
Gilchrist et al. (2009) find a negative and non-linear relationship between corporate bond
spreads and economic activity. Since the crisis, a growing number of papers have also found
evidence that a financial accelerator mechanism plays an important role in explaining the
macro effects of the Great Recession. Examples include Gilchrist et al. (2009) and von Quejo
Heideken (2009). These papers are, however, still controversial - see for example Brzoza-
Brzezina and Kolasa (2013) who found that models with a financial accelerator provide no
better explanation for the recession in 2009 than standard models without the mechanism.

2.3.4 Households' balance sheets

As we have argued above, large firms often have access to multiple sources of financing for
their projects, but small firms do not. Households have even fewer sources of credit: for
mortgages, they are almost always reliant on bank finance and need to pledge their house as
collateral. There are a number of empirical studies providing evidence of the importance of
debt and credit developments for households in the Great Recession. They typically find that
areas with high household debt before the crisis started showed the largest falls in
consumption during the Great Recession. Examples include Dynan (2012), Mian, Sufi and
Rao (2012) and Mian and Sufi (2012). As Dutch households have relatively high levels of
debt, see for example Bijlsma and Van Beers (2013), this may play a role in the
Netherlands.!4 For a more detailed look at the housing market and at the households’
financial positions and consumption, we refer to Chapter 3 and Chapter 6, respectively.

2.4 What has the crisis done to the Netherlands?

In the previous section, we described a number of mechanisms whereby developments in the
financial sector can affect the real economy. But that begs the question: how important are
these mechanisms currently for Netherlands? In this section we describe the main conditions
that can strengthen the mechanisms and how important they are for the Netherlands.

4 Note that the mechanisms that relate falling housing prices to inefficiently low consumption and reduced economic
growth typically do not involve the financial-accelerator. In a permanent-income framework, consumers respond to lower
house prices by increasing their savings or pay-off their debt in order to make-up for the loss of wealth. This need not be
inefficient nor negatively affect consumption, as increased savings or debt pay-offs end up elsewhere in the economy.
Inefficient adjustment, may, however, occur if prices do not adjust sufficiently, which may happen if interest rates hit the
zero lower bound.
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24.1 Banks and lending

In the discussion above, we saw that banks that are weakly capitalised, heavily dependent on
short-term external finance or hold poor quality assets will likely reduce the supply of credit
in an attempt to rebuild there balance sheets and to make themselves resilient to liquidity
shocks . This section looks at data for Dutch banks to see how relevant these factors may
have been in the current economic slowdown.

Bank capital

Internationally comparable data on the strength of Dutch banks’ capital positions paint a
mixed picture. Compared with other European banks, Dutch banks have relatively low
unweighted capital levels but score well on risk-weighted measures, as shown in Figure 2.3
left. Since the start of the crisis, banks in most European countries have slowly been building
up their equity relative to their assets, especially banks in the bail-out countries. In contrast,
the build up of equity by Dutch banks has been relatively slow: at the start of 2014 Dutch
banks had the lowest ratio of equity to assets of the major European economies. This
suggests that at least at the onset of the financial crisis Dutch banks may be relatively weakly
capitalised and that this may have been a factor behind the weak loan growth scene in Figure
2.1 at the start of this chapter.15 To put this further into perspective, European banks have
been much slower raising capital levels than their US counterparts, who were forced to raise
equity early in the crisis (see Marinova et al., 2014). In line with the discussion above
concerning the side effects of different ways banks can raise capital levels, this difference
may go some way to explaining the superior performance of the US economy in the
aftermath of the Great Recession.

Figure 2.3 European unweighted leverage ratios (left) and leverage ratios for Dutch banks (right)
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Asset quality

Of course, the simple ratio of equity to assets does not take into account the quality of the
assets held by banks. The riskier the assets the more capital banks need to soak up any
potential losses. Risk weighting gives a better indication of the idiosyncratic risk of banks’
balance sheets.1¢ Unfortunately, as we saw at with the valuation of apparently low risk
mortgage backed securities in the run-up to the Great Recession, the risk weights depends on

'3 EU state aid rules complicate the picture somewhat. On one hand, they have reduced competition between Dutch banks
allowing them higher profits (and, hence, to raise capital levels more quickly), whilst on the other hands placing limits on
direct equity injections from the state.

'® Note that risk-weights do not account for tail risk or systemic risk.
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the perceived risks of the assets involved, which may not be correct. As such, there is still
uncertainty regarding the quality of assets held on banks’ balance sheets - that uncertainty
has been one of the key factors in the current crisis.l” Hence unweighted leverage ratios also
form part of the new Basel III regulatory environment. Figure 2.3 right plots current leverage
ratios of the major Dutch banks against the Basel Il requirements for 2014 and 2019 (shown
with a dashed line). As can be seen, the major Dutch banks have risk-weighted leverage
ratios well in excess of the minimum requirements for 2014 and are already close to
satisfying the stricter 2019 requirements.

Currently, in attempt to clear up uncertainty surrounding the quality of assets on banks’
balance sheets, the ECB is undertaking an asset quality review (AQR) and stress test of the
largest banks in the euro area as part of the move to the European Single Supervisory
Mechanism (SSM).The AQR is, as its names suggests, an examination of the quality of the
assets that around 130 euro area banking groups have on their balance sheets, including
ABN AMRO, Bank Nederlandse Gemeenten, Rabobank, ING, Nederlandse Waterschapsbank,
The Royal Bank of Scotland and SNS in the Netherlands (see ECB, 2013). The assets of all
institutions covered total about 85% of euro area banking assets. The stress test will then
subject banks asset holdings to a baseline and an adverse scenario to see if banks’ capital
positions are sufficient to cover any losses. In Europe, the European Banking Authority
(EBA) has already carried out three stress tests in 2009, 2010 and 2011, which failed to clear
up the uncertainty about the health of euro area banks’ balance sheets. However, the stress
test that follows on from the AQR is considerably stricter than the previous stress tests. For
example, the current stress test will be based on banks withstanding a 7% fall in GDP relative
to baseline and a 19.2% fall in euro area house prices relative to baseline instead of 2% and
9.7%, respectively, in the 2011 test (see ECB, 2011, and ESRB, 2014). However, it is still not
as strict as, for example, the US stress tests where GDP falls in excess of 8% and house price
declines over 20% were used (see Federal Reserve, 2012). For more details on the AQR and
stress test, see Van Veldhuizen en van Beers (2014).

Susceptibility to liquidity shocks

A bank’s susceptibility to liquidity risk depends on the amount of wholesale, short term,
funding, which is relatively less stable, and the amount of stable funding, in the form of
equity, long-term wholesale debt, and deposits. Due to their relative size, Dutch banks have
relatively high foreign liabilities, which likely take the form of wholesale funding. That means
that Dutch banks rely relatively heavily on non-deposit financing to finance their loan
portfolios. The ratio of the value of loan portfolios and the deposits held by banks is shown in
Figure 2.4. Dutch banks’ reliance on non-deposit financing is high by international standards.
At the end of 2012, the value of Dutch banks’ loan portfolios was 83% more than the value of
their deposits.18 That is much more comparable to the crisis countries of Ireland, Italy and
Spain, than France, Germany or the US.

7 Dutch banks have large holdings of relatively low risk mortgages, many of which are backed by the National Mortgage
Guarantee (NHG) system, which transfers the risk of some losses to the Dutch government. That further reduces the risk of
these mortgages.

'8 This has been falling slowly, in 2013 the differences was 75% (see DNB, 2014).
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Figure 2.4  Loan-to-deposit ratio of banks in various countries (end 2012)
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Source: BIS, DNB and ECB.

This makes Dutch banks susceptible to liquidity shocks, such as occurred when Lehman
Brothers fell. This susceptibility makes lending to Dutch banks riskier. Nonetheless, market
prices do not seem to reflect the higher susceptibility of Dutch banks to liquidity shocks. This
may, of course, be due to the implicit subsidies that arise because too-big-to-fail banks can
expect to be bailed-out.

This section has provided some tentative evidence that Dutch banks are relatively sensitive
to those factors that make the bank-lending channel more powerful. It is difficult to draw any
more detailed conclusions because of the uncertainty surrounding the quality of assets on
banks’ balance sheets - we must wait for the outcome of the ECB’s comprehensive review in
October before we will know more about that.

2.4.2 Firms’ access to credit

As described above, loan growth in the Netherlands has slowed dramatically since the onset
of the Great Recession.1® Whether this is because the supply of loans has grown more slowly
or because the demand for loans has fallen is important because the former implies that
firms cannot get sufficient funds to finance profitable investment. Section 2.3 detailed
mechanisms through which financial developments impact the supply of loans. However, in a
recession as deep and prolonged as the Great Recession, one would expect the demand for
loans to contract significantly - if a firm has fewer customers they don’t need to produce as
much and, therefore, need less external finance. The trouble is, distinguishing between the
supply and demand for credit is difficult.

Some firms are reliant on bank financing. Empirical evidence has shown that credit supply
did contract in the OECD in 2008 and 2009 and that the effects of this could be seen in

industries most dependent on external finance (Bijlsma et al. 2013). As described above,
firms’ ability to obtain external finance depends on their financial health. Figure 2.5 left

!9 This section focuses on lending to firms. Mortgage finance will be discussed in more detail in Chapter 3.
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shows one measure of firms’ financial health, namely total profits in the Dutch economy in
comparison to a number of European countries. Profits at Dutch firms fell sharply in 2009,
which is no surprise given the deep recession. Thereafter, profits in the Netherlands have
recovered to a similar level as before the crisis in 2008. In fact, these profit figures show a
very similar pattern to the euro area as a whole. In any case, firm profits were hit nowhere
near as hard as in the UK.20 Whilst the average firm in the Netherlands is financially healthy
with significant savings and hasn’t been particularly constrained by lack of access to credit,
that average hides significant differences between different firms. Large firms have healthy
profits and bank weaknesses do not appear to be a significant constraint on their activities.
Whilst Figure 2.5 right also shows that small firms in the Netherlands have similar
profitability as in other core countries, their access to credit is much more similar to the
crisis-countries of the periphery, as shown in Figure 2.6 left. In fact, SMEs in the Netherlands
had the lowest proportion of accepted credit applications in first half of 2013 at 32%, even
lower than Greece at 33%. There is some evidence that this is a selection effect. Financially
strong firms don’t need credit with current low levels of demand leaving only weaker firms

applying for loans.

Figure 2.5

Gross operating surplus for selected countries (left) and profit index of SMEs (right)
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Figure 2.6

Credit rejections of SMEs (left), interest rates on small loans (right)
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% profits in the UK were hit exceptionally hard due to the fall in profits in the financial sector itself, which is included in

Figure 2.5 left.
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Even so, SMEs in the Netherlands that are successful in obtaining loans pay significantly
higher interest rates than, for example, in France or in Germany (see also Figure 2.6 right).

For firms that are unable to finance their investment internally the value of collateral is often
important for taking out a loan. The falling value of collateral ensures that firms are no
longer able to borrow as much as previously. It is in the nature of net wealth and collateral
values that these fall in business cycle downturns. SMEs typically rely on housing and real
estate, which were particularly hit in the Netherlands. Since SMEs rely on these to signal
their creditworthiness they have problems obtaining credit. Once the recovery picks up their
net wealth and the value of their collateral should rise, reducing the difficulties they
currently face obtaining finance.

In broad terms, there is evidence that the average Dutch firm has relatively healthy finances
compared with firms in other European countries. That average, however, hides some
important differences between firms in the Netherlands: SMEs have suffered more than
larger firms, and more so than SMEs in other core euro-area countries. More details on SMEs
access to credit can be found in Van Veldhuizen and Van Beers (2014).

One puzzle is why this isn’t more obvious in investment statistics at the macro level. The
investment-GDP ratio has fallen in the Great Recession, but by no more than would be
expected in a typical recession. In a recession caused by a banking crisis, one would expect
investment to fall more than in a normal recession, see also Chapter 4.

2.5 Risks and uncertainties in the coming ten years

In this section, we ask whether banks in the Netherlands will be able to finance the recovery
and whether the links between banks and governments are going to continue to plague the
euro area financial system. Looking further ahead, we also discuss the possibility that the
Netherlands moves towards a financial system where SMEs are less heavily dependent on
bank finance and, hence, less susceptible to disruptions in bank credit.

Response to the comprehensive review

The first key element of the picture is the health of banks’ balance sheets, which are
currently the subject of a comprehensive review under the auspices of the ECB. Over the next
year or two, the outcome and responses to the comprehensive review will be key factors for
the economic recovery in the Netherlands. The banks taking part in the AQR and stress test
have been told by the ECB that they will be expected to cover capital shortfalls within six to
nine months (see, ECB, 2014). The official line is that banks will have to first turn to
shareholders and classes of creditors (bail in) to cover the capital shortfalls. Deposits under
100.000 euros will never be touched, they are entirely protected at all times. Of course, how
feasible that is depends on the size of any capital shortfalls. A bad outcome would be if a
significant number of large banks fail the comprehensive review and require such large
amounts of extra capital that they are unable to raise them from private sources. In that case,
the single resolution mechanism (SRM) will have insufficient funds as it will only slowly
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build up to its target size of €55 billion, reaching that only in 2024. Instead, national
governments will have to step in or face disorderly bankruptcies - and some national
governments may be unable to raise the funds either. That governments may not be able to
bail their banks out, in turn, implies that the negative feedback between the financial
position of banks and their governments will not be broken, which has been a key feature of
the government debt crisis in the euro area. It also complicates the resolution process
because agreement between the SSM, the SRM, the ECB and the national government will be
needed.

An even worse scenario would be that the ECB comes under pressure to weaken the
comprehensive review (there have already been three comprehensive stress tests in 2009,
2010 and 2011 in Europe). Then the uncertainties regarding the creditworthiness of banks
that have plagued banks in Europe for the last five years will remain, with the result that
banks may not be able to supply all of the credit that firms and households in the euro area
demand.

In contrast, a much more favourable outcome would be that, because the largest banks in
Europe have recently written off a large volume of bad loans or announced that they plan to
raise more capital (perhaps in preparation for the AQR), very few banks need substantial
capital injections. Those that need more capital are forced to issue new equity, since this
doesn’t have the negative side effects for the real economy that increasing earnings by
reducing loan supply does.

At present, this discussion must remain speculative as it is unclear how many bad loans
banks have or what their sensitivity to new shocks is until we see results from a strict and
credible comprehensive review. For that we must wait until October for publication of the
results of the comprehensive review.

New regulatory framework

New regulations are also coming into effect, which may have important consequences for the
real economy. As shown in Figure 2.3 (right) above, the major banks in the Netherlands
already meet the minimum standards of the endpoint requirements of Basel III as
formulated in the Capital Requirements Regulation (CRR/CRD IV). In addition to the
international requirements, national regulators can require additional capital for systemic
banks, which DNB has done for four banks in the Netherlands. ABN AMRO, ING and
Rabobank have been told to raise an extra 3% of risk-weighted assets between 2016 and
2019 whilst SNS bank has been told to raise an extra 1%. Dutch banks may have trouble
meeting these requirements through retained earnings if economic recovery remains weak
(Webbink et al. 2014). Indeed, how banks raise extra capital is important. Whilst having
more equity will make the Dutch financial system more robust in the long-run and carries
little economic costs, in the short-run transition cost may play a role (Bijlsma and Zwart,
2010).
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These transition costs arise if the major banks raise capital by reducing the supply of credit
instead of issuing equity, firms may not have sufficient funds for investment.2!

Interaction between government and bank finances

We have seen above that one reason why euro area bank finances are weak is that they hold
large quantities of euro area government debt, which has become considerably riskier since
the onset of the Great Recession. If the coming decade were to see robust economic growth,
for example because structural reforms in the euro area (see Chapter 7 for more on
structural reforms in the euro area), government and household debt problems would be
reduced relative to higher nominal incomes. In that case the health of banks balance sheets
would also improve, allowing them to increase lending as required by the growing economy.

Figure 2.7  Size of traditional forms of finance (left axis) and new
forms (right axis)
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In the long-run, the single supervisory mechanism should also go some way to break the link
between weak governments and weak banks. Pan-European supervision lowers the risk of
captured regulators, with beneficial consequences for financial stability. Furthermore, more
internationally diversified banks would also make the banking system more robust since. For
example, the total debts of Greece and Ireland are only small relative to the banking system
and similar losses could easily be absorbed if they were evenly distributed across Europe.

Alternatives to bank finance

It is also possible that the financial system in the Netherlands will develop such that firms
are less reliant on bank financing. Figure 2.17 shows the relative importance of traditional
and new forms of finance. Whilst still small in comparison to traditional forms of finance, the
new forms have grown rapidly in recent years. In the long-run, broader sources of finance

' Hebbink et al. (2014) present a number of scenarios for how banks’ efforts to raise capital may restrict lending and,
therefore, investment and economic growth. Clearly, the required supply of credit depends on where that economic growth
comes from. For example, Hebbink et al. argue that credit supply may be a restraint on growth in an investment led
recovery. That’'s much less likely to be the case in, for example, an export led recovery.

37






study, we abstract from an overheating scenario. Moreover, monetary policy may effectively
cope with an overshooting business cycle.

Figure 8.1 Basic structure of the three scenarios

The key uncertainties on the supply side of the economy include both crisis-related and
‘universal’ uncertainties. Related to the crisis is uncertainty about the financial sector and
the question of whether or not credit supply will impose a drag on investment growth. On
the labour market, where unemployment is high and many workers are discouraged, the
issue is whether the labour market returns to (pre-crisis) equilibrium or whether part of the
working-age population will be more or less permanently (at least in the next decade)
separated from the labour market. Of a more universal nature is uncertainty about
technological progress and labour force participation. Finally, uncertainty about structural
reforms in Europe matters. Reforms influence the extent to which countries catch up to the
technological frontier.

Demand depends on supply, but also has its own dynamics. Demand depends on supply
because high productivity and employment growth raise wage income and stimulate
consumption. Also, a larger stock of capital requires additional investment and stronger
supply allows for additional government spending. The dynamics particular to demand were
illustrated in Chapters 3 and 6 of this book. Currently, 30% of homeowners have underwater
mortgages. If housing prices hardly recover and households choose to deleverage, then
consumption growth will be weak and demand may fall short of supply. Similarly,
governments may choose to extend the period of consolidation and improve their budget, or
may choose to increase public investment, and so forth.

As shown in Chapter 4, the available evidence points to a return of the productivity growth
rate to pre-crisis growth. The uncertainty around this pre-crisis trend is captured by the
Accelerating Recovery and Moderate Recovery scenarios, which respectively represent above-
average and below-average potential growth.
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If supply is abundant (as in the Accelerating Recovery scenario), demand follows suit and
most likely meets this high supply. Of course, demand may overshoot, which results in an
overheated economy with strong inflationary pressure.

Weak supply reduces demand, but in a different way. The first difference is that the
uncertainty about demand is higher if supply is weak than if supply is abundant. In
particular, the extent and impact of deleveraging by households is much more uncertain with
moderate income growth and limited inflation than in the Accelerating Recovery scenario,
where deleveraging is hardly an issue. The second difference is that downward risks
dominate if supply is weak. In addition to weak consumption due to deleveraging,
investment may be hampered by limited credit growth. Low growth of demand may slow
down inflation, which intensifies the debt burden for consumers, firms and governments.
This downward uncertainty about demand conditional on weak supply is represented by the
Delayed Recovery scenario.

Potential growth

This textbox gives the numerical elaboration of the supply side of the Dutch economy, also known as the
growth potential of the economy. The starting point is the identity that economic growth (i.e. growth of
gross domestic product) can be decomposed in growth of employment and labour productivity. To
determine potential output growth, we have to assess the potential growth of employment and
productivity (a)

Potential growth of employment first of all depends on population growth, in particular, the growth of the
working-age population. Due to the ageing of the population, this growth has come to a halt. We take
into account, however, that net migration is uncertain and allow it to be a bit higher in the strong-supply
scenario than in the weak-supply scenarios. Secondly, the increase in labour-force participation
gradually slows down, but the speed at which this happens is uncertain. The third determinant of
potential employment has to do with the working hours of, in particular, part-time workers. We assume
that in the Accelerating Recovery scenario part-time workers are triggered to work more hours. All in all,
potential employment growth varies between 0% in Delayed Recovery and Moderate Recovery
scenarios but amounts to %% in the Accelerating Recovery scenario.

Chapter 4 provides evidence that after a financial crisis productivity growth likely resumes its pre-crisis
rate. The table shows that in the periods before the Great Recession, productivity growth amounted to
1.8% in 1990-1999 and 1.2% in 2000-2007. For the coming decade, we project productivity growth
around a mean of 1.4%, with 1% in the weak-supply scenarios and 1%% with strong supply. Potential
growth therefore varies between 1% and 2%. Chapter 4 also highlights the loss of potential output of
about 6% in the crisis-period. This is reflected in the low productivity growth in the period 2008-2015,
where over a period of eight years, annual growth is about %% lower. The textbox “Output gap and
actual growth” shows the implications for actual growth.

Potential growth, 1990-2023

1990-1999 2000-2007 2008-2015 2016-2023

Accelerating Moderate Delayed

recovery recovery recovery

Potential growth 3.1 2.0 11 2 1 1
Employment 1.3 0.8 0.6 Ya 0 0
Productivity 1.8 1.2 0.5 1% 1 1

(a) Further information about potential growth is provided in Kranendonk and Van der Horst (2014).

145



In the following, we present three scenarios for the development for the economy in the next
decade. In the Accelerating Recovery scenario, labour productivity grows faster than before
the crisis, labour force participation improves and both domestic and foreign demand are
abundant. So, the production side recovers relatively strongly, and demand meets supply. In
our second scenario, Moderate Recovery, demand again meets supply, but both grow
moderately. Labour productivity recovers from the very poor growth rates within the crisis,
but does not return to pre-crisis growth. The labour market returns to equilibrium
(unemployment falls and discouraged workers return to the labour market), but does not
grow structurally. The third scenario of Delayed Recovery explores the key uncertainties
about demand, where both domestic and international demand may be too weak to meet
supply. Households continue to deleverage and cut down their expenditures; governments
keep struggling with a poor balance position and continue their consolidation policies. Even
in ten years from now, the economy operates below potential, with deflation lurking just
around the corner.

8.3 Recovery in two scenarios

Table 8.1 Main economic indicators for the Netherlands, 2000-2023

2000/2007 2008/2015 Accelerating Moderate
recovery recovery

2016/2023 2016/2023
annual change, %

Gross domestic product (GDP, economic growth) 2.2 0.1 21/2 11/2
Consumption households 1.2 -0.6 13/4 1
Consumption general government 3.3 0.9 13/4 1
Capital formation (including changes in stock) 1.2 -1.4 4 2
Exports of goods and services 5.7 2.6 51/2 33/4
Imports of goods and services 5.3 24 51/2 33/4
Employment (working hours) 0.6 -0.2 3/4 3/4
Labour force (persons) 1.0 0.4 1/2 1/4
Labour productivity 1.7 0.4 13/4 1
Contractual wages market sector 25 1.9 31/4 21/4
National consumer price index (CPI) 2.3 1.9 21/2 2

level in final year, %

Unemployment rate (% of the labour force) 3.6 7.1 41/4 41/4
Labour share in enterprise income 77.4 80.4 79 1/2 79 1/2
Private savings (% of disposable household income) -1.1 -0.5 -11/4 0
Current-account balance (% GDP) 8.4 9.7 12 1/2 12 3/4
EMU balance (% GDP) 0.2 -2.1 0.5 -0.4
EMU debt (% GDP) 45 75 52 63
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The first signs that economic growth is gaining momentum in 2014 have restored hope that
the economy has turned a corner and the worst part of the crisis is over. The Accelerating
Recovery and Moderate Recovery scenarios intend to explore that line of thought. In both
scenarios, demand and supply move in tandem and current imbalances are being resolved.
Both scenarios differ in the structural growth rate of labour productivity and employment.

Table 8.1 presents the main economic indicators for the Dutch economy in both scenarios.
For practical reasons we take our starting point for the scenarios in our published projection
for 2014-2015 (see CPB, 2014). The scenarios deviate from 2016 onwards.

8.3.1 Accelerating Recovery

Virtuous circles appear when growth accelerates and inflation picks up. Growth supports
growth by reducing unemployment and improving private and public balances. Higher
inflation solves part of the debt problem by inflating away high debts of consumers and
governments, and restoring household wealth due to higher housing prices.

Accelerating Recovery features rather strong growth drivers in three dimensions: technology,
financial markets and international trade. On the technological frontier (the US), new ICT
applications in services and health care start raising productivity in sectors that hitherto
largely lacked productivity growth. In addition, Europe partly catches up to the frontier,
supported by two types of structural reform. Firstly, reforms of product-market institutions
in southern European countries gain strength. In Italy, for instance, various reforms that
were approved in Parliament after the crisis are implemented effectively. Reorganization of
the judicial system speeds up civil action and lowers administrative barriers. These reforms
enable Italy, France, Portugal, Spain and Greece to partly catch up with other European
countries; see Chapter 7. Secondly, also northern European countries benefit from expansion
of the internal market for services in Europe. The European Commission enacts substantial
parts of the services directive, supplemented by adoption of the Transatlantic Trade and
Investment Partnership (TTIP) agreement. Individual member states need to reform their
services markets to comply with the TTIP treaty. Through the expansion of the internal
market for services, Europe benefits from the organisational and technological
improvements that enabled productivity to expand in retail and other services sectors in the
UsS.

Financial markets in Accelerating Recovery turn from a drag into a stimulus on the economy.
In the US, the financial sector recuperates rather quickly, due to the effective recapitalisation
of banking early in the crisis and to bankruptcy rules that allow for quick settlement of
obligations. Banks ease credit conditions, which stimulates investment and consumption.
Risk-taking becomes something to be proud of again, and financial innovation thrives. Some
people even worry whether the fast recovery may contain the seeds of a new financial crisis.
In Europe, the Asset Quality Review and stress tests turn out favourably, and confidence in
the financial market is restored.

As another growth driver, international trade flourishes. The conclusion of the TTIP
agreement illustrates that mutual trust largely characterizes international relations. In the
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major world regions, growth and trade reinforce one another. The US economy gains from
technological progress and the recuperation of financial markets. This boosts imports from
Asia and Europe. Also in China growth remains strong. Neither in the financial sector nor
with respect to social or environmental issues do substantial tensions arise in China.

In Europe, GDP growth averages 2v4% in the Accelerating Recovery scenario (see Table 8.2).
Labour markets benefit from the solid recovery. In the wake of accelerating demand for their
products, firms expand investments and create new employment opportunities. In the
course of a number of years unemployment falls in many countries to its equilibrium level,
determined by national labour market institutions. Moreover, several southern European
countries succeed in reforming their labour markets, which lowers equilibrium
unemployment rates. Figure 7.4 shows that, according to the OECD, in 2013 equilibrium
unemployment rates are very high in a number of countries. Spain, for instance, has a dual
labour market, because institutions highly protect insiders at the cost of employment
opportunities for outsiders, who are mainly young. Reforms of labour market institutions
enable outsiders to gain access to the labour market. Similar reforms in Greece, Portugal,
Spain, Italy and France reduce the equilibrium rate of unemployment, bringing these rates
closer to the European average. The textbox ‘Reforms, recovery and repair in Europe’ in
Section 8.4 illustrates the contribution of reforms in Europe to growth in the Accelerating
Recovery scenario.

In the Accelerating Recovery scenario, inflationary pressure accumulates. Raw material
prices surge, because growth in the main world regions raises demand for raw materials.
Aggregate demand flourishes and may surpass aggregate supply. This creates inflationary
pressure, with the risk of creating new bubbles. As a consequence, monetary policy
gradually shifts from expansionary to slightly contractionary. Stepwise, the FED diminishes
quantitative easing and raises the federal funds rate to keep inflation in check. In Europe, the
ECB also raises its refinancing interest rate so as to steer inflation to a value close to 2%.

Accelerating growth and inflation generate virtuous circles. The first occurs when
unemployment falls and discouraged workers return to the labour market, income increases
and provides opportunities to raise consumption or reduce private debts. Less need for
social security and higher revenues from taxation improve government balances in the
second virtuous circle. The third circle sees inflation diminishing the private and public debt
overhang. Finally, in the fourth virtuous circle, GDP growth reduces the ratio of the public
debt to GDP (the so-called denominator effect).

All in all, the European economy turns out rather healthy in the Accelerating Recovery
scenario. GDP growth averages 2% over the next decade and relevant world trade picks up
to 634% annually. Unemployment falls, debt ratios are on a steady downward trajectory and
deflation is far away.
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Table 8.2 Key statistics for the world economy in three scenarios, 2016-2023

Accelerating Recovery Moderate Recovery Delayed Recovery
Gross domestic product, euro area 2Ys 1% 1
Gross domestic product, United States 3Ya 3 &
World trade, weighted 6% 5 3
Inflation, euro area (ultimo) 2Ys 1% 1
Interest rate, euro area (ultimo) 4%, 4 2Y,

Source: Own calculations with NIGEM, see Veenendaal (2014).

The Netherlands

The Dutch economy is highly integrated in global supply chains and benefits from the
worldwide recovery. Productivity growth not only returns to pre-crisis growth rates, but
firms exploit new investment opportunities, benefit from ICT applications and are able to
catch up to the productivity frontier. Firms expand their production capacity by investing
intensively and demanding more labour. New graduates, unemployed workers (including the
elderly and long-term unemployed) and even foreign employees find their way to the Dutch
labour market. Demand flourishes, both internationally and from domestic households and
firms. This facilitates the return of the unemployment rate to the equilibrium rate and
stimulates discouraged workers to re-enter the labour market. With a productivity growth of
134% and employment growth of 34%, GDP grows at 2%2% in the coming decade, similar to
growth rates of the late eighties and the nineties of the twentieth century and similar to
growth in the euro area. Relative to the core economies the Netherlands benefit more from
catch-up growth, but the southern economies have higher underlying growth in this scenario
reaping the fruits of structural reforms.

Employment and productivity growth increase households’ disposable income and allow for
a surge of private consumption. In recent years, negative wealth effects put a drag on
consumption, but deleveraging comes to an end in the Accelerating Recovery scenario. A key
element in the limited need for deleveraging is the house price growth of 4% annually (see
Chapter 3), which improves housing wealth and significantly reduces the number of
underwater mortgages.

Investment, public expenditure and exports also contribute to total demand. Following the
worldwide boost in productivity growth and the catch-up growth in the European Union,
total factor productivity growth improves in the Netherlands as well. The implementation of
new technologies requires the development of new capital stock, and replacement of the
existing capital stock. In addition, the recovery of the housing market not only raises housing
prices but also stimulates residential investment. Health care expenditures increase both in
line with economic growth and due to population ageing. All other public expenditures keep
pace with potential GDP growth. Finally, exports benefit from both worldwide demand and
improved domestic production capacity.

The surplus on the current account further expands as a result of two counteracting effects.
On the one hand, economic growth is high, both in the Netherlands and abroad. This
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stimulates both exports and imports and multiplies the existing current account surplus. On
the other hand, non-financial firms identify potential opportunities, expand production
capacity and reduce their savings surplus. The option value of delaying investment and
retaining earnings declines as attractive investment opportunities come along. Moreover,
domestic households and firms raise their expenditures, not only domestically but also
abroad, which reduces the trade surplus. Finally, Southern European countries regain some
of their lost competitiveness, because they effectively implement reforms. Of course, the
Netherlands remains a highly competitive and fiscally attractive country for business
savings. This implies that the current account surplus remains high in the next ten years. On
the other hand, the Accelerating Recovery scenario heralds in abundant opportunities for
firms, due to technological progress and strong economic growth, to expand their capital
stock.

Following economic growth, the labour market quickly recovers from the crisis (see textbox
on ‘output gap and economic growth’). Firms expand production and search for workers.
Unemployment returns to the equilibrium rate of about 4%4%, but does not overshoot. After
years of moderate wage inflation, firms are willing to raise wages and sign permanent
contracts in the competition for scarce labour. Discouraged workers are triggered to re-enter
the labour market and temporary workers are asked to work more hours. Despite the ageing
of the population, employment increases by 34% annually.

Inflation returns to pre-crisis rates, both internationally and domestically. Currently, the
output gap is negative, the economy produces below potential and firms expand their
production rather than raising prices. After a few years of strong demand and a declining
unemployment rate, firms start raising prices and workers and labour unions demand higher
wages. In the Accelerating Recovery scenario, we assume that monetary policy is able to
control wage and price inflation, with inflation close to 2% in the EU on average and with
real wage growth in line with productivity growth.

Overheating is the key risk in the Accelerating Recovery scenario. In the upward dynamics of
asset and housing prices, bubbles may develop. The optimism about consumption and
investment opportunities may lead to overheating, and the reduction in government deficits
may trigger pro-cyclical public expenditures. These risks can be tackled by restrictive
monetary policy and countercyclical budgetary policy.

8.3.2 Moderate Recovery

Where virtuous cycles accelerate recovery, weak opportunities and sluggish responses lead
to moderate recovery in Europe and the Netherlands. Weak opportunities include sluggish
technological progress and a stagnating internal market. In response, both exports and
consumption lack the stimulus needed to return to pre-crisis growth rates, and labour
markets recover only gradually. Lack of structural reforms, particularly in Southern
European countries, aggravates existing imbalances in the European Union.

Productivity growth slows down compared to the Accelerating Recovery scenario for several
reasons in this scenario (see also Chapter 4). TFP growth is weak, mainly because ICT loses
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momentum as driver of technology growth. Investments are weak, due to high uncertainty
and moderate expectations of future output growth; disruptions of the supply chain in
recent years force the remaining producing firms to invest in the establishment of a
productive relationship with new firms, which limits the development of new applications. In
sum, the underlying technology growth is sluggish, with a structural productivity growth of
1% annually (see textbox on potential growth).

Output gap and actual growth

There is slack in the economy, which may in the coming years be employed in the production process
and boost economic growth. The figure below shows the evolution of the output gap in recent years. It
highlights that we started from a positive gap in 2008 of about 4%, which has turned into a negative gap
of similar size in 2013-2015.

The figure decomposes the gap in contributions from labour and productivity. Currently, the productivity
gap is limited, at least if the recovery in 2014 of labour productivity as projected in CPB (2014) will be
realised. The slack in the economy is concentrated on the labour market; see chapter 5. The actual
unemployment rate of 7%% is 3%-points higher than the equilibrium rate of 4%%-points in 2023 and
labour supply is 1% below its structural level; see chapter 5. Once economic growth picks up and
aggregate demand increases, firms expand their labour force, unemployed workers more easily find a job
and people who have temporarily left the labour market or have postponed entry may become employed.

The output gap closes in the period 2015-2023 in the Accelerating and Moderate Recovery scenarios. In
both scenarios, this allows for nearly 2% annual growth, in addition to potential growth. However,
capacity remains underutilised if the recovery is delayed due to lack of demand.

Output gap in Moderate Recovery, % GDP, 2000-2023
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Slow technological progress manifests itself on a global scale, but growth differs markedly
with the US and Asia doing relatively well and Europe staying behind. Currently recovery in
the US already has progressed faster than in Europe. For instance, households in the US have
offset almost 60% of the increase of their debts that took place over 2000-2007 (see Chapter
7). In the first part of the scenario period the US largely completes its recovery and in the
second part it benefits from an economy that operates at full capacity. Analogously to the
Accelerating Recovery scenario Asia remains strong. China manages to steer away from social
and financial obstacles and successfully continues its transition towards performance of
higher skilled tasks. Hence, although constrained by weak productivity growth, the US and
Chinese economies benefit from recovery and transition. As a consequence of the relatively
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strong growth in the US and China the centre of gravity of world trade shifts further towards
the Pacific.

In Europe, the development of the internal market stagnates and does not contribute to
growth in this scenario. The Services Directive of 2009 will not be replaced by more
ambitious plans (see Chapter 7). With a shift in trade orientation towards the Pacific,
interests of the US in the Trans-Atlantic Trade and Investment Pact (TTIP) dwindle. Lengthy
negotiations finally lead to a weak version of TTIP, with limited impact on economic growth.
As a third example, the banking union will be implemented in Europe but the AQR and stress
test and their implications are not boldly dealt with. This only marginally restores confidence
in the financial sector and therefore doesn’t contribute to growth either.

The North-South divide in Europe will be sustained by weak economic growth in southern
member states and export-led growth in Germany and the Netherlands. An important reason
for weak growth in southern member states is the lack of structural reforms in reducing
regulatory barriers in markets for goods and services; see Chapter 7. In contrast, German
exports to the US and Asia flourish. Relatively strong growth fuels demand for German high-
quality machinery and cars. In its wake, exports from the Netherlands to Germany thrive. On
the labour market, Europe will be able to redeploy its unused potential, but differences in
structural unemployment rates between north and south persist in the absence of structural
labour-market reforms.

Netherlands

Also in the Netherlands do weak opportunities and sluggish responses lead to moderate
recovery. The weak opportunities include moderate technological progress and world trade
and sustained negative debt positions. In response, firms invest moderately and hire
workers temporarily, households continue to deleverage and governments limit
expenditures in line with moderate economic growth. Dutch trade benefits from exports to
Germany, the US and China, but trade opportunities with other European countries are
meagre. As a result, the economy does recover from the crisis and unemployment returns to
equilibrium, but at a rather slow rate.

Consumption by households depends on their disposable income and wealth, and of course
on the decisions they make in spending these resources. Real disposable income keeps pace
with economic growth, which allows for positive consumption growth at a moderate rate. A
key determinant of households’ wealth is the value of their house; see Chapter 3. Currently,
1.4 mln Dutch households are under water as a result of the fall in house prices. As house
prices are assumed to increase by 3% annually in this scenario, part of these households
have to deleverage and cut consumption in order to improve their net wealth position; the
other part automatically grow out of their negative wealth position.

Moderate Recovery is an export-led growth scenario in which domestic spending is
insufficient to absorb 1%2% production growth. In terms of demand contributions to growth,
more than 1 %-points of economic growth can be attributed to exports, whereas private and
government consumption each contribute about %4%-points. As a consequence, the current
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account surplus increases to 1234% of GDP. This begs the question whether European
economies and the rest of the world are able to absorb our exports. The easy answer is ‘yes’,
with a world trade growth of 4% mainly originating from Germany, the US and China, Dutch
firms should be able to sell their products and services in the world economy. At the same
time, this export-led growth imposes a risk: what if world trade growth weakens or our
competitiveness deteriorates? The next scenario explores this risk.

Government budget in three scenarios

The government budget improves from -2.9% in 2013 to -0.4% in 2023 in the Moderate Recovery
scenario, see the table below. In the projections for the government budget in this scenario, which
constitutes the starting point for the new CPB ageing study scheduled in July 2014, we make a clear
divide in 2019. Up to and including 2018 we follow existing institutions and proposed policies, such as the
indexation of tax brackets to price inflation, reforms and expenditure cuts in public health care and
budgetary plans for government expenditures. In the period 2013-2015, these policies in combination with
a recovery of economic growth imply an improvement of the government budget to -2.1%. From 2019
onwards, we apply the same rules as in the ageing studies, where tax rates are assumed to be constant,
and government expenditures are indexed to wage growth or structural GDP growth. Importantly, we
assume that government expenditures do not follow the catch-up growth from actual GDP to potential.
We thereby take into account that the government budget has cyclical components, with pro-cyclical tax
revenues, counter-cyclical transfers but relatively stable public outlays.1) Another reason behind the
improvement of the government budget is structural reforms on pensions, with an increase in the pension
age. On the other hand, the budget deteriorates, due to limitations on natural gas extraction.

Public expenditures and revenues, 2015, 2023, % GDP

2015 Accelerating Moderate Delayed

recovery recovery recovery

2023 2023 2023

Government expenditures 50.1 46.8 48.2 51.0
Taxes and premiums 41.3 42.2 42.4 42.7
Other revenues 6.8 5.1 5.4 5.8
EMU balance 2.1 0.5 -0.4 -2.6
EMU debt 75 52 63 83

A similar approach is taken in the Accelerating and Delayed Recovery scenarios. Stronger economic
growth (both actual and potential) leads to additional revenues and expenditures. In 2023, the budget
balance has turned positive in the Accelerating Recovery scenario. The same approach implies a
deterioration of the deficit and a surge of the debt ratio in the Delayed Recovery scenario. The reason
behind this is that aggregate demand lacks aggregate supply, the output gap remains negative, and the
actual budget balance lacks behind its structural value.

1) This is consistent with the calculation of the sustainability index in the ageing studies based on a cyclically adjusted
measurement of the budget deficit.

The rising current account surplus is not only a risk; it can also be seen as a challenge for
non-financial firms to turn their savings into profitable investments. Since the turn of the
century, investments have lagged economic growth. In the coming decade, the investment-
to-GDP ratio shows only a moderate recovery, despite abundant corporate savings. An
important challenge in this scenario is to improve the conditions and opportunities for
investment by Dutch firms. This includes, among other things, improvements in market-
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based financing (see Chapter 2) and in the internal market for services (Chapter 7), as well as
areconsideration of tax policies favouring retaining earnings over remitting dividends and
investing. The Accelerating Recovery scenario takes into account that these and/or other
steps are taken, with an investment growth of 4% compared to 2% in Moderate Recovery.

Figure 8.2  Contribution to growth before and during the crisis
and in three scenarios for 2016-2023
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After seven lean years without economic and employment growth, the unemployment rate
has risen beyond 7%, and about 1% of the working-age population would start searching for
a job if the economic conditions are more favourable. In the Moderate Recovery scenario, the
growth of exports and private consumption allows firms in the market sector to expand
employment. Together with the expansion of the health care sector, this leads to an
employment growth of 34% annually.

Moderate Recovery implies sufficient upward pressure on inflation to stay away from
deflation and at the same time hardly imposes any risk for overheating. The tightness of the
labour market is low throughout the recovery period, with limited vacancies per worker,
which implies that unemployment recovers only very gradually. Workers and unions refrain
from strong claims, contractual wages grow at 2%%, and real wages just keep pace with
productivity growth. As a result, the labour income share is quite stable over the scenario
horizon. In addition to labour costs, higher rental rates and import prices contribute to
inflation, resulting in CPI inflation just below 2% in the Netherlands.

Moderate Recovery is a scenario at risk; economic growth is sensitive to negative shocks.
Unemployment returns to equilibrium and inflation is just below 2%, but only if demand is
able to meet supply. The Dutch economy leans greatly on exports, but what if our trading
partners are not able to absorb these? Investments grow in line with GDP, both
internationally and domestically, under the assumptions that firms are able to attract
sufficient credit. But what if the financial sector, in order to meet restrictive regulations or to
deal with the consequences of an alarming Asset Quality Review, cannot provide sufficient
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credit? This fragility of the economy limits the government’s manoeuvring room in balancing
between consolidation and stimulating the economy.

8.4  Delayed Recovery

The contradiction in the label of this scenario is not a slip of the pen. On the question
whether the economy recovers, the answer in this scenario is ‘not yet’, or ‘if anything, a very
slow start’. Downward risks in demand, combined with moderate potential growth, lead to
quite limited growth, persistence in unemployment and low inflation. These demand risks
include the fragility of the financial sector, the imbalances between core and periphery in the
European Union, consumers and firms burdened with debts and the public debt position of
member states in the euro area.

On the supply side, technological progress develops in a comparable way as in the Moderate
Recovery scenario. All over the world productivity growth is low due to a declining
contribution of ICT, weak investments in an uncertain and volatile world and the need for
firms to devote resources to the repair of disrupted supply chains.

International trade also falters in the Delayed Recovery world. Recovery in the US progresses
favourably and the US economy reaches full capacity in the second half of the next decade.
However, on a global scale the US is one of the few economies that perform well. China
struggles with social tensions, due to resistance against poor labour conditions,
environmental degradation and a number of financial scandals. The growth of the Chinese
economy falls back and drags the rest of Asia downward as well. Domestic problems make
countries turn inward. Tensions rise in international relationships, which hinder trade
negotiations. As a consequence, TTIP fails.

Although the financial sector played a key role in the start and extension of the Great
Recession, its role in the recovery is more limited: facilitating rather than stimulating
economic growth. The previous scenarios stressed that recovery has to come from the real
economy with an upswing in production, investment, employment and consumption. The
contribution of the financial sector is mainly supportive, although very important, in its key
role of providing liquidity and loans. This calls for a healthy financial sector. However, the
Asset Quality Review may reveal the weakness of the banking sector. Or it may fail to
uncover the weakness of banks and thereby fail to effectively deal with banks in trouble. In
combination with additional restrictions on the leverage ratio, this may induce banks to limit
credit to both small- and medium-size enterprises and households. In sum, a weak financial
sector may hamper recovery in this scenario.

The crisis has uncovered and aggravated the imbalances within the European Union. In the
Delayed Recovery scenario, these imbalances will remain for the most part unresolved.
Economically, inflation will be quite low on average in the European Union, which limits the
possibility of peripheral countries to improve their competitiveness. Existing differences in
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productivity levels persist (see figure 7.2), where countries like Germany, France, the
Netherlands and Belgium are twice as productive as several Eastern and Southern European
countries. Unemployment rates, both actual and structural rates, remain very high in
countries such as Spain and Greece. These countries will be unable to reform their labour
market institutions and reduce unemployment. Finally, as shown in Chapter 7, barriers in
services sectors are high in a number of countries (including Italy, Spain, France and
Germany). Reform options regarding both domestic regulation and the Services Directive are
being delayed beyond the scenario horizon of 2023.

Reforms, recovery and repair in Europe

Chapter 7 highlights the development of European economies in the aftermath of the crisis. Structural
reforms, new steps in the internal market and international trade agreements may all contribute to
economic growth. In addition, growth depends on more exogenous factors (at least on the European
scale) like technological progress. On the other hand, deleveraging by households, firms and
governments may weaken the recovery of the European economy.

To get a flavour of the implications for economic growth, we have simulated these reforms, recoveries
and repairs with NiGEM, see Veenendaal (2014). They span the difference between the three scenarios,
as indicated by the figure below.

Economic growth in the euro area differs 1%-points between Accelerating Recovery and Moderate
Recovery. Key contributions to this growth differential are structural reforms on the product and labour
market and higher technological growth. In addition, TTIP and a lower risk premium stimulate trade and
investment and contribute to growth in the Accelerating Recovery scenario. Aggregate demand is
stimulated via higher income for households, a positive wealth shock which prevents the need for
deleveraging by households and a boost in consumer confidence. However, these positive shocks
stimulate inflation to which monetary policy respond by raising the interest rate.

The absence of recovery and the need to repair wealth losses constitute a difference between Moderate
Recovery and Delayed Recovery of %:%-points. Important factors are deleveraging by households and
firms and consolidation by the government. In addition, a higher risk premium reduces investments and
lack of consumer confidence put a drag on private consumption. Now, the reduction of the interest rate
provides the sole stimulus in the economy, but its effectiveness is smaller in the zero-lower-bound region
(see chapter 7).

GDP-differentials in the euro area
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Differences in annual growth in the euro area between Accelerating Recovery (AR) and Moderate Recovery (MR), and
between Delayed Recovery (DR) and Moderate Recovery). Source: own calculations with NIGEM.
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Public and private deleveraging in an environment of slow economic growth entails risks of
low inflation for a considerable period. The need to reduce public debt means that
governments in the coming years have to deal with the choice between rapid and gradual
deleveraging. Currently, countries with high debts (including Spain and Belgium, but also
the United Kingdom outside the euro area) need an increase of their primary balance of 2 to
4 %-points of GDP to restore debt to the EU target of 60% of GDP. From a different point of
view (i.e. the sustainability of public debt), several other member states have to improve
their public balance. If anything, the current scenario with weak economic growth is harmful
for the government budget and might induce additional consolidation measures. Combined
with weak consumption and investment growth, aggregate demand likely lags supply, see
textbox ‘Reforms, recovery and repair in Europe’. Inflation will be low on average, and
particularly the peripheral countries may run the risk of deflation.

In sum, economic growth in the euro area is limited to %%, aggravating the gap with the
United States. World trade shifts away from Europe, both due to the weakness of the EU
economies and the worldwide stagnation of international trade. Inflation is limited to 1% in
the euro area, with very limited spread between southern and northern economies.

The Netherlands

Insufficient demand is the key phrase characterising the Delayed Recovery scenario.
Consumption is low, due to weak income growth and the need for deleveraging; investments
respond to poor growth perspectives; and the world is unable to absorb our exports.
Demand is insufficient for firms to produce full capacity or even expand, for graduates and
unemployed workers to find a job and for discouraged workers to re-enter the labour
market. Downward rigidity in wages, prices and the interest rate prevent effective recovery.

Households face a difficult decade in this scenario in which the recovery is delayed.
Unemployment persists and even increases; real wage income doesn’t improve, nor does the
value of their houses. Even though income growth stagnates, households choose to save
rather than to consume in order to improve their net asset position. In particular, households
with underwater mortgages need to save in order to be able to move houses or renew their
loans (see Chapters 3 and 6). As a consequence, consumption growth stagnates, and the
individual savings rate increases to 2.5% of disposable income.

Long-term unemployment is an important problem in this scenario. Labour demand is very
limited. If anything, firms prefer graduates rather than elderly workers with a long
unemployment spell. So hysteresis, where the employment history of an unemployed worker
is an important determinant of his or her job opportunities, is manifest in this scenario. Even
after ten years, the unemployment rate stagnates at about 6%2%. Hysteresis results from
stagnant economic growth, and is not primarily due to labour market imperfections. For
those whom it concerns, long-term unemployment negatively affects one’s future earnings
potential; see Chapter 5. Only in the very long run, when current cohorts have retired and
the economy finally recovers, will these hysteresis and scarring effects fade away.
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