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Report on the economic situation

The risks for the global economy are growing

Lars P. Feld

Eucken Institute

Something is brewing. The impact of the continued war in Iran can
be noticed everywhere. Despite the recent normalization, energy
prices remain high and are driving up inflation. Second- and third-
round effects are imminent, so that central banks have to take ac-
tion by raising interest rates.The European Central Bank (ECB) will
raise its key policy rate first. Moreover, global trade is coming under
increased pressure as supply chains are no longer serviced with the
same level of reliability, which brings up memories of the COVID-19
pandemic. The current container turnover index of the Rheinisch-
Westfilisches Institut flir Wirtschaftsforschung (RWI) Essen indi-
cates another decline. Transport costs would increase and port
regions would lose momentum. There are indications that global
economic growth is about to weaken. Particularly in Europe, several
countries (including Germany) could go into recession.

All this is happening against the background of increasing global
debt levels. Some countries have enormous levels of private debt,
while others have high levels of government debt - and quite a few
grapple with both.This affects interest rates at the long end of the
market. Every additional exogenous economic shock will drive up
yields for 10-year government bonds. With the exception of Swit-
zerland, there are no longer any countries that could definitely be
considered a safe haven for investors. In the Eurozone, the risk
premium that must be paid for the government bonds of other
member states (e.g. Portugal) compared to Germany, is shrinking at
times. The US has a huge debt problem and pursues a global trade
policy that can only be described as ,adventurous".
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If interest rates keep increasing, they will reach a level that would
have been considered as no longer workable during previous crises.
This will further increase inflationary pressures and leave central
banks in a difficult position, namely the choice between higher in-
flation or turbulent financial markets. This is not a pleasant outlook.

What to do? The current situation in Iran and Ukraine
highlights the foreign and security policy risks and re-
quires European countries to do more to increase their
defensive capabilities. The turning point heralded by Olaf
Scholz is moving forward, and not just in Germany. At the
same time, Western nations must return to solid financial
policies so that government debt does not become the
driver in the aforementioned spiraling towards the next
crisis. This will lead to an increased need to re-balance
the conflicting objectives between higher defense costs and other
expenditure areas - more so than is currently realized. It will also
affect social expenditures.

Insights to this effect are growing, but unfortunately only gradually,
as most recently shown by the EU.The EU Commission has signaled
its willingness to exempt measures for mitigating the current ener-
gy crisis from the European fiscal rules. It means that Italy can take
on additional debt without having to fear repercussions in deficit
proceedings. The Commission is using the leeway that was crea-
ted with the reform of the stability and growth package exactly as
the federal finance ministry in Germany's ,traffic light* coalition had
feared: contrary to the requirement of limiting excessive indebted-
ness. In fact, the 2009 debt crisis in the EU, which was triggered by
Greece, demonstrated that it is possible to consolidate at a large
scale. The Greek sovereign debt ratio has decreased by about 50
percentage points from its high, and it is likely to fall below ltaly‘s
debt ratio within a short time. On the one hand, Greece‘s debt
restructuring creates less of a burden; on the other hand, the Greek
government consolidated its budget and used structural reforms to
drive higher economic growth.

All European economies need reforms that strengthen market
economy mechanisms. It works when governments take more of
a backseat when it comes to the economy, either by lowering ex-
penditures through fiscal policies (which make tax relief possible),
or by deregulating the laws and regulations that limit competition
between companies.

A first ray of hope in this respect may be the removal of the re-
porting and documentation obligations by the Baden-Wiirttemberg
state government by summer of this year. They are only supposed
to be re-added if their need can be justified again by the end of
2027.This is in line with the approach taken by Argentina‘s deregu-
lation minister Federico Sturzenegger, who is removing regulations
at a conceptual level before determining what is really needed to
prevent market failure. Do we see a glimpse of Milei in one of the
German states, and from there in the entire Republic?
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