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Fig 1: Recent events in Greece have moved it back to the beginning stages
despite it being the first to enter a bailout in 2010
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Dear readers,

Five years after entering its first financial assistance programme, Greece is seeking a
new bailout. With this Greek bailout in the headlines, we thought now was a good
time to assess how the five Eurozone bailout economies have been performing (see
Figure 1 below). Ireland has been the stand-out performer to date – it passed its pre-
crisis GDP level in the third quarter of last year. Spain has seen growth accelerate as
its banking sector recovers and it continues to adopt structural reforms. Portugal is
also in a better position now than when it entered its programme, but a high public
debt burden means that its economy still has vulnerabilities. Cyprus is still at the
‘reform, reform, reform’ stage of its programme, but is making progress.

Particularly pertinent to Greece is capital controls. Based on a review of countries
that have implemented capital controls since 2000, we find three features that can
help to deliver a good outcome: 1) clear and consistent processes; 2) careful
withdrawal; and 3) strong macroeconomic fundamentals or robust institutions.

In addition to this, we have looked at recent trends in business investment in
Germany, France, Italy and the Netherlands. France and the Netherlands have just
about reverted to their pre-crisis level but Germany and particularly Italy have not.

Looking forward, the key developments that we’ll be watching out for in the Eurozone
will be:

1. the policy response to any ‘wobbles’ in the Greek bailout discussions, particularly
in the lead up to 20th August when Greece must repay around €3.2bn to the ECB;

2. signs of strengthening growth in the periphery when the GDP flash estimate is
released on 14th August; and

3. preparations for the bank stress tests that are expected to begin in the first
quarter of 2016.

The last month has also seen some important global events that businesses need to be
aware of. In the US, reasonably strong 2nd quarter growth of 2.3% (at an annual rate)
makes a rate rise later this year all the more likely. A nuclear deal with Iran was also
announced, which as we discussed in our May GEW, could pave the way to increased
trade and jobs in the Iranian economy.

Stages of an economic bailout:
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*Ireland’s bailout was agreed in Dec 2010 but the first loan payment was made in Jan 2011
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Figure 2 shows that post-crisis business investment performance across the Eurozone has
been mixed. Specifically the core Eurozone economies of France and the Netherlands have
just about reverted to their pre-crisis levels, but Germany has not and Italian business
investment levels are now around 30% lower than in 2007. What demand and supply
factors have driven these trends?

Demand

On the demand side, three of the four economies we are focusing on still have significant
output gaps. In 2014, the unweighted average output gap of France, Italy and the
Netherlands was around 4% of potential GDP. This may make businesses reluctant to
invest until this spare capacity is used up. Germany is operating close to capacity, which
makes its relatively weak investment performance somewhat surprising. This could,
however, reflect some major German companies focusing their new investment in faster
growing markets overseas, including China, rather than in a more modestly growing, and
higher cost, domestic market.

Supply

There could also be supply factors which help to explain this trend. The table below Figure
2 shows that the average market cost of loans for non-financial corporations (NFCs) varied
across the countries, with the countries with the higher costs – Germany and particularly
Italy – also having relatively weaker investment performance on average since 2007. In the
case of Germany, this was despite its government bond yields being the lowest in the
group, suggesting a higher corporate lending risk premium.

Italy had the highest borrowing costs over the period and a closer look at the numbers
shows that the Italian country risk premium increased particularly significantly in 2011 at
the height of the Eurozone crisis, which goes some way towards explaining its dismal
investment performance after 2011.

Fig 2: After 2011, the recovery in business investment
ground to a halt

*Interest rate charged by credit instituions on new business loans
**Sum of quarterly nominal investment data deflated using the
GDP deflator
Sources: PwC analysis, Eurostat, IMF, ECB

Economic update: what happened to business
investment in the Eurozone?
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At the end of June, Greece became the most
recent example of an economy turning to capital
controls. It put in place restrictions to regulate
capital market flows both domestically and
internationally.

Even though this goes against the spirit of
freedom of movement of capital within the
European Union, both the Cypriot and Greek
examples illustrate that capital controls can be a
necessary (but hopefully only temporary) evil in
times of financial crisis.

The main objective of capital controls is to bring
stability to an economy and its financial sector.
There is no right or wrong way to do this.
However, we have looked at the clarity,
withdrawal and implementation of outflow
restrictions for a selection of countries and think
that there are three key criteria that can help
ensure the effectiveness of capital controls.

1. Clear and consistent processes must be
quickly established

For businesses and households, clarity of
information on the rules underpinning capital
controls is paramount. This helps them to plan
ahead and adjust accordingly. For businesses in
particular, it means that they can negotiate with
their domestic and overseas suppliers on the
payment terms in advance. Moreover, they can
anticipate the likely fall in demand resulting from
consumers focusing their spending on vital
goods and services. Such clarity will ensure that
vital imports continue flowing and prevent the
economy from grinding to a halt.

In Cyprus, for example:

• ‘normal’ business trade transactions were
initially limited to €25,000 domestically and
€5,000 abroad per day; and

• a committee was set up to consider
applications for essential transfers between
these limits and €200,000 and respond

be gradually lifted.

Iceland, where restrictions were primarily
focused on capital markets rather than payments
per se, took almost 7 years to begin the final
withdrawal phase (this began in 2015 but is not
shown in the chart as data are only available
until 2013). The lesson is simple: capital controls
must only be a temporary expedient, but re-
liberalisation should be undertaken with caution
and clarity to avoid a sharp increase in capital
flight that would force controls to be reinstated.

3. Implementation is more effective
under certain conditions

An IMF paper argues that outflow restrictions
are more effective if they are supported by
stronger macroeconomic fundamentals or more
robust institutions.¹ If a country exhibits
weakness in these areas, then the effectiveness of
controls in reducing net outflows could be
diminished. Turning to the Greek example, prior
to setting capital controls, Greece had poor GDP
growth and its fate in the Eurozone was under
question. At the same time, its banks were highly
reliant on limited emergency liquidity assistance
from the European Central Bank.

While this does not mean capital controls cannot
be ‘successful’ in Greece, it does suggest that
careful monitoring is required by policymakers
to ensure that the controls are implemented
properly and are meeting their objectives given
the worsening macroeconomic climate.

In recent years, outflow restrictions have been
implemented in times of economic and financial
crisis. Such crises are often partially fuelled by
uncertainty. If capital controls are to help
prevent further economic collapse, uncertainty
surrounding their rules and withdrawal must be
kept to an absolute minimum.

¹Effectiveness of Capital Outflow Restrictions, IMF
Working Paper, January 2014

within 24 hours.

These quick and simple processes minimised
uncertainty, particularly for businesses, and can
be contrasted to the Greek case where even large
companies had to access vital supplies through
foreign subsidiaries and connections.

2. It’s all about the timing

Restrictions on capital outflows can inhibit
economic growth by discouraging foreign
investment. However, removing capital
restrictions too fast can also have negative
consequences on the economy.

For example, Argentina relaxed its outflow
restrictions in 2006 after a steady strengthening
from 2001 to 2004. But a year later restrictions
had to be increased once again to stem capital
flight (see Figure 3). In Cyprus, restrictions were
fully removed after around two years. During this
period the authorities met a set of pre-stated
milestones that prepared the way for controls to

Capital controls are back

Fig 3: Argentina’s experience of capital
controls has been one of ups and downs

*Aggregate index based on 10 asset classes
Source: IMF
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5 years of Eurozone bailouts – but where does
each economy stand now?

Greek contagion risks seemingly manageable

The long-drawn out Greek bailout negotiations have raised questions about the
risk of contagion to other peripheral economies. In recent years, the bloc has
undergone some key changes:

• Institutionally, the European Central Bank (ECB) can now legally act as a
lender of last resort to Eurozone member states by buying sovereign bonds;

• Most peripheral economies have dealt with the flow issues facing their public
and external finances and are now recording positive, or close to positive,
primary budget balances and current account balances; and

• Economic headwinds have eased with the Eurozone expected to grow by 1.5%
in our main scenario – the fastest since 2011.

However, the Greek crisis raises a broader question on where the other peripheral
economies stand on their recovery path? Figure 1 maps out an end-to-end stylised
path of how a bailout programme is typically expected to unfold. Here is our
assessment of progress to date:

Ireland has been the star performer: To date, Ireland has been the ‘poster
boy’ of economic reform in the peripheral economies. Ireland grew by 5.2% in real
terms in 2014 and we expect output to expand by a further 3.9% this year. In fact,
Figure 4 shows that Ireland was the first of the bailed-out peripheral economies to
see GDP break through its pre-crisis output level, which it did in the third quarter
of last year (Irish Gross National Product (GNP) is also above its pre-crisis level).

A weak Euro and higher competitiveness (Figure 5 shows its real effective exchange
rate (REER) has dropped by 7.6% since 2010) have helped boost Ireland’s export
sector. This has had a disproportionately positive effect on its economy as exports
are equivalent to around 114% of GDP. For Irish households, there has been a
significant drop in the unemployment rate to less than 10%, which is lower than
that of France and Italy.

Spain – financial sector restructuring is working: Focusing on Spanish
banks (which were the main recipients of bailout funds) the ratio of non-
performing loans to total gross loans ― a key measure of the health of banks’ loan 
books ― remains low. In fact, at 7.7%, it is the lowest amongst the peripheral 
bailout countries. The performance of a country’s financial system is intrinsically
linked with wider economic performance. For Spain, we expect strong growth of
around 3% this year (faster than Germany or indeed the UK) to gradually improve
the financial system’s profitability and further reduce non-performing loan ratios,
all of which are projected to shore up the capital base of its banks.

Spain has also kept its structural reform momentum going in the past 12 months
with policy aimed at bringing down its high unemployment rate in the medium
term. For these reasons, Spain is placed highly on our bailout path and is expected
to exceed its pre-crisis GDP level by 2017.

Portugal coming along but work still to do: Portugal has also made progress
since the beginning of its bailout, but not to the same extent as Ireland and Spain.
The economy is experiencing a cyclical upturn, growing in 2014 for the first time
since 2010. But it still has to deal with a few structural issues. For example, its
public debt to GDP ratio stands at 130%, the second highest of the five bailout
economies (see Figure 6).

Also, Portugal has made the least progress on improving its competitiveness as
shown by the real effective exchange rate in Figure 5, which might impair its long-
term growth prospects.

Greece back to square one, Cyprus roaring ahead: Recent events have
pushed Greece back to square one. It has fallen behind Cyprus, which has now
shifted its reform attention from public finances ― with the government posting a 
healthy primary surplus of 2.9% of GDP ― to structural reforms in the health and 
telecommunications markets. Cyprus is therefore still at the ‘reform, reform,
reform’ stage of its programme, but making decent progress.

What’s next for the Eurozone periphery?

We think that there are three things that businesses should watch out for in the
Eurozone over the coming weeks and months. First, the policy response to any
‘wobbles’ in the latest Greek bailout discussions. Second, any signs of
strengthening growth in the periphery (the Eurozone GDP flash estimate will be
released on 14th August) and, third, the preparations for the European Banking
Authority (EBA) banks stress tests, which will be carried out next year.

Over the longer-term, the big issue that peripheral economies will need to deal with
is the high stock of public (and in some cases private) debt. Achieving primary
surpluses should help with at least stabilising public debt levels. But the real
benefits will come through stronger nominal GDP growth rates, particularly once
inflation levels revert back to their target rate of around 2%.

Fig 4: Ireland is the only bailout economy to have
regained its pre-crisis GDP level

Fig 5: The objectives of bailouts are to improve fiscal
sustainability, FS stability and competitiveness

Fig 6: Spain is the only one of the bailout economies
with a public debt to GDP ratio of less than 100%

Sources: PwC analysis, Eurostat, CSO

Sources: PwC analysis, IMF, Eurostat

Source: IMF
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Projections: August 2015

Interest rate outlook of major economies

Current rate (Last change) Expectation Next meeting

Federal Reserve 0-0.25% (December 2008) Rate to start to rise later in 2015 16-17 September

European Central Bank 0.05% (September 2014) Rate on hold until at least late 2016 3 September

Bank of England 0.5% (March 2009) First rise expected in early 2016 6 August

Richard Boxshall
T: +44 (0) 20 7213 2079
E: richard.boxshall@uk.pwc.com

Conor Lambe
T: +44 (0) 20 7212 8783
E: conor.r.lambe@uk.pwc.com

Barret Kupelian
T: + 44 (0) 20 7213 1579
E: barret.g.kupelian@uk.pwc.com

The GCI is a monthly updated index providing an early steer on consumer spending and
growth prospects in the world’s 20 largest economies. For more information, please visit
www.pwc.co.uk/globalconsumerindex
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PwC’s Global Consumer Index

Growth in consumer spending stabilised in
July, albeit remaining below its long-term
growth rate. Global equity markets rallied
in response to more positive news in the
Eurozone as the possibility of a Greek exit
lessens. Consumer and business
confidence edged up slightly, combined
with stronger industrial production in
Europe and China. These point to a
possible improvement in consumer
spending in the coming months.
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Long-term growth

1.7%

PPP MER 2014 2015p 2016p 2017-2021p 2014 2015p 2016p 2017-2021p

Global (Market Exchange Rates) 1 00% 2.8 2.8 3.2 3.1 2.3 1 .9 2.6 2.5

Global (PPP rates) 1 00% 3.4 3.3 3.8 3.6

United States 1 6.1 % 22.5% 2.4 2.4 2.7 2.5 1 .6 0.3 1 .8 1 .9

China 1 6.3% 1 3.4% 7 .6 7 .0 7 .0 5.7 2.1 1 .9 1 .8 3.0

Japan 4.4% 6.0% -0.1 1 .1 1 .7 1 .3 2.7 1 .4 1 .5 1 .9

United Kingdom 2.4% 3.8% 3.0 2.6 2.4 2.3 1 .5 0.3 1 .7 2.0

Eurozone 1 2.2% 1 7 .4% 0.8 1 .5 1 .7 1 .8 0.5 0.1 1 .4 1 .4

France 2.4% 3.7 % 0.4 1 .3 1 .4 1 .9 0.6 0.1 1 .1 1 .2

Germany 3.4% 5.0% 1 .6 1 .7 1 .9 1 .6 0.8 0.2 1 .8 1 .7

Greece 0.3% 0.3% 0.7 -1 .5 0.7 2.5 -1 .4 -0.8 0.3 1 .4

Ireland 0.2% 0.3% 5.2 3.9 4.0 2.5 0.3 0.4 1 .3 1 .5

Italy 2.0% 2.8% -0.4 0.6 1 .2 1 .3 0.2 -0.1 1 .8 1 .4

Netherlands 0.7 % 1 .1 % 0.8 1 .4 1 .6 1 .9 1 .0 1 .2 1 .1 1 .3

Portugal 0.3% 0.3% 0.9 1 .6 1 .8 1 .8 -0.2 0.4 1 .1 1 .5

Spain 1 .5% 1 .8% 0.7 3.0 2.5 2.2 -0.2 -0.5 1 .1 1 .2

Poland 0.9% 0.7 % 3.5 3.5 3.4 3.2 0.2 -0.6 1 .4 2.5

Russia 3.3% 2.4% 0.6 -5.0 -0.5 1 .9 7 .8 1 5.0 8.0 4.3

Turkey 1 .4% 1 .0% 2.9 2.8 3.5 3.7 8.9 7 .7 6.8 6.2

Australia 1 .0% 1 .9% 0.7 2.6 2.0 2.9 2.6 2.5 2.6 2.5

India 6.8% 2.7 % 7 .0 7 .5 7 .9 6.1 3 .8 -1 .5 4.3 6.0

Indonesia 2.5% 1 .1 % 1 .2 4.9 5.0 5.4 6.4 6.8 5.8 5.1

South Korea 1 .6% 1 .8% 3.3 3.1 3 .5 3.5 1 .3 1 .0 2.0 2.9

Argentina 0.9% 0.7 % 0.5 0.8 1 .8 2.1 - 20.0 25.0 -

Brazil 3 .0% 3.0% 0.1 -0.9 0.7 3.1 6.3 8.0 6.0 4.8

Canada 1 .5% 2.3% 2.4 1 .3 2.1 2.2 1 .9 1 .1 1 .9 2.1

Mexico 2.0% 1 .7 % 2.1 2.7 3.3 3.9 4.0 3.0 3.3 3.1

South Africa 0.7 % 0.5% 1 .5 1 .8 2.0 3.2 6.1 4.8 5.6 5.3

Nigeria 1 .0% 0.7 % 6.2 4.0 4.5 6.0 8.1 1 0.5 1 0.0 7 .3

Saudi Arabia 1 .5% 1 .0% 3.5 2.6 3.0 4.4 2.7 2.3 3.0 3.4

Share of 2014 world GDP Real GDP growth Inflation

Sources: PwC analysis, National statistical authorities, Datastream and IMF. All inflation indicators relate to the Consumer Price Index (CPI), with the exception of
the Indian indicator which refers to the Wholesale Price Index (WPI). Argentina's inflation projections use the IPCNu Index. We will provide a 2017-2021 inflation
projection once a longer time series of data is available. There is not a complete series of year-on-year price growth data available for 2014 so we have not provided
an estimate for annual inflation in this year. Also note that the tables above form our main scenario projections and are therefore subject to considerable
uncertainties. We recommend that our clients look at a range of alternative scenarios.


