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G7 economies: In an uncertain recovery

Economies in the G7 are witnessing a nascent recovery. But whether this
recovery will be a swift one depends on the trajectory of COVID-19

in these countries.

If the post—World War II era is something to go by,
the COVID-19 pandemic will remain arguably the
deepest scar for G7* economies for some time, in
terms of the virus’ impact on both human health
and economic activity. The pandemic has left in its
wake a trail of anxiety, leaving people concerned
about their health? and businesses struggling to
remain afloat given the sharp drop in demand.
Within the G7, economic activity has been hit the
most for the United Kingdom—its GDP fell by
20.4% in Q2 from Q1,3 the sharpest quarterly
contraction since the series started in 1955.4 Yet
the United Kingdom is not alone to suffer. Its G7
peers in Europe also experienced strong declines
in GDP in Q2, and across the Atlantic, the United
States’ economy fell by 9.1%. Predictably,
governments and central banks have reacted fast
to counter the downturn, enacting large stimulus
measures to aid the most vulnerable and set
recovery in motion.5 Yet stimulus is hardly a
guarantee that any recovery will be swift. For much
depends on the trajectory of the virus. And even
when this is over, countries will have to deal with
deteriorated fiscal balances and battered
economies, not to mention the health and social
scars of the pandemic itself.

The contraction due to the
pandemic has been worse
than the downturn in 2009

Economies have suffered as consumers cut
spending after COVID-19 spread across countries.
In the second quarter, consumers held back as they
worried about contracting the virus and avoided
“nonessential” expenditure due to deteriorating

labor market concerns. Spending by households or
consumers fell sharply in Q2—ranging from 8.2%
in Japan to 23.1% in the United Kingdom. Fear of
being in proximity to other people and closure of
certain establishments due to social distancing
measures meant that spending on some goods and
services suffered more than that on others.® In the
United States, for example, consumer spending on
recreation fell by 49.5% in Q2; transportation
(down 36.7%) and food services (down 34.2%) also
saw sharp declines. A similar trend was evident in

other countries.

Monthly data on retail
sales and manufacturing
activity shows that a
recovery is likely underway
in G7 economies, although
it is too soon to conclude
whether this is a sustained
sharp upswing.

Monthly data on retail sales and manufacturing
activity shows that a recovery is likely underway in
G7 economies, although it is too soon to conclude
whether this is a sustained sharp upswing. While
retail sales have picked up in recent months in
most G7 economies, they remain subdued in some
relative to pre—COVID-19 levels. In Japan, for
example, sales in July were still 6.3% below




February while in Italy, sales in June were 2.7%
lower than in February. Manufacturing activity too
is edging up after sharp declines mostly in March
to May—for August, the Purchasing Managers’
Index data shows an expansion in every G7 country
barring Japan and France.” Yet manufacturing
output in almost all economies is still below levels
witnessed in December last year (figure 1).

With COVID-19 continuing its spread,® consumers
still wary about their health and finances,® and
demand far from booming, G7 economies will
likely continue to be under pressure. According to
Deloitte economists, GDP in the United States is
set to contract by 6.4% this year and by 1.7% in
2021."° And forecasts by the International
Monetary Fund (IMF) reveal that the contraction

FIGURE 1

G7 economies: In an uncertain recovery

in G7 economies in 2020 will likely be worse than
in 2009 when the previous recession was underway
(figure 2).»

Fiscal and monetary response
to the crisis has been strong

Governments have responded to the crisis with a
string of fiscal measures to address both the health
and economic aspects of the pandemic.? In the
United States, for example, there have been three
specific approaches—aid for individuals with an
eye on health, education, and labor market
conditions; help for businesses through
instruments such as loans and guarantees; and
efforts to counter the pandemic through

Manufacturing output in G7 economies is still lower than in December 2019
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FIGURE 2

The scale of this downturn is expected to be more than the one in

the previous recession
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health-related spending, such as on testing and
vaccine development. Other countries have also
moved on similar lines using multiple fiscal
instruments, such as taxes, credit facilities, and
transfers to businesses to shore up economies
(figure 3). Figure 3 also shows multiple
governments’ focus on aiding people who have

lost jobs due to the pandemic as well as small
businesses that tend to be left out of more
sophisticated credit markets. In Japan, for
example, a key focus of two emergency economic
packages worth 40% of GDP is cash handouts to
affected households, transfers to affected small-
and medium-sized enterprises (SMEs) and local
governments, and incentivizing credit lending. And
in Europe, while countries have launched their own
efforts, the European Union’s European Stability
Mechanism provides funds worth about 540 billion
euros to finance expenditure directly related to the

pandemic in the region while the Next Generation
package worth 750 billion euros focuses on a

coordinated recovery effort.'

Governments have
responded to the crisis with
a string of fiscal measures.

It’s not just governments that have acted;
monetary authorities, too, have tapped into their
arsenal aggressively to stem the current economic
downturn. While the fiscal response has taken
center stage, especially to buffer the short-term
economic impact of the pandemic, the role of the
monetary authorities has largely been of a market
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FIGURE 3
G7 governments have undertaken a slew of fiscal measures

G7 member Key fiscal measures

Three key fiscal measures have been undertaken worth US$2.3 trillion, amounting to about 11% of GDP.?

1. Coronavirus Preparedness and Response Supplemental Appropriations Act and Families First
Coronavirus Response Act: It includes funds for virus testing and vaccine development; provisions for paid
The United and emergency sick leaves to employees; and expansion of Small Business Administration loan subsidies.

States 2. Paycheck Protection Program and Health Care Enhancement Act: It includes loans and grants
to small businesses through the Small Business Administration.?

3. Coronavirus Aid, Relief, and Economy Security Act: It includesincome support to households and workers;
credit lines to businesses and the banking sector; aid to states; and relief toward personal finance and taxes.

Japan has adopted two stimulus packages worth 234 trillion yen, about 42% of GDP.¢

1. Emergency economic package against COVID-19: The package aims to develop preventive measures
against the virus; protect employment and businesses; income support to households via cash handouts;
deferred tax payments and social security contributions; provision for concessional loans; etc.

2. Second FY20 draft supplementary budget:¢ It includes enhancing the Employment Adjustment Subsidy;
enhancing financial support to SMEs and major corporations; rent support grant for SMEs; other support
measures to medical treatment providers; and enhancing the subsidy program for sustaining businesses.

Measures adopted by the federal government and the German Lander consist of two supplementary budgets.

1. March (156 billion euros, 4.9% of GDP): It includes spending on health care equipment; reduced-hours
Germany compensation benefit;¢ grants to microenterprises; and higher child-care benefits for low-income parents.

2. June (130 billion euros, 4% of GDP):f It includes temporary VAT cuts; child bonus for families; support
for local governments; tax breaks for companies; and bridging aid for SMEs.

The policy response totals 192.3 billion pounds.s

1. Direct spending worth 178.2 billion pounds: It includes the Coronavirus Job Retention Scheme; additional
funding to the National Health Service; small-business grant schemes; welfare measures such as an increase in
the Universal Credit standard allowance and the Working Tax Credit basic element of GBP1,000; and removal of
The United the minimum income floor.

Kingdom 2. Tax-reduction measures worth 14.2 billion: They include property tax holidays, and VAT and income tax
self-assessment deferrals.

The government has availed liquidity and loan guarantee programs worth 340 billion pounds (Coronavirus
Business Interruption Loan, Large Business Interruption Loan, Corporate Financing Facility, and Bounce Back
Loan Schemes)."

The government has availed emergency measures through budget amendments and credit-availability
schemes.

1. Three budget amendments have been made to raise the fiscal envelope to 135 billion euros.' Key steps
France include direct support to households and workers; more spending on medical supplies; extension of unemploy-
ment and other benefits; and added exemptions (tax deferrals, advanced tax credits, etc.) for sectors hardest
hit by the crisis.

2. Bank loan guarantees and credit reinsurance schemes worth 315 billion euros to support businesses.

Three stimulus packages have been outlined by the government.

1. “Cura Italia” (25 billion euros or 1.6% of GDP): It includes steps to strengthen the health care system; protect
workers and preserve jobs; and support businesses via tax deferrals and postponing utility bill payments.

2. Liquidity Decree: This aims to defend and preserve the country’s industrial framework through 200 billion
euros in loans guaranteed by the state and 200 billion euros in export guarantees.

3. "Relaunch" Decree (155 billion euros):¥It is the third major intervention launched by the government to
restart and relaunch the economy safely. It includes additional funds for families’ income support, the health
care system, and other measures to support businesses (grants and tax deferrals).

The aim of the COVID-19 Economic Response Plan worth CA$469 billion'is:
1. CA$256 billion in direct support to households and businesses
2. CA$123 billion in tax, customs duty payment, and fee deferrals to meet liquidity needs

3. CA$90 billion federal liquidity measures, including the Business Credit Availability Program, and credit and
liquidity support for the agricultural sector

Additional CA$600 billion has been made available by the federal government for other credit and liquidity
measures in collaboration with the Bank of Canada and commercial lenders.
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FIGURE 3 (contd.)

related to the pandemic.
The P

European
Union Recovery and Resilience Facility and for programs such as React-EU and Just Transition Fund.

The EU Commission has put forward a threefold response™ to mobilize the necessary funds to member states.
1. European Stability Mechanism (ESM) provides Pandemic Crisis Support worth 540 billion euros based on

the Enhanced Conditions Credit Line that is available to all EU countries. Total funds allocated will be up to 2%
of respective member states’ GDP as of end-2019 with no conditions attached to financing expenditure directly

2. The Next Generation recovery effort worth 750 billion euros will be used for loans and grants under the

3. Multiannual Financial Framework, a new long-term budget framework (2021-2027), will be the main
instrument for implementing the recovery package worth about 1,100 billion euros.

Sources:
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stabilizer. Central banks have focused on easing
financial stress by acting as an intermediary
between fiscal authorities and financial markets
while facilitating a smooth flow of credit to the
private sector. In March and April, when concerns
about household and corporate liquidity had
hampered the functioning of key financial market
segments, central banks were quick to respond by
easing policy rates (figure 4). These were followed
by more targeted operations, such as asset
purchases (figure 5). In the
United States, for example, the
Federal Reserve reactivated the M on et
Term Asset-Backed Securities
Loan Facility (TALF)—first
established in late 2008—to

support the issuance of asset-backed securities and
embarked on large-scale purchases of government
bonds. Asset purchases, in turn, have ensured
smooth functioning of the market for US
Treasuries, thereby preserving its key role in the
pricing of financial assets.* Such purchase
programs are key to restore the financial market’s
confidence and create the necessary credit
conditions for a potential rebound of aggregate
demand. Central banks have also focused on

ary authorities too have tapped
into their arsenal aggressively to stem
the current economic downturn.
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FIGURE 4
Central banks have either cut policy interest rates or kept them near zero
— Canada: Overnight money market financing rate — European Central Bank: Main refinancing rate
— The United Kingdom: — The United States: Japan: Policy-rate balance rate
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Sources: Haver Analytics; Deloitte Services LP economic analysis.

FIGURE 5

Central banks have sharply expanded their balance sheets to stem
the economic downturn
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targeted lending operations. The Fed, for example,
has launched several emergency lending programs
worth a total of US$2.3 trillion aimed at businesses,
states, and cities. And in Germany, the Bundesbank
has made available additional funds to refinance
short-term liquidity provisions through public
development and commercial banks.

Interestingly, governments are increasingly
assisting central banks to offer additional lending
support. The United States Department of Treasury
has provided a backstop to various lending
programs by the Fed, while in the United Kingdom,
the Bank of England’s (BOE) purchases of
commercial paper enjoys complete guarantee by
the UK Treasury.®s

There are, however, challenges
ahead

As Deloitte’s State of the Consumer Tracker reveals,
consumers across G7 nations remain anxious about
their health and job prospects due to the ongoing
economic downturn.*® These concerns will continue
to weigh on consumer spending in 2020.
Businesses in certain sectors, including tourism
and hospitality, aviation, and food services, will
struggle more than others as consumers hold back
on their spending and the flow of foreign tourists
remains sharply and consistently lower than last
year. Tourist arrivals have all but dried up and are
nearly close to zero in almost all G7 countries. And
although some countries in Europe have opened
cross-border movement for
select nationalities," tourists
haven’t been returning to key
destinations in the region.
Available data for Spain, for
example, shows that tourist
arrivals were up in June from
zero in the prior two months but
are still 97.7% below the arrivals

seen a year ago. According to the International Air
Transport Association, passenger demand for
aviation for the whole of 2020 could fall by as
much as 52.6% in North America and by 56.4% in
Europe.®® Given the sharp dent to demand, the risk
of bankruptcies has risen, with small businesses
being most vulnerable, especially if fiscal and
monetary support is scaled down." Rising
bankruptcies may, in turn, hit banking asset
quality and strain credit growth.

The massive amounts of stimulus engaged by G7
governments mean that a return to fiscal prudence
will be a challenge over the medium to long term.
According to the IMF, general government fiscal
balance as a share of GDP for advanced economies
is set to deteriorate by 13.3 percentage points in
2020 compared to a year before.2° Within the G7,
the IMF expects the rise in the deficit in 2019—
2020 to be the highest in the United States (23.8%
of GDP from 6.3%), followed by Canada (12.6% of
GDP from 0.3%) and Germany (10.7% of GDP from
a surplus of 1.5%). As borrowing surges to fund
fiscal stimulus, government debt is also expected to
rise sharply (figure 6). For countries such as Italy
that had not long ago suffered during the sovereign
debt crisis in Europe, the expected rise in
government debt will be a worry. High debt and
deficit will likely translate to future cuts in fiscal
support and higher taxes, thereby putting more
burden over the long term on the younger
generation, which is worrying for countries with
aging populations such as Japan, Germany,

and Italy.>

The massive amounts of stimulus
engaged by G7 governments mean
that a return to fiscal prudence will be
a challenge over the medium to

long term.
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Government debt for G7 economies will likely rise sharply in 2020 due to

the fiscal stimulus measures
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Sources: International Monetary Fund (sourced through Haver Analytics); Deloitte Services LP economic analysis.

Strong monetary stimulus has meant a sharp rise
in central banks’ balance sheets, which were
already at elevated levels after a surge since the
global downturn of 2008—-2009. Between February
and July of this year, the total liabilities of the Fed
went up by 67.7% and for the European Central
Bank (ECB), they shot up by 45.7%. Also, key
policy rates are at record lows with bond yields too
dropping sharply as investors rush to safety (figure
6). Low interest rates, if they
continue for long, are not good
news for savers. Pensioners too
suffer as they typically hold
more of fixed-income assets in
their portfolio than younger
people who likely invest more
in equities. If yields remain low,

people—especially the younger generations—may
end up working longer due to higher retirement
age, pay more taxes, and yet earn lower incomes in
their old age. Insurance companies and pension
funds face the risk of falling short of their
liabilities.>* Most importantly, low interest rates,
along with high government debt and deficit, leave
less room for monetary and fiscal policy responses
should another crisis arise.

Low interest rates, along with high
government debt and deficit, restrict
room for monetary and fiscal policy
responses should another crisis arise.
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FIGURE 7
Bond yields have fallen again this year
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The biggest worry is the
virus itself

The biggest challenge, however, is the virus itself.
Data on new virus cases and deaths due to COVID-
1923 shows that the pandemic is far from over. Even
in countries where the spread of the virus has been
under control for some time, localized outbreaks
have happened—such as the United Kingdom,
Spain, and Australia—resulting in local lockdowns,

social distancing measures, and travel

o

A

Jan-14 Jan-16 Jan-18 Jan-20

restrictions.?* Uncertainty, therefore, will continue
till a credible vaccine is found, which seems
unlikely at least till the end of this year.?s By that
time, even if a vaccine were to be found, ensuring
production and supply will depend on supply
chains spread across the globe, competition with
other countries for supplies, and the logistics of
delivering these vaccines to the population.2® Till
that time people and businesses in G7 countries, as
in other parts of the world, will have to learn to live
with the virus.

10
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