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on both sides of the 
Atlantic and decreasing spreads on sovereign 
bonds in the euro area have rekindled hopes 
that the advanced economies could soon 
start contributing more robustly to global 
growth. Judged by the level of the output gaps 
as currently estimated, many advanced 
economies continue to produce significantly 
less than their potential (Figure 1).

One of the key factors behind this persistent 
demand shortfall is the remaining deleverag
ing that firms, households, sovereigns and 
banks have to undergo. The financial crisis ar
guably changed attitudes regarding the safe 
amount of leverage. Many households in the 
United States and Europe were left with debts 
thatthey could not refinance, and many more 
experienced difficulties repaying them. This 
has deterred consumption and housing in
vestment. Many governments have seen pub
lic debt approach unsafe levels and some 
have experienced difficulties accessing fi
nancial markets. For banks, regulatory re
quirements add to the private incentive to 
delever.

Figure 2 illustrates the build-up in leverage be
fore the crisis. Clearly, rising debt was a wide
spread phenomenon in advanced countries.

Total level of debt is useful in providing an 
overall picture and can indicate fragilities. Ex
perience indeed shows that debt can move 
across sectors, especially if the state, acting 
as the ultimate guarantor, bails out banks sad
dled with non-performing loans to private 
agents. Yet, to base the analysis on total debt 
levels runs the risk of ignoring that ‘all debt is 
not created equal’1. The distribution of debt 
across different agents matters. A good ex
ample is Switzerland (not shown on Figure 2), 
which had relatively high total debt during the 
period but which is not considered (assump
tion: correctly] an especially vulnerable econ
omy. The reason is that a large part of the debt 
is held by high-income households that can 
be expected to service their liabilities2.

Figure 1: Estimated and projected output gaps of selected 
economies (% of potential GDP)
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Figure 2: Domestic private and public sector debt by country 
1990ql-2012q2 (%/GDP)

Source: Bruegel calculations with McKinsey Global Institute data. We are grateful to MGI for 
giving us access to their debt data. Note: EA-4 = France, Germany, Italy, Spain.

A second issue is whether financial sector 
debt should be included in total debt. If it is, 
countries that serve as financial hubs, such 
as the United Kingdom, necessarily feature 
elevated debt levels in comparison to other 
countries. In normal times, this distorts com
parisons in the same way the location of a 
major harbour that serves neighbouring coun
tries distorts foreign trade openness compar
isons. At the same time, the example of 
Ireland afterthe financial crisis shows that ex
cessive financial sector debt can pose a real 
threat, which would favour of its inclusion4.

Figure 3 shows the total amount of debt 
broken down by sector in 2 0 0 0 q l and
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2012q2. It confirms the increase in debt 
levels in all countries. During the period, 
Japanese non-financial corporations and 
households were the only two sectors in the 
whole sample that decreased their leverage. 
Yet, this was more than offset by increased 
indebtedness on the part of Japan’s 
government.

Sectoral versus aggregate deleveraging

In order to assess the deleveraging process 
in key countries, Figures 4 and 5 break down 
the evolution in sectoral debt, distinguishing 
two sub-periods: before the onset of financial 
crisis (2000-2002) and after (2002-2012).

Countries differ substantially in terms of the 
role of various sectors in the increase in total 
leverage until 2002. In Japan, the main driver 
was the government, in South Korea and the 
US it was households, in the UK the financial 
sector and in the four large euro-area coun
tries (EA-4), financial and non-financial cor
porations played a quantitatively similar role.

In the post-2002 period all countries contin
ued to experience an increase in total debt. 
But they differed markedly in sectoral evolu
tions. In the US, the emphasis has been on pri
vate deleveraging, especially for households 
(Figure 5). Aggregate debt increased by 20 
percentage points of GDP only, in spite of the 
significant increase in government debt. 
Korea has been the opposite case, with most 
additional debt coming from the private sec
tor. In the euro area and the UK, private debt 
has not decreased and government debt has 
increased substantially, in spite ofthe priority 
given to fiscal consolidation. In Japan virtu
ally all the increase in debt has come from the 
public side.

Forthe financial sector, it is striking that lever
age (defined here as debt-to-GDP) has in
creased most in the EA-4 and decreased only 
in the US4·5. Although the UK still has by farthe 
highest financial debt, the US has decreased 
leverage considerably to less than half the 
level in the EA-4.

Figure 3: Sectoral debt levels in 2000q l and 2012q2 as a share of 
GDP
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Figure 5: Change in private and public debt-to-GDP ratio 2002q l to 
2012q2
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Source: Bruegel calculations with McKinsey Global Institute data.

Based on measures such as unemployment 
and GDP growth, the US has arguably
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performed betterthan the euro area in recent 
years. There is therefore a temptation to 
conclude that initial private sector 
deleveraging should be supported by 
allowing public deficits to balloon5. Public 
deficits could be reduced after the recovery 
when the fiscal multiplier would be lower. This 
is what happened in Germany and is also 
what the US is seemingly trying to achieve. 
However, this was nota real option for several 
euro-area sovereigns because their access to 
credit markets was limited. Additionally, 
within the euro area, countries have less 
incentive to provide stimulus because a 
considerable share of the extra spending is 
diverted to other countries?. More centralised 
budgetary arrangements could have helped 
in both providing more support and 
internalising the external effects of national 
policies arising from the high openness of 
individual member states. As the euro area as 
a whole had lower public debt than the US, it 
should have been able to react with similarly 
sized deficits. Still, this would have had 
distributional consequences and would have 
required much deeper integration for which 
there is no political or popular support.

Deleveraging is less of an issue forthe major 
Asian economies currently. Nevertheless, an 
often discussed topic is if/when Japan will 
start curbing its sizeable public indebted
ness. General government gross debt at the 
end of 2012 stood at 232 percent and net 
debt at 135 percent (IMF).

Public deleveraging is challenging in Japan 
because of the low level of potential growth 
and the aging population, which puts pressure 
on public finances. These two issues are nat
urally linked. Japan’s near-stagnation since 
1991, since which yearly RGDP growth has 
been 0.8 percent compared to 4.6 percent 
from 1981 to 1990, seems exaggerated once 
the decline in the working age population is 
taken into account. For example, between 
2001-02 Japan’s RGDP/working age popula
tion grew by a healthy 1.6 percent annually8.

Nevertheless, the stagnation of nominal GDP 
precludes dele veragingthrough growth ofthe

denominator (Figure 6). Some of the pro
posed solutions include: (i) growth friendly 
tax reform by increasing indirect taxes and 
lowering taxes on work and corporations; (ii) 
increased immigration; (iii) increased partic
ipation rates by women; (iv) higher inflation. 
A more unorthodox approach would be to in
troduce a tax on cash balances that would en
courage spending, boost growth and increase 
government revenues.

For now, the new government has empha
sized expansionary policies by unveiling a 
stimulus package worth 2 percent of GDPand 
influencing the central bank’s decision to in
crease its inflation target to 2 percent. In the 
short term at least, the fiscal measures will 
add to the deficit, but the aim is that the ex
pansionary policies will succeed in ejecting 
Japan out of its long-standing deflationary en
vironment and will thereby also ameliorate 
the debt-to-GDP trajectory. The initial market 
reaction to the announcements was a signif
icant weakening in the yen, which if main
tained should help the government achieve 
its goal of higher growth via exports.

A crucial complication, especially with the 
higher inflation target, is the uncertain effect 
on the interest rate of Japanese government 
bonds. So far, the government has been able 
to borrow at very low rates because of a large 
pool of conservative old savers, the expecta
tion of continued deflation and low policy 
rates and the appreciating yen. However, be
cause ofthe large stock of debt, even limited 
increases in the interest rate would rapidly in-

Figure 6: Development of Japanese nominal GDP and real GDP 
(index, 2000=100)

Source: IMFWE0 April 2013.
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crease government debt service expendi
tures and render the debt trajectory unsus
tainable.

On the private side, Japanese household debt 
is below that in South Korea, the UK and the 
US (Figure 3), and thanks to considerable as
sets Japanese households had the highest fi
nancial net worth in the OECD in 20109. As a 
caveat, it should be noted that financial net 
worth is notan especially reliable metric of re
silience because assets such as equity are 
more at risk of losing their value than liabili
ties in the form of debt. Nevertheless, a large 
part of Japanese savings are in presumably 
safe instruments such as government bonds. 
Figure 5 also shows that the Japanese private 
sector has not experienced significant 
change in leverage since 200?.

South Korea has considerable household 
debt but this is offset by sizeable financial as
sets. As a result their financial net worth is 
close to the OECD average. Its non-financial 
corporations have been increasing leverage 
in recent years and the sector’s debt level re
mained highest in 2012q2 among the se 
lected economies (Figure 3 )10. One source of 
resilience for South Korea is its low public 
debt, which should allow the government to 
sustain demand in case of a private delever
aging shock.

In China, the stimulus provided after the fi
nancial crisis increased credit expansion, 
which was directed to a significant extent to 
state-owned enterprises. From a historical 
perspective, the Chinese savings and invest
ment rate are already very high and further 
credit expansion could lead to an increase in 
non-performing loans if credit standards fall. 
A more sustainable source of growth can be 
achieved by increasing the share of con
sumption in GDP.

Nevertheless, when studying separately 
private and public leverage in China, there is 
no indication of a rising trend in either sector 
(Figure 2). There was an uptick following the 
financial crisis but since then both 
government debt and domestic credit to the 
private sector have been flat or falling as a 
percentage of GDP (with the qualifierthatthe

‘In China, the rise of 
more unconven
tional farms of 
credit is a potential 
source of fragility 
since they ate less 
regulated and more 
opaque than hank 
toons,*

data extends only until 2011 for private debt).

A major caveat is that Figure 8 does not por
tray the rise of China’s shadow banking s y s 
tem, which has taken a more and more 
prominent role in credit extension in the coun
try. In addition to yuan bank loans, the Total 
Social Financing (TSF) indicator measures for
eign currency loans, trust loans, bank accept
ance bills, corporate bonds and non-financial 
corporation equity. Figure 8 represents the 
evolution of credit flows disaggregated to tra
ditional yuan bank loans and other items.

In 2012, other items than yuan bank loans ac
counted for 46 percent of TSF, whereas be
tween 2002-0? their share was 24 percent 
and in 2002 only 6 percent. The rise of these 
more unconventional forms of credit is a po
tential source of fragility since they are less 
regulated and more opaque than bank loans.

Figure 2: Evolution of public and private debt (stock) in China 
(%/GDP)

Source: IMF WE0 April 2013 and World Bank.

Figure 8: Credit expansion (flow) measured by TSF in China, (% 
yearly of GDP)

Source: Datastream.
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Deleveraging and growth in the global

The considerable remaining deleveraging is 
likely to weigh on global growth for the fore
seeable future. This is because agents differ 
and a shortfall in demand by one set of 
agents, say because of suspended access to 
credit, is not automatically offset by a rise in 
demand by others11.

To mitigate the adverse effects on aggregate 
demand, all sectors/countries should not at
tempt to delever simultaneously. This de
presses incomes, increases the real burden 
of debt and risks a Fischerian debt-deflation 
spiral. A proper sequencing of deleveraging is 
therefore necessary. If private sector balance 
sheets are healthy, public sector deleverag
ing should not cause too much harm (and 
vice versa). Additionally, especially small 
open economies can achieve considerable 
domestic deleveraging without damage to 
output if there ¡sample external demand. This 
was arguably the case with the Nordic coun
tries after their crisis in the beginning of the 
1990s.

Spain and Ireland since the crisis illustrate 
that it is difficult to find alternative sources of 
demand after a sectoral shock. Figure 9 
shows how reduced investment (particularly 
in housing) was not fully offset by other de
mand components.

Only net exports significantly cushioned the 
shock in the two countries butthese were not 
enough to prevent a fall in output. Addition
ally, part of the rise in net exports was ex
plained by import compression, not rising 
exports. Nevertheless, the increase in net ex
ports is an indication of the international di
mension of deleveraging episodes. The fact 
that domestic agents are constrained by high 
debt levels does not need to mean that out
put has to decline as long as global aggregate 
demand does not fall and it is redistributed 
across countries. However, this redistribution 
of spending requires a large degree of price 
and sectoral output flexibility. Because of 
rigidities in both (eg in nominal wages and the 
reallocation of construction workers), a tem
porary fall in output is difficult to avoid.

Some reallocation of demand has already 
taken place. The current-account surpluses of 
the three biggest creditor countries (China, 
Germany and Japan) declined from an aver
age of 7.5 percent/GDPin 200? to 3.4 percent 
in 2012 (IMF and AMECO). Although much of 
the initial decrease in 2009 was due to ex
ports falling faster than imports (except in 
China), since 2011 imports have grown at a 
higher rate than exports in both China and 
Japan. In this connection, Figure 10 shows 
how countries with positive current accounts 
pre-crisis have generally increased their im
ports whereas imports have contracted in 
many indebted economies since the crisis.

Figure 9: Change in GDP and its components 2002-2012 (% of 200? 
GDP)
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Globajl implications

The deleveraging situation, like many other 
macroeconomic indicators, is a sign of the 
changingglobal economic landscape. In 199? 
it was the Asian economies that were strug
gling with excessive leverage. Now it is the ad
vanced countries, which in the 1990s were 
lecturing others about how to manage their 
economies, that need to adjust. Nonetheless, 
it is not a time for schadenfreude. This note 
has argued that deleveraging in one part of 
the world has global repercussions and the 
world should adapt accordingly.

Therearea host of policy measures that could 
smooth global adjustment. A more flexible 
global exchange rate system would better in
sulate countries against future deleveraging 
shocks. Countries with persistent current ac
count surpluses such as Switzerland and 
China should not inhibit markets from revalu
ing theirexchange rates. The added flexibility 
would limit the rise of unemployment andthe 
decrease in consumption in countries hit by 
deleveraging shocks. Structural reforms to in
crease the responsiveness of labour, product 
and capital markets to changes in demand 
would shorten adjustment periods. This route 
is being pursued by southern European coun
tries and the reform momentum should be 
maintained. Countries that retain fiscal space 
but suffer from a shortfall in demand, such as 
the UK and the US, should not try to achieve 
overly abrupt public deleveraging before their 
private sectors are healthier. Finally, Japan 
should enact reforms to improve the long-run 
sustainability of public finances while realis
ing that as a large country with considerable 
foreign assets it should not remain indefi
nitely reliant on external demand to fuel its 
growth.

Given appropriate macroeconomic policies to 
sustain aggregate demand, the current 
deleveraging episode not only does not need 
to be harmful to global output growth, but can 
even plausibly increase it and strengthen its 
resilience. Before the crisis too large a fraction 
of global savings were used to finance con
sumption in the advanced countries. If a 
larger share were instead used to invest in rel
atively low capital intensity countries, global

growth should pick up. To achieve this posi
tive scenario, capital accounts in developing 
countries should be opened up in a measured 
fashion to expand investment opportunities.
This should be coupled with efforts to mod
ernize domestic financial markets. At the 
same time, policymakers should be mindful 
of the potentially destabilising properties of 
uncontrolled capital flows and financial liber
alisation, which were among the reasons for 
the crisis originally.
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