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Summary of projections

2012 2013 2014 2012 2013 2014
2012 2013 2014
Q3 Q4 Q1 Q2 Q3 Q4 Q1 Q2 Q3 Q4 Q4/Q4
Per cent
Real GDP growth
United States 22 19 28|31 04 25 16 18 26 30 32 34 34|17 21 3.2
Euro area -05 -06 11|-03 -24 06 00 04 07 12 14 16 18 |-09 01 1.5
Japan 20 16 14|-35 10 35 24 26 32 33 43 16 15| 05 3.0 0.5
Total OECD 14 12 23|11 -02 17 15 18 22 25 20 27 28| 08 1.8 25
China 78 78 84 78 79 83
Inflation’ year-on-year
United States 18 13 18| 15 16 12 13 13 13 16 18 19 19
Euro area 25 15 12|25 23 18 16 14 10 12 12 12 1.2
Japan 00 -04 18|-03 -02 -06 -03 01 02 04 23 23 24
Total OECD 21 15 19|18 18 15 14 15 14 16 19 20 20
China 26 25 26| 18 20 23 23 26 27 25 26 27 27
Unemployment rate’
United States 81 75 70|80 78 77 75 75 74 73 71 69 6.7
Euro area 11.2 121 123 (113 116 11.8 120 122 123 123 123 123 123
Japan 43 42 41| 43 42 42 42 41 41 41 41 41 441
Total OECD 80 81 80|80 80 81 81 81 81 81 80 79 78
World trade growth 27 36 5.8| 08 09 58 36 48 54 6.1 63 64 6.5| 25 49 6.3
Current account balance®
United States -3.0 -3.1 -33
Euro area 19 25 28
Japan 1.0 1.0 19
Total OECD -0.5 -04 -03
China 24 23 14
Fiscal balance®
United States -87 -54 -53
Euro area -3.7 -3.0 -25
Japan 9.9 -10.3 -8.0
Total OECD 57 -43 -38
China 04 -14 -15
Short-term interest rate
United States 04 03 02| 04 04 04 03 02 02 02 02 02 02
Euro area o6 01 00| 04 02 02 01 00 00 00 00 0.0 00
Japan 01 02 01 01 01 01 02 02 02 01 01 01 0.1

Note: Real GDP growth and world trade growth (the arithmetic average of world merchandise import and export volumes) are seasonally and working-day
adjusted annualised rates. Inflation is measured by the increase in the consumer price index or private consumption deflator for the United States and
total OECD. The "fourth quarter" columns are expressed in year-on-year growth rates where appropriate and in levels otherwise. Interest rates are for the
United States: 3-month eurodollar deposit; Japan: 3-month certificate of deposits; euro area: 3-month interbank rate.

The cut-off date for information used in the compilation of the projections is 16 May 2013.

1. USA,; price index for personal consumption expenditure, Japan and China; consumer price index and the euro area; harmonised index of consumer prices.

2. Per cent of the labour force.

3. Per cent of GDP.

Source: OECD Economic Outlook 93 database.

StatLink =a=m http://dx.doi.org/10.1787/888932836829
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EDITORIAL
MULTIPLE PATHS TO RECOVERY

U V hile still disappointing, the global economy is moving forward, and it is doing so at multiple speeds.
These multiple speeds reflect different paths towards self-sustained growth, with each path carrying its own
mix of risks.

In the United States, large imbalances had built up prior to the crisis and eventually erupted, but the
economy has undergone significant adjustment, which is beginning to bear fruit. The combination of a
repaired financial system and a revival in confidence is driving growth. Private sector demand is stabilising as
household deleveraging is far advanced, house prices are rebounding and wealth accumulation is supporting
consumption. Employment is growing, adding to confidence. Fiscal policy should reduce the effects of
excessive tightening coming from across-the-board sequestration, by refocusing or limiting the cuts in the
current year, while ensuring a credible medium-term consolidation path. Monetary policy should remain
accommodative but vigilant, as declining benefits of further quantitative easing are likely at some point to be
outweighed by increasing costs in terms of misallocation and excessive risk-taking.

In Japan, imbalances had been building up long before the crisis, but a radically new policy is being
implemented only now. High debt, weak potential growth and persistent deflation are being tackled by a policy
mix which includes aggressive monetary policy and the promise of decisive fiscal consolidation, as well as the
implementation of structural reforms. While the policy shift is welcome, it will take a delicate balancing act to
boost growth in a more sustainable way, raise inflationary expectations to beat deflation and secure the
sustainability of a huge public debt.

In the euro area, still-rising unemployment is the most pressing challenge for policy makers. Protracted
weakness could evolve into stagnation with negative implications for the global economy. Such a perspective
would resonate negatively with large persistent risks of adverse interactions between weakly capitalised
banks, public debt financing requirements and exit risks. The more positive news is that in many euro area
countries adjustment, both fiscal and structural, has been going on for several years. Government debt ratios
should start to decline soon with positive implications for market risk assessments. And once debt ratios begin
to decline, only modest additional fiscal tightening would be needed to bring them to safe levels over the
medium term. The improvement in competitiveness in some countries also reflects structural efforts.
However, reform fatigue is mounting as visible results in growth and jobs still fail to materialise, in part because
reforms can take time to bring results but also due to the weak macroeconomic environment. Higher wages
and product market liberalisation in surplus countries would provide a more symmetric and effective
rebalancing, while supporting growth.

The macroeconomic policy stance in the euro area should be more supportive to avoid dissipating the
benefits of adjustment. The ECB has appropriately lowered its policy rate and committed to maintain an
accommodative stance for as long as needed, but more can be done through further non-conventional
measures. In addition, progress on financial sector repair is needed to ensure that the impact of monetary
policy is uniformly transmitted to the real economy. As weakness persists, the automatic stabilisers should be
allowed to operate freely. Last but not least, the strengthening of euro area institutions, in particular banking
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union, must continue. As euro area policy has often been behind the curve, perceptions of strong disagreement
among members states could have negative consequences on confidence and exacerbate fragmentation.

Outside the major developed economies, there is a large and heterogeneous group of “innocent
bystanders”, some advanced and many emerging market economies, without large pre-crisis imbalances and
with solid growth in the recovery, but where new imbalances, often resulting from spillovers from the policy
stance in other regions, are emerging through inflationary pressures and high and rising asset prices.

What lessons can be drawn from such diverse performance across countries? To some extent, at least,
different paths to sustainable growth reflect uneven progress in two dimensions: confidence-building and
financial sector repair.

Confidence is essential for both companies and households to boost spending, especially on investment,
which continues to remain below average in many advanced and some emerging countries. It is the duty of
policy to rebuild confidence through credible medium-term frameworks involving all policy pillars: monetary,
fiscal, financial, structural, and, especially in the case of the euro area, institutional. The policy mix should be
balanced and based on multiple pillars, as relying only on a limited set of instruments could lead to renewed
instability.

Financial sector repair is needed to ensure that confidence feeds into stronger activity. The difference in
the paths to recovery reflects, importantly, the decisive action in this area in the United States relative to the
long delay in Japan and in the euro area.

Fiscal policy will continue to be geared towards consolidation. Its composition should be adjusted to make
it more growth-friendly and improve its impact on equity and income distribution. The pace of deficit
reduction should be slower if weakness persists. In this respect, it may be worth recalling that, contrary to
widespread perceptions, the pace of consolidation on the two sides of the Atlantic has been not so dissimilar.
Differences in activity and employment performance are likely to reflect differences in labour market
institutions and financial sector repair.

With limited fiscal space, monetary policy will continue to bear most responsibility for supporting activity,
including through unconventional measures. The United States and now Japan have taken this route, less so
the euro area. At the same time, protracted monetary easing may lead to excessive risk taking, bubbles and
resource misallocation. Exit from unconventional monetary policy, when needed, may be difficult to manage
and less smooth than desirable, possibly leading to sharp rises in bond yields and serious negative
consequences for growth in a number of advanced and emerging economies.

In any case, restoring a more normal stance of monetary policy can hardly be achieved without a
sustainable fiscal path. And debt sustainability cannot be obtained without sustained and sustainable growth
which, in turn, requires strong efforts in structural reforms. From this point of view, Japan, among the large
advanced economies has been lagging behind, less so the euro area. In the euro area, however, progress is still
needed in addressing barriers in labour markets, and especially those facing the young generations.

Finally, in such a diverse, multiple-path environment, internal and external imbalances are more likely to
increase than the opposite. Current account imbalances are still large and could be rising in the future, while
unorthodox monetary policies are likely to generate shock waves both during their implementation and once
they begin to be withdrawn. National policy frameworks will be less credible if they conflict with each other or
disregard spillover effects. Adjusting the composition of national policy packages in a cooperative fashion to
facilitate rebalancing and minimise adverse spillover effects is necessary. It is also possible.

29 May 2013

Pier Carlo Padoan
Deputy Secretary-General and Chief Economist
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GENERAL ASSESSMENT OF THE MACROECONOMIC SITUATION

Summary

e In the absence of adverse events, growth in advanced economies should strengthen gradually after the

middle of 2013 and through 2014, helped by on-going support from accommodative monetary policies,
improving financial market conditions and a gradual restoration of confidence.

The upturn continues to diverge across countries, with the United States likely to grow faster than other
large OECD economies. Euro area growth remains constrained by the lingering effects of the euro area
crisis, the on-going drag from fiscal consolidation and weaknesses in credit markets. Various policy
influences seem likely to result in an irregular growth pattern in Japan. Within an overall pattern of only
modest and gradual acceleration, growth outcomes in emerging market economies are also diverging,
with China in the lead and growth in others restrained by structural factors, with stagflationary
tendencies in some.

Labour markets are set to firm gently in the United States and Japan, but unemployment is likely to
continue to rise further in the euro area, stabilising at a very high level only in 2014. Structural reforms
are essential to prevent cyclical unemployment from becoming structural.

Inflation is likely to drift up from its current low rate in the United States, while aggressive monetary
easing could see deflation give way to moderately positive underlying inflation in Japan. By contrast,
inflation in the euro area is set to remain very low. Inflation rates are likely to vary across the large
emerging market economies.

Monetary policy needs to remain extraordinarily easy in the United States. However, the pace of further
easing through additional asset purchases may need to be gradually reduced. Additional easing of
monetary policy is needed in the euro area, with interest rates reduced as much as possible and asset
purchases being undertaken in a manner consistent with the nature of the euro area. The recent
quantitative and qualitative monetary easing in Japan is overdue and should help to attain the new
inflation target.

Countries should proceed with their structural fiscal consolidation commitments whilst allowing the
automatic stabilisers to operate fully. In the United States, the automatic across-the-board budget
spending cuts should be made less harmful to growth and a credible long-term fiscal plan needs to be
put in place; in Japan, fiscal consolidation should commence in 2014, as planned, and a credible
medium-term fiscal plan is necessary to maintain market confidence in the face of challenging debt
dynamics; and in the euro area, structural consolidation should proceed at the slower pace planned and
should by 2014 have reached a level that would lead to declining debt ratios in the longer term in the
area as a whole and in most member countries.

Downside risks to the outlook still dominate, even if they have narrowed as a result of actions by the
monetary authorities in the euro area and the resolution of the fiscal cliff in the United States.

Negative risks still remain in the euro area, and events could still trigger off adverse interactions
between weakly capitalised banks, government finances, the real economy and exit risks. Further policy
measures and institution building are necessary to reduce such risks, including expediting the
construction of a full-fledged banking union. Structural reforms remain crucial to address underlying
economic imbalances between the core and the periphery, though progress has been made in the
periphery.

Potential bond market instability in the run-up to the eventual move towards exit from unconventional
monetary policy is also a downside risk; if a sharp rise in US government bond yields were to occur it
could have serious consequences for the global economy:.

Fiscal policy risks also remain, related to uncertainty about the impact of poorly targeted budgetary
sequestration in the United States and unsustainable public finances in Japan.

A risk shared by OECD and emerging market economies is that the rate of potential growth has become
more uncertain since the onset of the global crisis.
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1. GENERAL ASSESSMENT OF THE MACROECONOMIC SITUATION

Introduction

The recovery over the past The global recovery over the past four years has been muted and
four years has been weak uneven, with increasingly divergent cross-country activity developments

and uneven...  amone both advanced and emerging economies. Countries without large
pre-crisis imbalances, notably the large emerging market economies and
some English-speaking and Nordic economies, have had solid growth
outcomes in the recovery period, although imbalances are now possibly
emerging, with inflationary pressures and high asset prices in the general
low-interest rate environment. Improving growth outcomes are also now
appearing in those countries that had sizeable pre-crisis imbalances but
have subsequently acted decisively to recapitalise banks and ease
monetary policy aggressively, such as the United States. In contrast,
countries that had built up large imbalances inside the euro area, with its
incomplete institutional set-up and weak bank capitalisation, have been
mired in recession against the background of imperfect monetary policy
transmission, large fiscal consolidation needs and fears of break-up. In
most of the OECD area, fiscal policy is not able to support growth and the
burden of stabilisation has fallen on monetary policy with a number of
accompanying strains and international spill-over effects.

... and this is set to Growth is set to remain higher in the United States than in the euro

) continue with signiﬁca_nt area (Table 1.1), despite stronger fiscal headwinds, with activity levels
divergence across countries y,,45ted by very accommodative monetary policy and strengthened
private sector balance sheets. Japan is in a robust recovery this year but

there is considerable uncertainty as to whether the new and decisive

monetary policy regime will overcome the headwinds from strong fiscal

contraction in 2014. In the key emerging market economies, growth will

remain strongest in China, where scope remains for policy stimulus to

support activity if growth were to weaken, with muted upturns occurring

in India and Brazil unless structural factors that are impeding growth

prospects can be addressed. These are also among the few countries

where inflationary pressures remain, with inflation in almost all other

countries being low and contained or even excessively low in the euro

area and Japan. An unwelcome further deterioration in labour market

conditions appears likely in many euro area countries, with OECD

unemployment only beginning to drift down slowly in the course of 2014.

This chapter is organised as follows. After outlining the main
economic and financial forces presently acting, the projection is set out
and the implications for inflation, labour markets and external balances
discussed. Subsequent sections discuss the key risks around the

OECD ECONOMIC OUTLOOK, VOLUME 2013/1 © OECD 2013 — PRELIMINARY VERSION 11
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Global economic conditions
are improving only slowly

12

Financial conditions are
supportive in most
countries

Table 1.1. The global recovery will gain momentum only slowly
OECD area, unless noted otherwise

Average 2012 2013 2014
2000-2009 2010 2011 2012 2013 2014 Q4/Q4
Per cent

Real GDP growth'
World? 3.3 5.0 3.7 3.0 3.1 4.0 2.8 34 43
OECD? 1.7 3.0 1.9 1.4 1.2 2.3 0.8 1.8 25
United States 1.7 2.4 1.8 2.2 1.9 2.8 1.7 21 3.2
Euro area 1.3 1.9 1.5 -05 -06 1.1 -09 0.1 1.5
Japan 0.5 47 -0.6 2.0 1.6 1.4 0.5 3.0 0.5
Non-OECD? 6.6 8.2 6.3 5.1 515 6.2 585) 5.4 6.5
China 10.3 104 9.3 7.8 7.8 8.4 7.8 7.9 8.3
Output gap3 0.8 23 -20 -23 -28 -24
Unemployment rate* 6.5 83 79 80 81 80 80 81 7.8
Inflation® 25 1.9 2.6 2.1 1.5 1.9 1.8 1.4 2.0
Fiscal balance® -2.8 -7.7 -64 57 -43 -38
Memorandum Items
World real trade growth 4.9 127 641 27 36 58 25 49 63

. Year-on-year increase; last three columns show the increase over a year earlier.

. Moving nominal GDP weights, using purchasing power parities.

. Per cent of potential GDP.

. Per cent of labour force.

. Private consumption deflator. Year-on-year increase; last 3 columns show the increase over a year earlier.
. Per cent of GDP.

Source: OECD Economic Outlook 93 database.

O hs WN =

StatLink %i=r http://dx.doi.org/10.1787/888932836848

projection and the main macroeconomic and financial policy
requirements that these give rise to.

Key forces acting

The global economic recovery has continued to proceed in fits and
starts, especially in the OECD area, with quarterly output growth
fluctuating around a modest positive rate.! The pace of the recovery has
also continued to diverge across the major OECD economies and within
the euro area (Figure 1.1), reflecting inter alia cross-country differences in
macroeconomic and structural policies, as well as other factors affecting
financial conditions.

Financial conditions

Since the release of the previous Economic Outlook at end-November
2012, financial conditions have been supportive and continued to improve
in most large OECD economies, but have become somewhat less
accommodative in many emerging markets. Indeed, the OECD financial
conditions index (FCI) improved through early 2013 in the three major

1. A normalisation of inventory levels helped OECD-wide output bounce back in
the first quarter of 2013 following the small decline in the fourth quarter of
2012, but final demand growth only rose modestly.
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1. GENERAL ASSESSMENT OF THE MACROECONOMIC SITUATION

Figure 1.1. There are divergent trends amongst the major OECD economies
GDP, chained volumes (2008Q1 = 100)

110 110
= United States = Germany
= = Euro area = = France
Japan === Jtaly
== = (Canada _ == = Spain
105 . 105

2009 2010 2011 2012 2008

100
95 95
I I I | T T S R R B R B
% 2009 2010 2011 2012 %

'2008

Source: OECD Economic Outlook 93 database.
StatLink Sasm http://dx.doi.org/10.1787/888932835385

OECD economies, with the increase more notable in Japan (Figure 1.2).
However, the resulting boost to growth could be delayed or weaker than
normal as price signals may fail to revive private demand to the same
extent as in the past given uncertainty about the durability of the
improvements, further deleveraging needs and, in the euro area, the still
impaired bank lending channel. These factors have already been reflected

Figure 1.2. Aggregate financial conditions have improved

6 6
= United States
= = Japan

4 "°° Euroarea PR 4

2 2

0 0

-2 -2
-4 -4
-6

2002 2003 2004 2005 2006 2007 2008 2009 2010 2011 2012

Note: A unitincrease (decline) in the index implies an easing (tightening) in financial conditions sufficient to produce an average increase
(reduction) in the level of GDP of % to 1% after four to six quarters. See details in Guichard et al. (2009). Estimation done with available
information up to 16 May 2013.
Source: Datastream; OECD Economic Outlook 93 database; and OECD calculations.

StatLink Si=m http://dx.doi.org/10.1787/888932835404
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1. GENERAL ASSESSMENT OF THE MACROECONOMIC SITUATION

in divergent credit growth across the OECD area, and in particular euro
area countries. Key developments in the main economies include:

Financial conditions have e In the United States, highly-stimulative monetary policy has
improved in the United encouraged risk-taking, leading to a rebalancing of private investors’
States... asset portfolios toward riskier assets: equity prices have gained around

16% since end-November 2012; stock market volatility has been low and

stable; and spreads between corporate bonds, especially high-yield

ones, and government bonds have continued to narrow. Credit

standards have eased across major loan categories, reflecting progress

with banks’ balance sheet adjustments, and loan demand has

strengthened. Credit continues to grow at a moderate but steady pace.

... and spectacularly soin e In Japan, the anticipation and the subsequent announcement of
Japan aggressive monetary policy easing has resulted in dramatic
improvements in financial conditions. Since end-November 2012 to
mid-May 2013, the yen nominal effective exchange rate depreciated by
around 20% (Figure 1.3) and stock prices gained around 60%. Yields on
10-year government bonds fell to less than 0.5% in early April, but have
subsequently risen close to their end-November 2012 level. With credit
conditions easing, annual growth in bank lending has remained
positive.

Figure 1.3. The Japanese yen has depreciated sharply

Nominal effective exchange rate (November 2012 = 100)

110
105
100
95
90

85 — United States 85

—— Japan
80 === Euroarea 80
75 | | | | | | | | | | | | | | . . . . . .75
Qi Q2 Q3 Q4 Qi Q2 Q3 Q4 Qi
2011 2012

Source: OECD Economic Outlook 93 database; and OECD calculations.
StatLink Si=m http://dx.doi.org/10.1787/888932835423

Large differences in e In the euro area as a whole, market confidence has improved against
financial conditions persist the backdrop of the Outright Monetary Transactions (OMT) scheme and
within the euro area some progress in creating aspects of a banking union, despite the
outcome of the Italian election and iterations around bail-in provisions
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in the recent Cyprus® 3 rescue agreement. Risk spreads in corporate

and government bond markets and credit default swap premia have
narrowed in most cases and equity markets have firmed. In the
vulnerable countries, earlier deposit outflows have been reversed and
Target-2 liabilities have declined. Nevertheless, large differences in
financial conditions persist within the euro area. In particular, despite
weak demand, the cost of bank credit - the main external source of
corporate financing in the euro area - is still much higher in vulnerable
member states than in core countries (Figure 1.4). As revealed by credit
standards, access to credit is also more difficult in countries under
stress, though with some cross-country heterogeneity. Banks in some
vulnerable countries have continued to report problems with access to
market funding, and large losses due to provisioning on rapidly rising
non-performing loans have put capital positions under pressure.
Together with the recession-induced fall in credit demand, these
factors have resulted in a much larger reduction in bank lending in
vulnerable countries than in core euro area economies.

Financial conditions in e In emerging economies, financial conditions have tightened slightly
emerging markets have since end-November 2012. Credit and monetary aggregates in most of
tightened slightly these economies have been growing at a robust double-digit rate.
Capital inflows into emerging markets moderated somewhat in the first
quarter of 2013, with the notable exception of China. Since end-
November 2012, nominal effective exchange rates have appreciated in
Brazil and Mexico, and to a lesser extent in China and India. Stock
markets in most regions have underperformed relative to those in

advanced economies during this period.

Some signs of excesses Increasing risk-taking has been observed in corporate bond markets.
have emerged in corporate  Spreads of corporate bonds vis-a-vis sovereign bond yields in the United
bond markets  giates have recently approached average levels of 2005-06, when risk is

widely judged to have been under-priced, and this has taken place in the

context of increasing bond issuance by non-financial companies. Spreads

of government bond yields in emerging market economies over US

Treasuries have also been close to their 2006 lows in Asia, though they

have remained above these levels in Latin America and emerging Europe.

2. Note by Turkey:
The information in this document with reference to “Cyprus” relates to the
southern part of the Island. There is no single authority representing both
Turkish and Greek Cypriot people on the Island. Turkey recognises the Turkish
Republic of Northern Cyprus (TRNC). Until a lasting and equitable solution is
found within the context of the United Nations, Turkey shall preserve its
position concerning the “Cyprus issue”.

3. Note by all the European Union Member States of the OECD and the European
Commission:
The Republic of Cyprus is recognised by all members of the United Nations with
the exception of Turkey. The information in this document relates to the area
under the effective control of the Government of the Republic of Cyprus.
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Figure 1.4. Credit conditions have diverged among euro area countries
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1. The cost of credit is defined as an interest rate on new loans to non-financial corporations (all maturities) with the exception of Greece
where it refers to new loans with maturity of up to one year.

2. Share of total loans. The reference period varies across countries between end-2011 and end-2012.

3. Indicators for Greece are affected by the implementation of the private sector involvement and therefore may not be comparable with
other countries. Returns on assets are reported after tax and thus differ from the sum of operating profits, provisions and impairment
(data for Greece are not available). For Germany, data on provisions are not available.

Source: Central banks; Datastream; European Central Bank; IMF Financial Soundness Indicators; and OECD calculations.
StatLink Sasr http://dx.doi.org/10.1787/888932835442

By contrast, notwithstanding the recent rally, equity prices do not seem

particularly high relative to earnings based on historical averages since
the early 1980s.
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Demand and activity developments

Improvements in demand and activity are much less pronounced
than in financial markets. Key developments include:

Survey measures of global e Amongst the advanced economies, forward-looking business surveys

activity have been mixed... point to somewhat stronger outcomes in the United States, Japan and,
to a lesser extent, Germany than in the remainder of the euro area
(Figure 1.5). The divergence between the German and French PMIs
during the early part of 2013 was the highest in the 15-year history of
the survey, in part likely reflecting diverging fiscal impulses this year. In
the major emerging market economies, the PMI surveys have also
recently been mixed, providing signs of moderate growth in China, but
weaker outcomes in India, Brazil and Russia.

... and global trade growth e Global trade growth has been subdued in recent months, with soft OECD
has been subdued merchandise trade volumes in the three months to February only
partially offset by strong trade growth in Asia, Africa and the Middle East.
Survey indicators of new export orders are generally at a higher level
than in the latter half of 2012, especially in Japan - likely reflecting the
impact of the effective exchange rate depreciation, but do not point to a
broad-based acceleration in trade growth in the near term. There are no
clear signs of a pick-up in trade-intensive global tech activity. Provided
trade restrictions do not intensify, trade growth is expected to gradually
pick up relative to global GDP growth over the projection period, rising by
just under one-and-a-half times the rate of GDP growth by 2014.*

Household demand e Household demand developments continue to diverge across the major
developments continue to economies, reflecting differences in balance sheet developments,
diverge amongs.t the labour market outcomes and income growth. In the United States and
advanced economies... Japan, consumption growth has remained resilient on the back of
strong asset price growth. In the United States, balance-sheet repair has

been helped by institutions conducive to debt write-down, despite

limited progress in dealing systematically with underwater mortgages.

Consumer confidence has picked up markedly in Japan (Figure 1.6).

Favourable wealth effects and improving labour market outcomes

should help support private consumption growth through the

projection period. The household saving rate is projected to rise from

the extremely low level in the first quarter of 2013 in the United States,”

4. Global trade growth has recently been broadly aligned with GDP growth, in
contrast with the pre-crisis period in which trade grew much more rapidly than
GDP. In part this reflects factors such as natural disasters in Japan and
elsewhere, subdued capital investment (a trade-intensive category of
expenditure) and until recently, a growing stock of trade restrictions in many
countries and industries (OECD/UNCTAD/WTO, 2012).

5. In the United States, there have been large recent monthly fluctuations in the
household saving rate, with a number of income payments being brought
forward into 2012 prior to tax rises at the start of 2013. In the first quarter of
2013, the saving ratio was 2.6%. However, over the five months to March the
saving rate averaged 3.6%, and the projection assumes that the saving rate
reverts gradually to this level.
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Figure 1.5. Recent business sentiment outcomes are mixed
PMI composite indicators
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Figure 1.6. Consumer confidence remains soft outside Japan
Normalised survey indicators, units of standard deviations
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Note: Data for United States are provided by the Conference Board. Normalised figures over the period 1999M1-2013M4. Values above zero
signify levels of consumer confidence above the historical average.
Source: Datastream; and European Commission.

StatLink Su=m http://dx.doi.org/10.1787/888932835461

but is likely to fluctuate in Japan due to anticipation of the planned
increases in the consumption tax rate in 2014 and 2015.° Demand
remains much weaker in the euro area, outside Germany, reflecting a
mix of weak income growth, rising unemployment, high debt and
declines in property values. There is a risk that household saving ratios
might need to rise further to facilitate balance sheet repair in euro area
countries, such as the Netherlands, Italy and France, where household
debt levels have risen since the onset of the crisis (Table 1.2) and
property values are now declining.

6. This may not be fully reflected in activity as it could be offset to some extent by
changes in stock-building.
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... and the emerging

economies

Investment growth remains
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low in the OECD

economies...

Table 1.2. Debt indicators in the household sector

Per cent
Households' gross debt-to-gross Households' gross financial
disposable income ratio’ assets-to-gross disposable income ratio

Pre- Pre- Pre- Pre-
o120 a0 AR RN zozt oo GER O
2007 2000 2007 2000
United States 107.9 117.3 130.7 96.4 436.1 428.2 477.6 442.7
Euro area 107.8 108.3 103.8 82.1 309.4 308.7 3121 2971
Japan 123.9 126.1 127.2 133.6 495.8 4925 501.3 435.2
Germany 87.2 90.5 96.1 109.0 2724 2747 277.8 253.0
France 100.4 99.2 89.4 68.0 313.6 310.0 302.2 282.4
Italy 74.5 73.7 65.7 41.7 320.7 334.7 3384 356.9
United Kingdom 146.0 158.1 174.2 112.4 432.3 4425 4611 475.1
Canada 151.2 151.7 137.8 113.4 355.9 359.4 3493 355.2
Australia 170.7 172.1 169.8 114.2 336.5 3321 380.2 266.1
Belgium 91.5 87.3 80.0 65.2 434.4 419.8 4394 502.2
Denmark 303.9 309.6 308.3 2252 540.2 511.2 5271 399.0
Greece 101.5 97.4 72.3 26.8 180.5 174.6  201.5 226.6

Ireland 222.6 2254 217.8 . 385.0 362.3 3287 .
Korea 153.4 150.8 139.0 92.1 331.0 3246 3014 2311
Netherlands 285.3 277.5 2424 163.7 684.6 622.8 586.5 570.4
Norway 194.2 196.9 199.6 134.9 2194 22477 239.7 186.7
Portugal 135.0 142.1 142.2 104.1 309.5 3126 320.7 315.9

Slovenia 53.3 53.6 471 . 159.8 165.9 174.2 .
Spain 133.8 137.1 139.5 81.5 2457 249.6 283.3 248.9
Sweden 168.1 168.2 1543 105.5 405.0 400.7 3694 320.6
Switzerland 194.6 186.4 181.4 170.6 546.2 536.4 581.7 577.4
OECD average3 121.3 126.1 129.8 100.3 399.5 3955 4184 385.8

Note: Data for the United States, Japan, the United Kingdom, Canada, Ireland, Korea and Switzerland are not
consolidated.

1. Gross debt is defined as total financial liabilities less shares and financial derivatives.

2. Or latest available quarter. For Switzerland data refer to 2011.

3. OECD average is weighted by nominal GDP at PPP rates in 2010.

Source : OECD national accounts, OECD Economic Outlook 93 database, national central banks' statistics,
national statistical institutes, ECB, Eurostat.

StatLink == http://dx.doi.org/10.1787/888932836867

e There are also diverging private consumption developments in
emerging markets. Retail sales growth remains solid in China, a little
above the pace of GDP growth, with the recent growth of government
social spending helping to gradually reduce incentives to maintain very
high household saving. In contrast, the growth of private consumption
has softened in India, held back by high inflation and soft income
growth.

e Private investment has recently been low in many OECD economies,
even allowing for the weakness of demand (Figure 1.7). However, in
some economies the pre-conditions are now improving to help
investment growth to pick up provided confidence and final demand
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Capital stock growth (%)

Capital stock growth (%)

Figure 1.7. Net investment is weak relative to output growth
Average annual growth of the real productive capital stock and GDP over successive three-year intervals
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Note: The data shown are for average annual growth over successive three-year intervals from 1988-91 through to 2009-12. The black
points represent the 2009-12 interval.
Source: OECD Economic Outlook 93 database.
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strengthen.” In particular, the aggregate balance sheet position of the
non-financial corporate sector appears generally favourable, especially

7. In the G7 economies, the share of nominal business investment in GDP at the
end of 2012 was around 1% percentage points lower than the average in the
decade to 2005, immediately prior to the rapid pre-crisis acceleration in

investment.
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... with mixed e
developments in housing
markets

Investment growth differs e
among the major emerging
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market economies

in the United States, and a number of companies have taken advantage
of increasing risk appetite to raise additional finance, with global
corporate bond issuance rising to a record high earlier this year.
Currency and deposit holdings by non-financial corporations are above
longer-term norms, although it remains to be seen whether these will
be used to finance higher dividend payments, additional equity
purchases or merger activity rather than fixed investment. Survey-
based measures of investment intentions have picked up a little this
year in a number of large economies, most notably Japan, and the drag
exerted by high uncertainty may also be easing, with market-based
measures of uncertainty at low levels and news-based measures of
economic policy uncertainty having eased. Investment prospects
remain weaker in the euro area than elsewhere, reflecting subdued
final demand, less favourable balance sheet developments, the still
high barriers to competition, continued financial fragmentation and
weak or declining bank lending. Beyond action to remove barriers to
credit supply, a priority is to implement product market reforms to raise
general competitive pressures, particularly in retail trade, professional
services and network sectors (Table 1.3). At the EU level, it is important
that additional initiatives are taken to further deepen the Single Market
and help liberalise service sectors.

Housing market developments have also continued to diverge across
OECD economies. In the United States, the significant rebound in real
prices (Table 1.4) has been accompanied by further improvements in
housing sales and starts, declines in the overhang of vacant properties
and a recovery in real housing investment. Strong growth in household
disposable income and favourable financing conditions have boosted
real house price growth in Germany and Switzerland, despite macro-
prudential measures in the latter, helping to align prices more closely
with housing rents and, to some extent, income. In marked contrast,
real house prices continue to decline in Japan and most of the euro area,
with the pace of the decline increasing in Spain, the Netherlands, Italy
and, more recently, France, placing marked downward pressure on
household balance sheets and potentially adding to non-performing
loans in the banking sector. At the other extreme, prices are high, and
in some cases continue to rise, in Norway, Sweden, Canada and New
Zealand, pointing to a risk of a price correction - especially if borrowing
costs were to rise or income growth were to slow.

Investment growth prospects are especially important in emerging
market economies, given the relatively high share of investment in GDP.
Amongst these economies, investment growth in China remains very
high, led by strong growth in housing and infrastructure spending.
Although infrastructure supply is not especially high (OECD, 2013b), it
seems unlikely that total investment growth will persist at its present
rate, given the already elevated share of investment spending in GDP
and the commitment to raise the share of consumption in final
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Table 1.3. Selected product market reform recommendations
in OECD and BRIICS countries

Reduce economy-wide Reduce sector-specific
regulatory burdens regulatory burdens Reduce
barriers
Reduce cost Reduce the. Energy Retail trade to FDI and
and scope of public and . .
legal ownership / other anc_l international
barriers state network profes_swnal trade
to entry intervention dectors services
Japan X X X X X
Euro area
Germany X
France X X
Italy X X
Austria X X
Belgium X
Finland X
Greece X X X
Ireland X X
Luxembourg X
Portugal X X X
Slovak Republic X X X
Slovenia X X
Spain X X
Canada X X X
Australia
Denmark X
Hungary X X X
Iceland X X X
Israel X X
Korea X X X X
Mexico X X X
New Zealand X X
Norway X X X
Poland X X X X
Turkey X
Brazil X
China X X
India X X
Indonesia X
Russian Federation X X
South Africa X X

Source: OECD, Going for Growth 2013.

StatLink Susm http://dx.doi.org/10.1787/888932836886

demand. In addition, the recent rapid rise in property demand and the
risks associated with already-high property prices in some locations
have led to additional measures being taken to damp property market
speculation, which could limit construction activity. In India,
investment growth remained weak throughout 2012, but now appears
to be stabilising at a moderate pace. In part, this weakness reflects
structural factors, such as difficulties in land acquisition and energy
bottlenecks. New measures have been introduced in an attempt to
stimulate future investment growth, including a relaxation of
restrictions on foreign direct investment in a number of sectors and
steps to improve the availability of finance for infrastructure projects.
Investment growth has also recently been weak in Brazil, with
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Table 1.4. Housing market developments have continued
to diverge

Level relative to

Per cent annual rate of change 1
long-term average

2004- Latest Price-to- Price-to- Latest
2011 20122 3 rent income available
2010 quarter . :

ratio ratio quarter

United States -2.3 -6.5 1.6 3.8 99 85 Q4 2012
Japan -2.1 -2.4 -1.9 -1.8 62 64 Q32012
Germany -0.8 8.3 3.6 1.8 85 79 Q4 2012
France 3.6 3.8 2.2 -3.0 135 133 Q4 2012
Italy 0.7 -2.1 -5.3 -6.8 99 112 Q4 2012
United Kingdom 0.6 -5.2 -1.0 -0.4 131 122 Q4 2012
Canada 5.6 2.7 3.6 1.8 164 130 Q12013
Australia 3.7 -4.9 -2.9 -0.1 137 121 Q12013
Austria 0.9 0.4 3.1 5.7 102 105 Q4 2012
Belgium 4.9 0.0 0.0 -0.5 163 149 Q32012
Czech Republic -0.4 -3.7 -2.4 91 93 Q4 2012
Denmark 24 -5.1 -5.6 -2.0 112 110 Q4 2012
Finland 2.8 -0.6 -1.0 -0.9 136 99 Q12013
Greece 0.4 -86 -125 -10.7 82 108 Q12013
Iceland 0.5 1.3 -0.2 95 Q4 2012
Ireland 1.7 144 143 -4.0 88 85 Q12013
Korea 1.1 1.4 0.7 -1.8 106 62 Q12013
Luxembourg 1.5 2.9 2.0 106 104 Q4 2012
Netherlands 0.3 -4.5 -8.4 -10.9 111 123 Q12013
Norway 5.0 6.6 5.8 5.2 171 127 Q12013
New Zealand 2.4 -1.8 815 5.4 161 123 Q4 2012
Portugal 0.2 -3.8 -4.1 -3.4 87 93 Q12013
Slovak Republic -6.7 -4.6 2.4 96 88 Q4 2012
Slovenia 1.0 -8.6 -10.4 89 92 Q4 2012
Spain 0.4 -8.8 -11.2 -10.5 108 115 Q12013
Sweden 5.5 -0.5 -2.5 3.0 132 123 Q12013
Switzerland 1.8 4.0 4.2 4.1 98 91 Q4 2012
Total of above euro area®® 1.0 -08  -3.0 4.1 107 108 Q42012
Total of above countries® -0.3 -3.2 -0.4 0.3 102 94 Q4 2012

Note: House prices deflated by the private consumption deflator.

1. Average from 1980 (or earliest available date) to latest available quarter = 100.

2. Average of available quarters where full year is not yet complete.

3. Increase over a year earlier to the latest available quarter.

4. Germany, France, ltaly, Austria, Belgium, Finland, Greece, Ireland, the Netherlands, Portugal, the Slovak
Republic, Slovenia and Spain.

5. Using 2010 GDP weights, calculated using latest country data available.

Source: Girouard et al. (2006); and OECD.

StatLink sizP http://dx.doi.org/10.1787/888932836905

infrastructure bottlenecks becoming more apparent. However, stronger
private and public consumption, along with recent moves to encourage
greater private sector participation in infrastructure projects, should
help investment growth to pick up this year and next.

Commodity prices have e Commodity prices have recently weakened. Oil prices as of mid-May
recently weakened are around 9% lower than had been assumed in the end-November 2012
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Economic Outlook. Supply has largely held up so far this year, with
reductions in OPEC output offset by improved supply from other
sources, such as North America and South Sudan. Despite continued
geopolitical risks, weaker than anticipated demand has thus pushed
prices down. These effects are assumed to fade through the projection
period, with an assumed moderate upward price movement, of
$5 per year in nominal terms. This reflects the longer-term upward
pressures on oil prices that are expected to occur as world demand
growth moves back to trend (Fournier et al., 2013). International grain
prices rose strongly last year, reflecting significant supply shortfalls in
the United States and elsewhere, but have recently fallen back,
reflecting actual (and expected) normalisation of supply. Precious metal
prices have also recently declined, possibly indicating reduced concerns
about future inflation. Overall, non-oil commodity prices are assumed
to remain constant at recent levels over the projection period.

The near-term projections

Economic prospects are for In the near term, and in the absence of adverse events, on-going
a modest recovery support from accommodative monetary policies (Box 1.1), improving
financial market conditions and a gradual restoration of confidence
should help growth to strengthen gradually through the remainder of
2013 and 2014. The pace of the upturn will continue to vary across
countries, and in most of the OECD area will remain constrained by the
on-going drag from fiscal consolidation and specific weaknesses in some
national credit markets. Among the major emerging market economies, a
moderate cyclical upturn is getting underway in China, while a more
hesitant pick-up in growth is seen to take place in India.

Box 1.1. Policy and other assumptions underlying the projections

Fiscal policy settings for 2013 and 2014 are based as closely as possible on legislated tax and spending
provisions. Where government plans for 2013-14 have been announced but not legislated, they are
incorporated if it is deemed clear that they will be implemented in a shape close to that announced. Where
there is insufficient information to determine the allocation of budget cuts, the presumption is that they
apply equally to the spending and revenue sides, and are spread proportionally across components.

In the United States, the general government underlying primary balance is assumed to improve by 2%
per cent of GDP in 2013 and % per cent of GDP in 2014, roughly as implied by current legislation though
including a continued extension of tax provisions that would otherwise expire. The change in the primary
budget balance does not directly translate into a fiscal impulse because 2013 tax revenues are boosted by
an increase in dividends in 2012 to anticipate a change in taxation. The fiscal impulse may be about % per
cent less negative (positive) on this count in 2013 (2014).

In Japan, the projections incorporate the January 2013 fiscal package (1% of GDP over two years). The
underlying primary balance is assumed to worsen by 0.4% of GDP in 2013 and improve by 2% per cent of
GDP in 2014, taking into account the planned increase in the consumption tax rate from the current 5% to
8% in April 2014.
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Box 1.1. Policy and other assumptions underlying the projections (cont.)

In euro area countries, fiscal consolidation in 2013 and 2014 is assumed to proceed so as to attain the
amount of structural consolidation (measured as the change in the structural primary balance) that is
implied by the stated targets in consolidation plans under the Excessive Deficit Procedure and Stability
Programmes. The automatic stabilisers are assumed to operate freely around structural adjustment paths.
For countries receiving financial assistance from the EU and the IMF, it is assumed that financing will be
forthcoming to allow the automatic stabilisers to operate freely.

In the large euro area countries, structural budget components are assumed to evolve as follows. For
Germany, the government’s medium-term fiscal plans, as contained in a legislative proposal that is about
to be presented to parliament, have been built into the projections. In France, the projections incorporate
the government’s consolidation programme of a cumulative 2% per cent of GDP in structural terms over
2013-14, frontloaded and achieved on the tax side in 2013 and mostly on the spending side in 2014. For Italy,
the projections incorporate the government’s medium-term fiscal plans, as presented in April 2013 in the
Stability Programme.

For the United Kingdom, the projections are based on tax measures and spending paths set out in the
March 2013 budget.

The concept of general government financial liabilities applied in the OECD Economic Outlook is based on
national accounting conventions. These require that liabilities are recorded at market prices as opposed to
constant nominal prices (as is the case, in particular, for the Maastricht definition of general government
debt). In 2010 and 2011, euro area programme countries (Greece, Ireland and Portugal) experienced large
declines in the price of their government bonds. For the purpose of making the analysis in the Economic
Outlook independent from strong fluctuations in government debt levels on account of valuation effects, for
these countries, the change in government debt in 2010 and 2011 has been approximated by the change in
government liabilities recorded for the Maastricht definition.

Policy-controlled interest rates are set in line with the stated objectives of the relevant monetary
authorities, conditional upon the OECD projections of activity and inflation, which may differ from those of
the monetary authorities. The interest rate profile is not to be interpreted as a projection of central bank
intentions or market expectations thereof.

o In the United States, the upper bound of the target Federal Funds rate is assumed to remain constant at
¥4 per cent for the entire projection period. The current forward guidance is assumed to be maintained
over the projection period.

e In the euro area, the refinancing rate is assumed to remain at its current level of 0.5% throughout the
projection period, whereas the deposit rate is assumed to be cut in June 2013 by 25 basis points to -0.25%
and stay at that level thereafter. Accordingly, the overnight interest rate falls slightly below zero.

@ In Japan, the short-term policy interest rate is assumed to remain at 0.1% for the entire projection period
and short-term market rates are assumed to fall due to the intensification of asset purchases by the
central bank.

Although their impact is difficult to assess, the following quantitative easing measures are assumed to
be taken over the projection period, implicitly affecting the speed of convergence of long-term interest
rates to their reference rates. In the United States, asset purchases under the current quantitative easing
programme are assumed to be gradually reduced over the projection period. In Japan, asset purchases are
assumed to increase in line with the stated plans of the monetary authorities. However, in the euro area,
despite OECD recommendations to increase asset purchases, no additional purchases are built into the
projections, reflecting uncertainty about the nature and size of eventual measures.
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Box 1.1. Policy and other assumptions underlying the projections (cont.)

In the United States, Japan, Germany and other countries outside the euro area, 10-year government
bond yields are assumed to converge slowly toward a reference rate (reached only well after the end of the
projection period), determined by future projected short-term rates, a term premium and an additional
fiscal premium. The latter premium is assumed to be 2 basis points per each percentage point of gross
government debt-to-GDP ratio in excess of 75% and an additional 2 basis points (4 basis points in total) per
percentage point of debt ratio in excess of 125%. In Japan, the premium is assumed to be 1 basis point per
percentage point of gross government debt-to-GDP ratio in excess of 75%. The long-term sovereign debt
spreads in the euro area vis-d-vis Germany are assumed to decline by one-third from their recent levels by
the end of 2014.

The projections assume unchanged exchange rates from those prevailing on 30 April 2013: one US dollar
equals 97.24 JPY, EUR 0.76 (or equivalently one euro equals 1.32 dollars) and 6.16 renminbi.

The price of a barrel of Brent crude oil is assumed to increase at a rate of $5 per year from the third
quarter of 2013 onwards, from an assumed price of $100 in the second quarter. Non-oil commodity prices
are assumed to be constant over the projection period at their average levels of April 2013.

The cut-off date for information used in the projections is 16 May 2013. Details of assumptions for
individual countries are provided in Chapters 2 and 3.

The key features of the economic outlook for the major economies
are as follows:

... in the United States... e After a sharp bounce-back in activity in the first months of 2013, GDP is
now expanding at a moderate pace, held back by tax increases and the
onset of poorly-targeted automatic budgetary sequestration.
Nonetheless, improved financial conditions and very accommodative
monetary policy should help GDP growth gradually gain momentum
through the rest of the projection period. Private consumption growth,
including car sales (Box 1.2), will benefit from ongoing balance-sheet
improvements and improving labour market conditions. Business
investment growth should strengthen further, given healthy corporate
balance sheets, strong profitability and low financing costs, and
housing investment levels should continue to rebound as the housing
market recovers. With external demand expanding less rapidly than
domestic demand, net exports are likely to be a modest drag on the
recovery. Employment growth is projected to strengthen gradually over
the projection period, with labour productivity growth remaining at
around %2-% per cent per annum, and with the unemployment rate
declining to around 6% per cent by the end of 2014.

... in the euro area... e The euro area economy remains very weak in aggregate, with
increasing divergence between the prospects for member states.
Activity is likely to continue to contract or stagnate until the second
half of 2013, with continued fiscal consolidation, weak private sector
balance sheets, low confidence, impaired credit supply in some
countries and deteriorating labour market conditions being drags on
activity. Germany is the main exception, with a recovery already
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Box 1.2. Short-term prospects in the automobile industry

The automobile sector was among the sectors that were hit most by the 2008-09 recession and car
demand in the OECD is still 11% below its pre-crisis level. Developments have varied across countries as
reflected in different degrees of overcapacity in the automotive industry (Figure below).

Capacity utilisation was low in many countries in 2012, partly due to weak demand
In per cent of actual production
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Source: LMC Automobile database (April 2013).
StatlLink Su=m http://dx.doi.org/10.1787/888932835290

According to OECD estimates (based on the relationship between new light vehicles sales, GDP per capita,
population, unemployment, and real oil prices), demand for new cars in advanced OECD countries is
expected to remain subdued. In particular, major European countries and Japan are likely to face weak
domestic sales (Figure below). On the other hand, demand for cars is likely to continue rising in the United
States and Canada but possibly at a slower pace compared with the past two years. The subdued prospects
in advanced economies contrast with the strong rise in car sales projected in major emerging market
countries, on the back of low car ownership and strong income growth. Car plants established in advanced
OECD countries may benefit only to a limited extent from this additional demand because trade flows are
largely concentrated within large regional markets (Europe, North America and Asia). Overall,
developments of car demand over the near-term future are unlikely to significantly reduce the excess
capacity observed in many OECD countries. Country details include:

@ In the United States, the rebound in car sales since the crisis is set to continue on the back of
strengthening growth of household income and lower unemployment. On the basis of past empirical
relationships, light vehicles sales could increase by 2.5% on average in 2013 and 2014.

@ In the United Kingdom and Japan, sales could decline modestly over the next two years after a significant
increase in 2012. In the United Kingdom, the estimated drop in car demand reflects in part higher oil
import prices due to the recent currency depreciation. Car sales are also estimated to adjust in Japan
after a sharp increase in 2012 backed by government tax incentives and purchasing subsidy programmes
for fuel-efficient vehicles. Increases in oil prices driven by the recent depreciation of the yen also play a
role in this drop whereas the equation could not take into account impacts of the impending
consumption tax increase and the new monetary policy regime. In Germany, the significant drop
observed in car sales in recent months is consistent with car demand adjusting to fundamentals, with
past relationships suggesting a stabilisation of sales on average in 2013 and 2014.
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Box 1.2. Short-term prospects in the automobile industry (cont.)

@ In France and Spain, car sales are likely to continue to decline over 2013-2014 on average, reflecting low
growth prospects and expected increases in unemployment. In Italy, after falling well below
fundamentals, sales are projected to broadly stabilise at a level significantly below pre-crisis levels.
Overall, capacity utilisation is unlikely to improve much in the near term in these countries.

I OECD projections
[ LMC projections

ESP FRA

Source: LMC Automobile database (April 2013); and OECD calculations.

These developments are surrounded by uncertainty. In particular, they are based on a simple estimated
relationship, which does not specifically take into account the possible influence of omitted factors, such
as financial conditions, on car demand. They should thus be interpreted as indicators of the future
prospects of demand, even though in most cases they are broadly in line with projections from private car
market analysts.

Projections of car sales growth
Average annual growth, 2013-14
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... in Japan...

underway. Provided that policy actions suffice to prevent downside
risks from materialising, area-wide activity should strengthen
gradually as the pace of area-wide fiscal consolidation eases, monetary
policy becomes more accommodative, external demand strengthens
and confidence begins to recover. However, growth is not expected to
surpass trend rates until well into 2014, and the unemployment rate is
projected to drift up further to around 12% per cent through 2014. GDP
growth in Germany is foreseen to be around 1 percentage point higher
than for the area as a whole, whereas most of the fiscally vulnerable
economies will only exit from recession in the course of next year.

Reflecting a determined policy approach, the economic outlook has
changed markedly in Japan in recent months, as reflected in strong
activity at the beginning of the year. Going forward, growth is boosted
by the strong rebound in equity prices, the large depreciation of the
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... and in non-OECD e

emerging market economies

Inflationary pressures are
set to diverge... different levels in the major emerging market economies. Over the
projection period inflationary pressures are set to diverge (Figure 1.8):

. edging up in the United e

States but declining in the

30

euro area...

effective exchange rate and the upturn in private sector confidence.
Monetary policy has become significantly more accommodative and
fiscal policy has been eased somewhat, though strong fiscal
consolidation will exert a substantial drag on activity through 2014.
Export growth and industrial production have already rebounded this
year and, with credit conditions easing and profitability improving,
business investment growth should strengthen.

Output growth in the non-OECD economies will remain much more robust
than in the OECD economies and is expected to strengthen modestly over
the projection period (Table 1.1). However, there are marked differences in
developments across the major economies. Growth in China has been
volatile recently, in part due to large swings in inventory accumulation.
Given strong credit growth and the support provided by higher public
social and infrastructure spending, a return to robust, albeit unspectacular,
growth appears likely during the rest of this year and the next. With
private sector final demand expected to remain strong, helped by the
continued pull of migrants into the urban economy, and external demand
set to strengthen, GDP growth could expand at a rate just under 8% per
cent. In India, annual GDP growth is expected to strengthen gradually, to
around 5% per cent in 2013 and 6% per cent in 2014, helped by efforts to
speed up the approval of large investment projects, the partial
deregulation of foreign direct investment and the improvement in
monetary conditions following the depreciation of the rupee and recent
declines in policy interest rates. In Brazil, activity could expand at a
moderate annualised rate of 3% per cent through the remainder of this
year and next, with domestic demand benefitting from the effects of past
policy stimulus and moves to enhance private sector involvement in
infrastructure projects. Growth is held back by a weak external
environment and by supply-side bottlenecks, most notably the tight labour
market, and the associated need to raise policy interest rates. Growth
remains at sub-par rates in Russia, reflecting the adverse impact of the
euro area crisis on export growth, weak investment and high inflation
driven by increases in administered and food prices. As these effects fade,
activity should pick up gradually to around trend rates, with GDP growth
projected to rise by 2% per cent this year and 3% per cent in 2014.

Inflation rates remain weak in most OECD economies, and are at very

In the United States and the euro area, core inflation rates have drifted

down to between 1-1% per cent in recent months, in the latter case

despite significant increases in indirect taxes and administered prices.?

Past increases in indirect taxes are continuing to help hold up the area-wide
inflation rate at present. In March, the annual rate of consumer price inflation
at constant tax rates was 0.4 percentage point below the annual headline rate
of inflation.
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Figure 1.8. Underlying inflation pressures are likely to diverge
12-month percentage changes
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Note: Underlying inflation is measured as follows: in the United States it is based on the personal consumption deflator excluding food
and energy; in the euro area it is based on the harmonised index of consumer prices, excluding food, energy, tobacco and alcohol; and in
Japan, it is the consumer price index excluding food and energy. The Japanese data are adjusted to exclude the impact of the assumed

consumption tax increase in 2014Q2.

Source: OECD Economic Outlook 93 database; and OECD calculations.

... and rising modestly in e
Japan

StatLink =P http://dx.doi.org/10.1787/888932835499

Nonetheless, inflation expectations have generally remained well-
anchored. Looking ahead, the projected divergence in activity outcomes
is likely to be reflected in diverging inflation prospects. In the United
States, core inflation could start to drift up from its current low rate,
which has been brought about partly by factors unlikely to endure, to
approach 2% during 2014 as economic slack diminishes. In contrast, in
the euro area, where economic slack is unlikely to narrow until well into
2014, inflation could remain between 1-1% per cent by 2014, well below
the ECB definition of price stability and with little prospect of an
imminent recovery.

In Japan there is particular uncertainty over future inflation outcomes
in the wake of the radical re-orientation of monetary policy. Macro-
model simulations, and the experience of other countries, suggest that
a large effective exchange rate depreciation would normally push up
domestic inflation in subsequent years, directly via higher import
prices and indirectly by stronger output growth. However, in Japan
these effects may emerge more gradually than in other countries, given
that domestic deflation is deeply entrenched, with a persistent slow
downward drift in the core consumer price index over the past 14 years.
Set against this, the re-orientation of monetary policy could boost
inflation directly to the extent it succeeds in raising inflation
expectations. The recent increases in some measures of long-term
inflation expectations provide a positive signal, and prices are
projected to begin rising modestly by end-2013, with the annualised
quarterly inflation rate reaching % per cent by end-2014. In addition,
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Inflation pressures vary
across emerging market
economies

Labour market conditions

have diverged...

... with this pattern likely to

32

persist in the next two
years

the one-off impact of the first of the planned increases in the
consumption tax rate should add around 2% to the price level during
next year.

e Inflation pressures vary across the large emerging market economies
with symptoms of stagflation in some. In Brazil, consumer price
inflation has recently breached the upper limit of the target band. This
points to limited spare capacity in the economy despite very modest
output growth over the past year. Despite a likely moderation in food
price pressures, inflation is projected to remain at a relatively high
level. In India, headline price inflation remains stubbornly high, in part
reflecting administered price increases on fuel products and food price
inflation, but underlying (non-food, non-energy) price inflation seems
now to be easing and should fade further as spare capacity rises. In
China, disinflationary pressures have recently abated, with non-food
consumer price inflation edging up to around 1% per cent. Looking
forward, activity growth is not projected to be at a pace that would raise
core inflation significantly further, although uncertainties remain
about future potential growth rates. In Russia, core inflation has
recently remained stable at around 5% per cent, but headline inflation
has risen, pushed up by increases in administered and food prices. As
the latter effects fade, and with continued spare capacity in the
economy, inflation should gradually ease.

Unemployment outcomes are diverging across the major OECD
economies and are only partly explained by diverging activity developments.
Estimates derived using simple equations (Figure 1.9), relating the change in
employment to output growth, suggest that employment outcomes in
Germany, the United Kingdom and the United States over the past two
years have been persistently better than might have been expected on the
basis of past relationships with output growth. The strikingly different
resilience of employment from that seen in earlier periods of subdued
growth in the United Kingdom, as well as in Germany, most likely reflects
wide-ranging labour market reforms put in place over the past two
decades. For many other euro area economies, job losses in recent years
have been more extensive than might have been expected, based on past
relationships prior to recently-enacted structural reforms. In these
economies there is a need to continue with the types of structural reforms
recently undertaken and other structural policy measures that could
improve labour utilisation (see below).

These divergent cross-country trends seem likely to continue over
the projection period (Table 1.5; Figure 1.10). In the euro area, where area-
wide survey measures of hiring intentions remain especially soft and sub-
par output growth is likely to persist for some time, further employment
declines are projected both this year and next, with the unemployment
rate edging up to 12% per cent. National unemployment rates could rise
by between % to 3 percentage point over the next 18 months in Belgium,
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Figure 1.9. Actual and predicted changes in employment growth
Year-on-year percentage changes
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Note: Predicted change is derived from a dynamic forecast of the change in employment growth from 2011Q1, using an equation
estimated over 1994Q1-2010Q4 in which employment growth is regressed on lagged changes in employment growth and current and
lagged GDP growth.
Source: OECD Economic Outlook 93; and OECD calculations.

StatLink si=m http://dx.doi.org/10.1787/888932835518
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Reforms are essential to
help prevent cyclical
unemployment from
becoming structural

Table 1.5. OECD labour market conditions are diverging
and weak overall

2009 2010 2011 2012 2013 2014

Percentage change from previous period

Employment

United States -3.8 -0.6 0.6 1.8 1.2 2.0
Euro area -1.8 -0.4 0.1 -0.6 -1.0 -0.2
Japan -1.5 -0.3 -0.1 -0.3 0.2 -0.1
OECD -1.8 0.3 1.0 1.0 0.5 1.0
Labour force

United States -0.1 -0.2 -0.2 0.9 0.6 1.4
Euro area 0.3 0.2 0.2 0.7 0.1 0.0
Japan -0.4 -0.3 -0.6 -0.6 0.0 -0.1
OECD 0.6 0.5 0.6 1.0 0.7 0.9
Unemployment rate Per cent of labour force

United States 9.3 9.6 8.9 8.1 7.5 7.0
Euro area 9.4 9.9 10.0 11.2 12.1 12.3
Japan 5.0 5.0 4.6 43 4.2 41
OECD 8.2 8.3 7.9 8.0 8.1 8.0

Source: OECD Economic Outlook 93 database.

StatLink sizr http://dx.doi.org/10.1787/888932836924

France, Italy, the Netherlands and the EU/IMF programme countries. In
contrast, the German unemployment rate is expected to decline
marginally further. A similar outcome is projected in Japan, where the
pick-up in GDP growth this year could push the unemployment rate below
the long-term sustainable rate, which may help wage growth become
positive. In the United States, employment growth is projected to remain
at a broadly similar speed to that seen in 2012, with the unemployment
rate drifting down to around 63 per cent by the end of 2014. The prospects
for an acceleration in US employment growth will depend in part on
whether labour productivity growth picks up from the unusually subdued
rates of some 0.6-0.7% per hour in the non-farm business sector seen over
the past two years. A similar issue arises in the United Kingdom (Bank of
England, 2012).

Labour market reforms remain essential to foster near-term
employment growth, facilitate wage adjustment where necessary, and
reduce the risk that higher unemployment becomes entrenched. High
long-term unemployment in many countries points to a risk that
persistent cyclical unemployment could increasingly become structural.
Encouragingly, reform efforts to improve labour utilisation by changing
labour market regulations and welfare systems have recently intensified
in many OECD economies (OECD, 2013), particularly in many euro area
countries in which sizeable fiscal consolidation is being undertaken.
Additional efforts are still needed to strengthen and redesign active
labour market and social policies so as to cushion the near-term effects of
high unemployment whilst improving the matching of workers and jobs,
with specific reform priorities differing across countries (Table 1.6). Also,
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Figure 1.10. Labour market slack is diverging and large overall
Percentage of labour force
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product market reforms to relax regulatory restrictions in sectors in which
there is a strong potential for new job growth, such as retail trade and
professional services in many countries, could also help improve labour
market outcomes, not least by allowing the benefits of wage adjustments
to be reflected more quickly in relative prices and hiring.
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Table 1.6. Selected reform recommendations to boost employment
in OECD and BRIICS countries

Disability

Reduce Reform job Strengthen
systems: : .
review Strengthen averagt_a and pro'tectl.on child-care and
criteria, ALMPs marginal legislation pre-scl?ool
improve Iabo.ur to red.uce education;
. taxation duality parental leave
monitoring
United States X X
Japan X X
Euro area
Germany X X X
France X X X
Italy X X X
Austria X X
Belgium X X
Estonia X X X
Finland X X
Greece X
Ireland X X
Luxembourg X X
Netherlands X X X
Portugal X X
Slovak Republic X X X
Slovenia X
Spain X X
United Kingdom X X
Canada X
Australia X
Chile X
Czech Republic X
Denmark X X
Hungary X
Israel X
Korea X X
Mexico X
Norway X
Poland X X X
Sweden X X X
Switzerland X
Turkey X X
India X
Indonesia X
South Africa X

Source: OECD, Going for Growth 2013.

StatLink =P http://dx.doi.org/10.1787/888932836943

External imbalances After a sharp decline following the crisis in 2008, the narrowing of
remain elevated ... global imbalances has subsequently stalled, with little further change
expected over the projection period (Table 1.7; Figure 1.11). Amongst the

major economies, key developments include:

... broadly stable in the e In the United States, the current account balance has been broadly
United States... stable over the past year, with an increasing non-oil deficit, reflecting
the relative strength of domestic demand, being offset by rising exports
and declining imports of petroleum products, on the back of favourable
domestic supply developments. The external deficit is projected to edge
up by around % percentage point of GDP over the rest of the projection
period, reflecting the same factors.
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Table 1.7. World trade will strengthen only gradually

Goods and services trade

2010 2011 2012 2013 2014

Percentage change from previous period

World trade’ 12.7 6.1 2.7 3.6 5.8
OECD exports 11.3 5.7 2.7 2.2 5.2
OECD imports 11.2 49 1.3 1.5 4.4
Trade prices?
OECD exports 2.8 9.1 -3.8 1.1 1.3
OECD imports 3.6 10.7 -2.8 0.8 1.4
Non-OECD exports 10.1 141 1.6 1.7 3.1
Non-OECD imports 8.7 10.6 0.7 1.8 3.1
Current account balances Per cent of GDP
United States -3.0 -3.1 -3.0 -3.1 -3.3
Japan 3.7 2.0 1.0 1.0 1.9
Euro area 0.5 0.7 1.9 2.5 2.8
OECD -0.4 -0.6 -0.5 -04 -0.3
China 4.0 1.9 24 2.3 1.4
$ billion
OECD -193 -301 -241 -185 -140
United States -442 -466 -475 -496 -557
Japan 204 119 60 51 94
Euro area 62 87 230 310 361
Non-OECD 496 608 522 435 361
China 238 136 193 210 142
Major oil producers SIS 590 536 467 504
Rest of the world -57 -118 -208 -241 -286
World 302 308 281 250 220

Note: Regional aggregates include intra-regional trade.

1. Growth rates of the arithmetic average of import volumes and export volumes.
2. Average unit values in dollars.

Source: OECD Economic Outlook 93 database.

StatLink mw=m http://dx.doi.org/10.1787/888932836962
... and China... e In China, the overall current account surplus has also been largely
unchanged over the past year, with further gains in export market
share offsetting soft external demand and a weaker investment income
balance, with returns on foreign investments in China high relative to
those on Chinese foreign asset holdings. These latter factors should
slowly unwind over the projection period, but solid domestic demand
growth should nonetheless lead to a decline of around 1% of GDP in the
external surplus over the rest of 2013 and 2014.

... but the surplus has risen e Reflecting the asymmetric nature of intra-euro area rebalancing, the
in the euro area... euro area external surplus has risen by around 1 percentage point of
GDP over the past year, with the German external surplus remaining at
or just above 7% of GDP, and strengthening balances in the fiscally
vulnerable economies. A further % percentage point increase is
expected over the next 18 months, with improving balances in
vulnerable countries still not fully offset elsewhere, despite some
decline in the German external surplus.
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Figure 1.11. Little further progress in reducing global imbalances is foreseen
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... and fallen in Japan

Structural reforms would
help narrow global
imbalances

StatLink Si=m http://dx.doi.org/10.1787/888932835556

e In Japan, the current account surplus has declined further by around %
percentage point of GDP over the past year, reflecting rising energy
imports, as well as slower exports as a result of sluggish overseas
demand and the adverse impact on sales from tensions with China in
the latter part of 2012. The large depreciation in the yen effective
exchange rate has temporarily raised the trade deficit via the
deterioration in the terms of trade, but is likely to boost export volume
growth markedly, with a moderate improvement in export performance
now projected during the remainder of this year and next. Strong
income flows from Japan’s net external assets are also projected to
persist, and with stagnant domestic demand through 2014 the overall
current account surplus is projected to pick up to around 2% of GDP for
the year as a whole.

As discussed in Box 1.3, a substantial proportion of the observed
reduction in imbalances since the start of the crisis can be accounted for
by cyclical developments and low interest rates, with the latter reducing
interest payments on the debts of deficit countries. Nonetheless,
underlying imbalances have also declined, with exchange rate
adjustment reducing the cyclically-adjusted current account surplus in
China, and the pick-up in oil and gas production reducing import demand
in the United States. Relatively stronger fiscal consolidation in deficit
countries has also reduced underlying national imbalances, though in the
euro area as a whole it has been associated with a rising surplus. Further
durable reductions in global imbalances are likely to require a greater
adjustment of real exchange rates, continued fiscal consolidation in
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Box 1.3. Policies to ease global current account rebalancing

The medium-term outlook for global current account imbalances depends crucially on the policies put in
place by major countries. That is the upshot of applying a simple econometric framework that explains
current account balances in major surplus and deficit zones in terms of: the position in business and house
price cycles relative to trading partners; structural fiscal balances relative to trading partners; real effective
exchange rates; real oil prices; and global interest rates (see Ollivaud and Schwellnus, forthcoming). Based
on this empirical framework a decomposition analysis suggests that divergent business and housing
market cycles alone can explain about 40% of the post-crisis decline in global current account imbalances,
as demand has contracted by more in deficit countries than surplus countries (see figure below). This in
turn implies that, in the absence of policy adjustment, global imbalances would rebound as output returns
to potential and housing markets normalise.

Global current account imbalances
In per cent of world GDP
% %
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1. Calculated as the sum of the absolute US dollar values of current account balances of major surplus and deficit zones divided
by the sum of world GDP in US dollars.
2. Based on the estimated coefficients of the econometric model assuming all output gaps are zero and residential investment-
to-GDP ratios are at their long-term averages.
Source: OECD Economic Outlook 93 database; OECD Economic Outlook 93 long-term database; and OECD calculations.
StatLink si=m http://dx.doi.org/10.1787/888932835328

Based on the econometric framework, a stylised baseline scenario for the period 2015-20 has been
constructed building on the short-term projections over 2013-14 and assuming minimal policy adjustment
thereafter. It projects an increase in global imbalances, albeit to levels which would remain below the pre-
crisis peak (see figure and table below). Minimal policy adjustment here entails: no further fiscal policy and
real exchange rate adjustments beyond 2014; residential investment-to-GDP ratios gradually return to long-
term averages by 2020; short-term interest rates return to neutral levels by 2020; and, consistent with
the oil price assumption in the short-term projections, real oil prices increase by 3% per year over the
period 2013-20.
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Box 1.3. Policies to ease global current account rebalancing (cont.)

Scenarios for global current account imbalances
In per cent of world GDP
O/o O/O

45 4.5
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Note: Calculated as the sum of the absolute values of current account balances in dollars divided by the sum of GDP in dollars.
Source: OECD Economic Outlook 93 database; OECD Economic Outlook 93 long-term database; and OECD calculations.
StatLink si=P http://dx.doi.org/10.1787/888932835347

Scenarios for imbalances in major trading regions
Imbalances as per cent of GDP

Pre-
crisis 2014 2020
peak’
(1) + 1)+ (3)+ ’
Baseline Housing Fiscal Structural Rfeql:‘:'::
boom adjustment reforms or R
(1) @ @ ) stabilisation
United States -6.0 -3.3 -5.0 -6.1 -3.2 -2.6 -0.6
Euro area deficit® -4.4 0.8 -2.4 -3.6 -0.9 0.1 -1.4
Japan 4.8 1.9 3.0 3.8 3.5 3.1 1.0
Euro area surplus3 6.5 588 7.0 8.5 5.8 4.9 0.5
China 10.1 1.4 3.2 41 1.2 0.4 1.9
Oil exporters 16.4 7.2 15.8 16.7 14.8 14.7 21

1. 2006 for the United States and the oil exporters, 2007 for all remaining zones.

2. Current account balances required to stabilise net foreign assets (NFA) at 2011 levels are calculated under stylised assumptions on nominal GDP
growth and assuming zero capital gains. They should therefore be seen as being indicative rather than precise benchmarks.

3. The euro area surplus zone is here defined to include euro area members for which the current account surplus was on average larger than 1% of
GDP over the period 2000-05 (Austria, Belgium, Germany, Finland, Luxembourg and the Netherlands). The euro area deficit zone includes the
remaining members of the OECD euro area.

Source: OECD Economic Outlook 93 long-term database and OECD calculations.

StatLink =i=m http://dx.doi.org/10.1787/888932837000
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Box 1.3. Policies to ease global current account rebalancing (cont.)

Although this baseline suggests that global current account imbalances would remain below the pre-
crisis peak, policy actions supporting further current account narrowing would be warranted for a number
of reasons. Firstly, current account deficits in the United States and the euro area deficit zone would fail to
stabilise net foreign assets-to-GDP ratios. Secondly, there are a number of upside risks to such a baseline,
including renewed housing market booms in deficit countries that could be set off by a rebound in capital
flows. A variant scenario suggests that a return of residential investment rates to pre-crisis peaks could
significantly raise global imbalances (scenario 2 in table and figure above). In the absence of further policy
adjustment, historical experience suggests that there is an increased risk of disruptive adjustment in the
form of sudden stops in capital inflows in current account deficit countries, which have frequently
precipitated financial crises with large cross-border spillover effects.

Ambitious fiscal adjustment in countries with larger remaining fiscal imbalances would bring current
account balances closer to those consistent with stabilising net foreign assets. In a variant fiscal adjustment
scenario (scenario 3) it is assumed that the United States, euro area deficit countries and Japan engage in
fiscal adjustment (increase in the primary structural balance of 1% of GDP per year) over the period 2015-20
whereas there is no fiscal adjustment in China and the euro area surplus zone. Real effective exchange
rates are assumed to depreciate in countries with larger fiscal adjustment or larger initial output gaps (10%
in the euro area deficit countries, 5% in the United States), while they appreciate in China and the euro area
surplus zone (both 5%), which allows current account narrowing to occur partially through the switch of
expenditure between foreign and domestic demand. Relative to the baseline with minimal policy
adjustment these assumptions imply a large decline in global imbalances over the period 2015-20, reducing
the gap between the projected current account balance and that required to stabilise net foreign assets by
around 40% for the United States and achieving broad stabilisation of net foreign assets in euro area deficit
countries (see table above).

Structural reforms that raise GDP, employment and welfare could have the added advantage of
enhancing external sustainability by narrowing current account imbalances. The scenario analysis
assumes a package of selected structural reforms, with likely effects on current account balances based on
previous OECD work (Kerdrain et al., 2010; Kennedy and Slok, 2005). In particular, labour market reforms in
euro area deficit countries are assumed to improve competitiveness and reduce the current account deficit
by around 1% of GDP while product market reforms — especially in sectors sheltered from trade - reduce
surpluses in euro area surplus countries by around 1% of GDP. In the United States, tax reforms, including
reductions in the favourable treatment of interest expenses, raise private saving by around 0.5% of GDP
while in Japan product market reforms are assumed to raise private investment by 0.5% of GDP. In China,
financial liberalisation and the expansion of the social safety net reduce private saving by 1% of GDP.

A combination of structural reforms and fiscal consolidation would be sufficient to put global imbalances
on a gently declining path (scenario 4 in table and figure above). Moreover, it would provide some margin if
upside risks to imbalances were to materialise.

external deficit economies and structural reforms to boost growth and
welfare while also reducing saving-investment imbalances.

Rebalancing in the euro In the medium term, resolution of the crisis in the monetary union
area is essential... il require that the imbalances built up prior to the crisis are fully
addressed. The required rebalancing is underway in most deficit

countries, with spending being reduced by increases in household saving,

reduced housing investment and fiscal consolidation. This has been

accompanied by an acceleration of structural reforms which, among other
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... and there are signs of
progress
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effects, affect competitiveness. In surplus countries, there has been less
policy adjustment to foster rebalancing; indeed, actions have been taken
to restore fiscal sustainability, and few structural reforms to facilitate the
transfer of resources into sheltered sectors have been implemented.

One sign of progress in rebalancing is that relative economy-wide
unit labour costs within the euro area are now becoming more closely
aligned with those immediately prior to the start of monetary union
(Figure 1.12) - although this may not last when cyclical conditions return
to normal. The improved alignment of costs is notably apparent in Greece,
Spain and Portugal, where high external deficits built up in the pre-crisis
period.’ The counterpart to this has occurred in Germany, but also France
and Italy (Figure 1.12). These developments have contributed to the
gradual narrowing of intra-area trade imbalances, though activity
developments were likely more important (Figure 1.13). Ireland, Spain
and, more recently, Italy also now have aggregate current account
surpluses, with Greece and Portugal projected to move into surplus
by 2014. The importance of cyclical factors notwithstanding, continued
(or projected in the case of Greece) improvements in export performance
are also occurring in these countries, pointing to the benefits of the
improvement in competitiveness.'? For these underlying improvements
to be sustained, further reforms in both labour and product markets to

. Relative unit labour costs are now adjusting in the euro area
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Note: The figures shown are for the whole economy unit labour costs relative to unit labour costs in the rest of the euro area.
Source: OECD Economic Outlook 93 database; and OECD calculations.
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StatLink Susm http://dx.doi.org/10.1787/888932835575

9. This overstates competitiveness adjustments in some external deficit
countries, given the extent to which adjustments in wage levels have been
driven primarily by wage developments in the public sector rather than in the
business sector.

10. The debt restructuring in Greece last year has also led to a sizeable reduction in
net income payments abroad.

OECD ECONOMIC OUTLOOK, VOLUME 2013/1 © OECD 2013 - PRELIMINARY VERSION



1. GENERAL ASSESSMENT OF THE MACROECONOMIC SITUATION

Figure 1.13. Intra-euro area trade imbalances have narrowed
In per cent of GDP
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Note: Export data are recorded at their free-on-board (FOB) value and imports are recorded at their cost, insurance and freight (CIF) value.
Source: IMF Dots database; OECD Economic Outlook 93 database; and OECD calculations.

Downside risks still

dominate, even if they have

narrowed

StatLink Sasm http://dx.doi.org/10.1787/888932835594

help strengthen productivity and improve price and non-price
competitiveness remain essential. Ambitious medium-term fiscal targets
in vulnerable economies would also help to ensure that the
improvements in their external balances are sustained once the recovery
is underway. Such measures need to be balanced by further structural
reforms in the traditional external surplus economies, as discussed above.
This would help to prevent the overall adjustment of imbalances from
becoming increasingly one-sided and disinflationary, thereby acting to
increase global imbalances.

Risks to the outlook

Downside risks have narrowed since mid-2012, with a significant
reduction in negative tail risks, and financial markets have recently
demonstrated remarkable resilience to negative news. This positive
development owes much to the introduction of the OMT programme by
the ECB. This has not yet been tested in practice, but has nonetheless
eased sovereign bond spreads and has so far limited the increase in
spreads when negative events have materialised in the euro area. The
improvement in risk appetite also reflects the resolution of the fiscal cliff
in the United States at the turn of the year, which resulted in less fiscal
tightening than programmed, though consolidation was later augmented
by poorly-targeted sequestration. Even so, the balance of risks around the
projection remains asymmetric, with the projection best seen as a modal
projection with quantitatively limited upside risks. These largely reflect
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In the euro area there is still
a need to deal with negative
risks related to...

... potential triggers of
crises and...

... feedback between banks
and government finances...

... between banks and the
real economy...

possible pent-up demand pressures in some economies,'* though it also
cannot be excluded that adjustment progress in the euro area programme
economies could lead to a more general reassessment of risk and a faster
return on confidence than assumed in the projections. The discussion
below focuses on the possible adverse risks.

Negative risks remain in the euro area

Negative risks remain in the euro area, with institutions not yet in
place, or possibly still ill-adapted, to respond effectively to financial and
political difficulties in crisis management, and many European banks
inside and outside the euro area holding low levels of capital relative to
their total assets. Capital levels appear higher relative to their risk-
weighted assets, but this indicator has not been a good predictor of
banking problems in the past.

e There are many different events which could unsettle financial markets
once more, and make them more sensitive to risks. These include
country risks, adverse political developments, disappointing growth
and fiscal outcomes and, in particular, further problems in financial
institutions.

® The limited loss-absorption capacity of European banks and the
present lack of a full banking union in the euro area are a potential
source of negative feedback effects between banks and government
finances. The initial decision in June 2012 on direct capital injections by
the ESM into banks was intended to block bank-sovereign feedback
loops. However, subsequent decisions have made such direct capital
injections conditional on the establishment of the Single Supervisory
Mechanism which is foreseen to be fully implemented only in the first
half of 2014. Thus, in the coming year, no direct capital injections by the
ESM are possible and capital injections by national governments could
set in motion negative feedback effects between banks and
governments. Moreover, the adequacy of available ESM resources for
bank recapitalisation is subject to doubt, given other potential
commitments.

o Weak activity tends to boost loan losses, and associated provisions,
putting bank earnings and balance sheets under pressure and
hampering credit supply — which further reinforces activity weakness.
As discussed above, such mechanisms seem to be in operation at
present and will be given impetus by rising unemployment and
weakening property prices. Indeed, in many of the fiscally vulnerable

11. In the United States, durable goods consumption as a share of GDP is rising but
remains low by historical standards. Equally, the gradual recovery in family
formation in the United States from a level well below normal may continue,
providing a boost to the housing market. More broadly, car sales remain below
estimated longer-term trends in some emerging market economies.
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countries, non-performing loans are already at a high level and the
quality of loans may deteriorate further, forcing banks to increase
provisions, reduce lending volumes and maintain high lending rates
(Figure 1.4). In some core euro area countries, including France and the
Netherlands, non-performing loans remain remarkably low at present
given the economic weakness in recent years.

... between bank creditors e The bail-in provisions in the recent Cyprus!? agreement, while

and banks... providing a step forward in resolution arrangements, could aggravate
adverse crisis dynamics in the future. Given the lack of loss-absorbing
capital in European banks, uninsured depositors and unsecured senior
bondholders have to play a greater role in resolving banking crises if
public bail-outs are to be limited, although the European Commission
has reaffirmed that insured depositors are safe. While an enhanced
private sector role in resolution is a welcome development in principle,
it could, particularly in a context of weak bank capitalisation, result in
bank runs at the first sign of difficulties, weakening banks still further
and thereby intensifying deposit withdrawals and funding problems.
This would be especially likely in countries where the sovereign is seen
as having insufficient strength to back up deposit insurance.

... and between bond yields e In addition, there is still a risk of negative feedbacks between bond
and exit risks yields and exit risk, especially if euro area bond yields are pushed up as
a result of a bond market shock elsewhere (see below). There are
circumstances that may prevent the OMT scheme from being activated.
For instance, if caretaker administrations are in place, it might prove
very difficult to get agreement in national parliaments. More generally,
the associated conditionality for support may prevent a government
from seeking assistance, especially if the conditionality requirements
are expected to be very strict and the government lacks a strong
mandate to push through reforms. This possibility may be gaining
strength as persistent unemployment and negative growth exacerbate
adjustment fatigue in countries under stress. If no agreement on
conditionality is possible, the feedback between exit risk and sovereign
bond yields would operate unhindered. If conditionality were to be
lifted, the ECB would become the lender of last resort for governments,
as is the case with other central banks, which should guarantee the
integrity of the monetary union. However, such a development would
magnify moral hazard problems, as the experience of the former ECB
Securities Market Programme demonstrated, with reform efforts and
commitment to fiscal consolidation quickly fading.

Further policy measures Further policy measures are needed to deal with these risks. It is
and institution building are  important to expedite the construction of a full-fledged banking union,
necessary including a single bank resolution regime, a joint fiscal backstop and joint

deposit insurance. It is a concern that reduced financial market tensions

12. See footnotes 2 and 3.
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A sharp rise in US
government bond yields
could have serious
consequences in...

... the United States...

seem to have weakened the impetus for rapid progress in this area.
Pending such progress, it is essential to strengthen balance sheets in the
banking system by recognising bad loans and increasing bank capital
from private sources, from the budget if private capital is not available or
from joint funds where public budgets have insufficient strength. Clear
guidelines on the use of the ESM in such a context would be desirable.
Going forward, and even with the renewed rules-based approach to fiscal
policy, it is important to strengthen the capital of financial institutions so
that they can withstand sovereign debt write-downs if rules prove
insufficient to prevent sovereign crises.

Bond market instability in the run-up to exit from unconventional
policy

Government bond yields are set to rise when economic prospects
point towards a normalisation of current exceptionally accommodative
monetary policy. The United States is likely closer to — albeit some
distance away from - such a situation than other regions and countries
with exceptional policy settings. If yields increase strongly or abruptly, for
instance due to investors being surprised by the timing or pace of policy
changes, or if higher interest rates expose vulnerabilities in the financial
system, it could be disruptive to the global economy. Currently enhanced
communication should limit any surprises, but there is still a risk of a
repetition of developments from 1994, when an unanticipated increase in
the policy rate in the United States triggered off a sharp increase in
government bond yields that year (2 percentage points). This did not
derail the recovery at the time because of the strong underlying
momentum in the economy. But at the current juncture, when the global
economy is still weak and financial systems are healing, such events
could pose a serious risk.

e Aleap in US government bond yields would result in capital losses for
investors, and prices on other assets would most likely follow suit, with
mortgage-backed securities and corporate bonds most strongly
affected.!® In comparison with 1994, this could be more disruptive given
the current higher leverage in the US economy and financial system.
Unless offset by portfolio shifts as investors move funds from bonds to
equities, the higher long-term interest rate would weigh on equities,
and property valuations could also be marked down. The cooling of
domestic demand due to higher cost of borrowing and negative wealth
effects would be accompanied by weaker foreign demand as the
currency would appreciate, reflecting the higher level of interest rates.
Indeed, the appreciation, and the influence on capital flows more
generally, might be especially strong if the impending or actual US
policy tightening were to take place at the same time as other
economies are stepping up asset purchases. All in all, NiGEM

13. A one-percentage point increase in a 10-year zero-coupon bond yield would
reduce its price by around 9%.
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simulations, including normal exchange rate reactions, suggest that a
2-percentage point increase in long-term interest rates during one year
could subtract around 1% percentage points from growth in the United
States in the first year. However, with possible disruptions to the
financial system, as leveraged investors may have to liquidate
positions, negative effects could be larger.

... other advanced OECD e Anincrease in US bond yields could also have adverse effects on growth
countries... in other advanced OECD countries. This could happen through trade
linkages or because of co-movements in financial markets. Without any
significant financial market spillovers, NiGEM simulations suggest that
the 2-percentage point increase in US long-term interest rates during
one year would reduce GDP by 0.2 and 0.4 percentage point in the euro
area and Japan. However, increases in US yields in the past (and notably
in 1994) have prompted an increase in yields in other advanced OECD
economies, possibly because leveraged investors in US Treasuries need
to raise liquidity when prices fall by selling foreign government bonds
in their portfolios (Borio and MacCauley, 1995).1* If government bond
yields were to increase in the main OECD economies as a result of
higher US yields, it could risk undermining the recovery in the euro area
and make debt dynamics more challenging in Japan. In addition,
domestic financial systems could be adversely affected if US
institutions were to reduce their funding of foreign banks as interest
rates increase at home. However, while US banks and money market
funds were important sources of funds for foreign banks prior to the
crisis, at present they play a much smaller role.!® As an extreme
assumption to gauge the maximum damage, if yields were to increase
in the euro area and Japan to a similar extent as in the United States
due to contagion, the negative impact on GDP would be much stronger
than the one quoted above: around 1 and over 3%, respectively.'® The
latter scenario would prolong the euro area recession and push Japan
into recession.

... and especially emerging e A sharp increase in US bond yields could have particularly deleterious
markets effects in emerging market economies, with the sizeable portfolio

capital inflows in recent years being replaced by large outflows if

investors become more risk averse.’” The emerging market economies

14. Ten-year government bond yields increased by between 1.5 and 3 percentage
points in Germany, Japan and the United Kingdom in 1994.

15. For example, in the euro area, US banks and money market funds are estimated
to have accounted for only around 1% of total bank liabilities in 2012, implying
that the withdrawal of US funds might only have a relatively small impact and
could be offset by additional liquidity provisions by the ECB.

16. The very large effect for Japan stems from a high sensitivity of business
investment to long-term interest rates in the NiGEM macroeconomic model.

17. Empirical research suggests that US interest rates and measures of risk
aversion, such as the yield spread between high-yield and government bonds in
the United States (or the VIX), are important determinants of capital flows, and
surges and stops in capital flows in particular, to emerging countries (Forbes
and Warnock, 2011; and Ghosh et al., 2012).
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that are most vulnerable to these shifts in investors’ preferences are
those that have received the greatest inflows in the recent past and are
dependent on such flows to finance large current account deficits
(South Africa, Turkey and, to a lesser extent, Mexico; Figure 1.14). For
these countries, it will likely be more challenging to deal with outflows
than with inflows, as the options to use measures to limit outflows may
be circumscribed.!®

Figure 1.14. Gurrent account balances and portfolio investment inflows differ

across emerging markets

In per cent of GDP
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Note: Data for portfolio investment refer to 2012 for Brazil, Indonesia, Mexico and Turkey, 2011Q4-2012Q3 for India, Korea and South
Africa, and 2011Q3-2012Q2 for China. Data for current account balances refer to 2012.
Source: Datastream; and OECD Economic Outlook 93 database.

Uncertainty about US fiscal
policy remains a negative
risk...

StatLink &i=r http://dx.doi.org/10.1787/888932835613

Fiscal policy risks

Fiscal policy developments in the United States still remain a
downside risk. In particular, the automatic and poorly targeted
expenditure cuts in the sequestration that has now come into effect could
have strong negative multiplier effects on demand, since they are
concentrated on public consumption and investment which typically
have stronger activity effects than other consolidation instruments.
Across-the-board cuts in discretionary spending will also hit other
growth-friendly components of expenditure and risk creating bottlenecks
for growth of private sector activity. Continued failure by the Administration
and Congress to reach an agreement on long-term fiscal issues is another
downside risk. Finally, the imminent need to raise the debt ceiling once
more could unsettle markets.

18. Capital flow measures can be motivated by macro-prudential concerns.
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... and unsustainable In Japan, the key risk is that the unsustainable fiscal position will
public finances in Japan  eventually affect financial markets and provoke a crisis of confidence.
could provoke a crisis of  pringing the debt ratio back to safe levels from its current highs will be

confidence exceptionally challenging (Box 1.4). If market concern about very high
debt levels starts to rise, yields on government bonds could increase,
worsening debt dynamics considerably. Delays in fiscal consolidation and
the failure to establish a credible medium-term consolidation plan would
risk provoking a change in investor sentiment and a run-up in borrowing
costs. Over the longer term, lower private saving and a shrinking external
surplus due to population ageing could also force more external financing
of deficits, with foreign investors demanding higher risk premia. In
addition, with government bonds accounting for a fifth of its assets, the
banking sector is susceptible to any rise in interest rates. The resulting
capital losses could induce banks to tighten their lending attitudes, which
would weigh on growth. As realised by the new government, and
discussed in Box 1.4, Japan needs a strategy involving fiscal, monetary
and structural policies to address the challenge of reducing the public
debt ratio.

Box 1.4. Returning to debt sustainability in Japan:
The government’s three-pillar strategy

Japan faces a huge fiscal challenge because of its very high gross debt level - over 200% of GDP - and its
large primary deficit - projected at over 9% of GDP in 2013. The challenge is amplified by years of sustained
deflation, which aggressive monetary policy is now aiming to address, and poor growth prospects given
continued demographic headwinds. The fiscal situation represents an important source of macroeconomic
risk, not only for Japan, but also for other countries given their exposure to Japan’s financial institutions
and Japan’s size in the world economy. Risks could materialise if domestic investors decided to diversify
their portfolios away from Japanese government bonds, if declining private saving required sustained net
foreign borrowing to finance fiscal deficits, or if domestic and foreign investors simply lost confidence in
medium to long-term debt sustainability. The challenge for Japan is thus to retain the confidence of
investors during the many years it will take to turn the debt dynamics around. A three-pillar medium-term
strategy for doing so was announced by the new government in January. First, the new government remains
committed to achieving primary balance by 2020. Second, there are to be structural reforms to raise Japan’s
growth potential. And third, an inflation target of 2% has been introduced as the objective for monetary
policy. This Box reports on a number of model simulations illustrating the contribution that this plan could
make to lowering Japan’s government debt burden.

The impact of the first pillar in isolation is illustrated by a simulation that incorporates the objective of
achieving primary balance by 2020 and subsequently adjusting the fiscal stance so as to stabilise the gross
debt burden around today’s level. Accordingly, the recent re-orientation of monetary policy is not taken into
account. Starting from the current deflationary environment and given the impact of fiscal consolidation
on activity and prices, deflation remains prevalent until the early-2020s. Under these conditions, and
assuming a fiscal multiplier of 0.5, 10 percentage points of GDP in budget consolidation is needed between
2013 and 2020 to reach a primary balance, and an additional one percentage point of GDP is needed over the
following 10 years to keep the debt ratio stable. Because the debt burden stops rising around 2020, this
scenario can be seen as the minimum that would need to occur to reassure investors.
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Box 1.4. Returning to debt sustainability in Japan:
The government’s three-pillar strategy (cont.)

Evolution of the debt burden in Japan over the medium term
under different debt-reduction strategies
Gross government debt

% of GDP % of GDP
250 250
240 240
230 230
220 220
210 210
200 200
190 190

- Fiscal consolidation (1)
180 = = (1) + higher potential growth (2) 180
(2) + 2% inflation target and pass-through of higher inflation to interest rates (3)
170 (2) + 2% inflation target and no pass-through of higher inflation to interest rates (4) 170
160 1160

2010 2012 2014 2016 2018 2020 2022 2024 2026 2028 2030 2032 2034

1. The impacts of the three pillars cumulate across the first three simulations. The impact of higher potential growth by itself can
be assessed by comparing (2) to (1). The impact of the higher inflation target by itself can be assessed by comparing (3) to (2).
The impact of monetary strategies that prevent the 1-percentage point rise in inflation from passing through to higher
government borrowing costs can be assessed by comparing (4) to (3).

Source: OECD Economic Outlook 93 databases; and OECD calculations.

StatLink si=m http://dx.doi.org/10.1787/888932835366

The second part of the new government’s strategy consists of structural reforms to raise Japan’s growth
potential. Although the details of this part of the plan will only be announced in June, it could include
measures to raise the labour force participation rate (with most potential from a rise in female
participation) as well as measures to raise aggregate productivity growth, such as reforming regulation of
sheltered sectors. To simulate the impact of this second pillar, the participation rate is assumed to rise
gradually by 2% percentage points above baseline, and productivity growth is assumed to also rise gradually
by 0.2 percentage point above baseline. Higher participation has a positive effect on the fiscal balance
commensurate with the size of automatic stabilisers. On account of increased participation and
productivity combined, the level of potential output is about 7% higher than in the baseline by 2035. The
cumulative effects of faster potential growth on the debt burden amount to a reduction of over 20
percentage points of GDP in 2035 relative to fiscal consolidation alone, and would continue to accumulate
thereafter.

The impact of the third pillar is illustrated by adding to the first two the increase in the inflation target to
2% and determined monetary policy efforts to reach it. As a result, inflation expectations gradually adjust
upward and deflation ends rapidly. In the scenario, higher inflation causes market interest rates to rise and
leads to higher nominal financing costs for the government, but the implicit average interest rate paid on
all outstanding debt rises more slowly than inflation, reflecting the existing maturity structure of debt. This
effect erodes the debt ratio, which by 2035 is about 15 percentage points of GDP lower than in the second
scenario. The effect is modest, and front-loaded, because of the relatively short maturity structure of
Japanese government debt: close to 40% of currently outstanding market debt is to be refinanced within 2
years. Higher inflation is assumed not to affect the primary budget balance on the assumption that it would
raise primary revenue as much as spending, but the extent of de facto indexation may well be higher on the
spending side, and even if it is not the primary balance will tend to deteriorate given that spending is higher
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Box 1.4. Returning to debt sustainability in Japan:
The government’s three-pillar strategy (cont.)

than revenue. On the other hand, the scenario does not take into account that the monetary policy action
to reach the inflation target is likely to reduce debt servicing costs, via two channels. First, quantitative
easing via the JGB market may imply that interest rates rise less than inflation expectations due to portfolio
rebalancing effects. Second, quantitative easing substitutes base money and low-earning reserves for
higher-earning JGBs in the private sector’s portfolio, which is likely to reduce overall interest costs for the
government sector (after taking into account remittances from the Bank of Japan). The net balance of these
conflicting influences is not clear but it is certainly possible that public debt could fall more than in this
scenario.

An extreme version of the potential additional debt-reduction effects of the unconventional monetary
policy actions necessary to substantially raise inflation are illustrated in a final scenario in which higher
inflation does not pass through into higher nominal interest rates. In this scenario, not only can the
government finance its deficits more cheaply in real terms as inflation increases without an increase in
nominal interest rates, but in addition the resulting fall in real interest rates boosts activity. As a result, the
debt burden falls much more rapidly than in the previous scenario where nominal interest rates adjusted
to higher inflation. The extreme assumption underlying this scenario needs to be emphasised, however. To
maintain nominal interest rates unchanged compared with scenario 3 despite inflation having reached the
2% target, the Bank of Japan would have to engage in continuous quantitative easing which at some point
would seem certain to generate destabilising effects on inflation and financial markets. Hence, scenario 4
could at most be followed for a limited period after which policy would have to revert to that underlying
scenario 3. Such a limited period might nonetheless have a durable impact on debt levels compared with
scenario 3.

A final caveat concerns the size of the fiscal multiplier. The large amount of fiscal consolidation implicit
in the government’s strategy has limited impacts on activity, employment and prices if the fiscal multiplier
is low, as assumed so far. With a fiscal multiplier of one, which cannot be excluded in view of monetary
policy being highly extended, these negative impacts would be non-negligible. In scenario 3, going from a
0.5 to a 1.0 fiscal multiplier lowers nominal GDP growth by an average of 1.6 percentage points between
2015 and 2020 when consolidation is most rapid, through both real activity and price effects, and by about
0.3 percentage point of GDP after 2020. If, in addition, hysteresis mechanisms were to be stronger than
assumed, the negative impact of fiscal consolidation on the long-term productive capacity of the economy
would also be non-negligible.

The upshot of the analysis is that, if successful, the three-prong strategy would end the long rise in the
public debt ratio and put it on a downward trend by the end of the current decade. On the other hand,
according to the simulations, the debt burden would fall relatively slowly and may well remain close to
200% of GDP in 2035. Financing needs will remain large and Japan may thus remain vulnerable to crises of
confidence.

The impact of policy easing There is also uncertainty about the impact of the new monetary
on Japanese bond yields '1'5 policy stimulus in Japan on government bond yields. On the one hand,
uncertain stepped-up quantitative easing should have the impact of driving them
down. On the other hand, higher inflation expectations as a result of the
changed monetary regime could lead to an increase. Which of these
effects prevails could have a strong influence on debt dynamics and fiscal

sustainability.
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Structural fiscal positions Judgements about the present extent of economic slack, and thus
could also turn out weaker estimates of the cyclically-adjusted budget balance, remain very

than assumed  ypcertain in the OECD economies. This reflects uncertainty about the

impact of both the crisis and the impact of the prolonged period of slack
on potential output (see Box 4.3 in Chapter 4). If the near-term negative
output gap is smaller than presently thought, the budgetary position of
some economies will be less sustainable, necessitating additional fiscal
consolidation and posing new downside risks to growth.

Other specific risks

Other risks include... Other specific risks include:

... downside risks from e The risk-taking in financial markets discussed above could result in
excesses in financial financial instability in the future. When monetary policy settings have
markets... to remain strongly expansionary in view of economic developments,
macro-prudential policy instruments could potentially be helpful to
deal with excesses that may arise in particular markets (Box 1.5). Such
measures could also be part of the policy responses in emerging
markets to deal with ample global liquidity and strong domestic credit
growth, as is already the case in some of them. Indeed, in some of these
economies, the structure of the external financing account is less
robust that it was prior to the crisis, due to shortening of the maturity
of their external bank debt.

Box 1.5. Macro-prudential regulation

Macro-prudential regulation has attracted considerable attention since the start of the financial crisis,
given the growing recognition of limitations of micro-prudential regulation and monetary policy in
ensuring financial stability. The objective of macro-prudential regulation is to reduce systemic risks in the
economy. This box provides a short overview of recent experience with macro-prudential regulations in
selected OECD economies and in the BRIICS.

Recent measures

Three main categories of instruments are usually distinguished based on the source of related risks:
credit, liquidity and capital-related measures, although it may be ambiguous in practice how to classify
some measures. The applications of these measures vary across countries, being practically unused in the
United States, Japan, Germany and the United Kingdom but used extensively in many emerging market
economies (see table below).

Credit-related measures have been implemented in several countries in response to rapid mortgage and
house price growth and high household debt, mainly by limiting loan-to-value (LTV) and debt-to-income
(DTI) ratios. Such measures have in some cases been applied to foreign currency-denominated mortgages
(Poland and Hungary) to limit the vulnerability of non-hedged borrowers, especially households, to
exchange rate volatility.

Liquidity-related measures have been adopted by some advanced economies in the wake of the recent
financial crisis. France imposed a one-month liquidity ratio in 2010 to limit liquidity problems of banks
after the functioning of the European interbank market had deteriorated, while New Zealand introduced
liquidity-related measures in 2010 and 2011.
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Box 1.5. Macro-prudential regulation (cont.)

Capital-related measures serve both micro and macro-prudential purposes. In the context of Basel III, a
number of measures to address bank-specific but also broader systemic risks have been proposed,
including countercyclical capital buffers, an internationally harmonised leverage ratio to contain the build-
up of excessive leverage, and additional capital buffers for the most systemically important institutions
(BIS, 2012). This category of measures includes bank dynamic provisioning which was implemented by
Spain in 2000 to deal with a sharp increase in credit risk on banks’ balance sheets after a period of rapid
credit growth in the late 1990s. With the aim of calming the property market, Switzerland has recently
introduced a counter-cyclical buffer, amounting to 1% of risk-weighted assets in banks’ mortgage
portfolios. Brazil introduced forward dynamic provisioning in 2007 and tightened capital requirements on
new loans to households in December 2010.

Effectiveness of macro-prudential instruments

Experience with macro-prudential policy is still limited, but some evidence on their beneficial effects has
started to emerge. Regarding credit-related measures, limits on DTI and LTV ratios are associated with lower
credit growth (IMF, 2012) and higher LTV ratios are found to slow house prices inflation (Crowe et al., 2011,
Igan and Kang, 2011, Wong et al., 2011; and IMF, 2012). Conditional on a housing bust, the presence of an LTV
cap is found to limit the vulnerability of banking systems to mortgage default (Wong et al., 2011). In line
with these econometric results, DTI and LTV measures introduced by Korea are assessed to have reduced
house price volatility, limited speculative incentives, and kept household default rates low, though they
have not prevented a very sharp increase in household indebtedness. Similarly, the 2010 measures taken in
China are seen to have contributed to a slowdown in bank lending growth and a house price decline
between end-2011 and mid-2012. House prices have, however, started to go up again since mid-2012,
prompting the authorities to announce a stricter implementation of existing measures. On the other hand,
even if they may have helped moderate house price increases, LTV and DPI caps in Canada, Norway and
Sweden have not prevented property prices from reaching very high levels relative to income and rents.

The liquidity-related measure introduced by New Zealand also appears to have been effective although it led
to a higher-than-anticipated increase in average funding costs (Lim et al., 2011; and IMF, 2012).

Regarding capital-related measures, larger capital buffers are found to increase the resilience of the banking
system by mitigating the effects of loan losses on loan growth in bad times (Nier and Zicchino, 2008). The
bank dynamic provisioning in Spain helped cover rising credit losses during the financial crisis, although
the coverage fell well short of what turned out to have been required. Moreover, it was not effective in
curbing credit growth, which grew by 25% annually in the years preceding the crisis. In contrast, in Brazil
increases in the capital requirements on consumer loans and reserve requirements helped to reduce the
speed of household credit growth. As reserve requirements do not differentiate by asset classes, they are
however found to be less effective in limiting house price appreciations than variations in capital
requirements, which can be specifically targeted at housing credit (IMF, 2012).

The evidence discussed above suggests that targeted macro-prudential tools are effective in limiting
undesirable developments. Nevertheless, there are limits to their effectiveness and capacity to reduce
systemic risks and their implementation can be challenging. Given that macro-prudential policy is aimed
at containing systemic risk, it has to be employed pre-emptively before system-wide threats develop. The
application of a discretionary macro-prudential policy may, however, be resisted by interest groups, while
choosing the right timing to introduce a measure can prove to be difficult. Moreover, calibrating various
instruments so as to take into account their expected costs and benefits as well as interactions with other
measures and policies is not straightforward. These considerations suggest that macro-prudential
responsibility should lie with a single independent institution having control over suitable tools to attain
its objectives, as recommended by the European Systemic Risk Board (ESRB, 2012).!
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Box 1.5. Macro-prudential regulation (cont.)

Recent active macro-prudential measures in selected OECD countries and BRIICS

Credit-related Liquidity-related Capital-related
Credit | Maturity _Min. Capital L Reserve Risk weight
LTV cap DTlcap growth | mismatch liquidity . Provisioning . 1 e
cap limits ratio requirements requirements restrictions
Austria x
Canada x x
Chile x x
France x
Greece x x X
Hungary x x x
Ireland x x
Israel x
Italy x x
Korea X X X X x
Mexico x x
Netherlands x
New Zealand x x
Norway x
Poland x x x x x
Spain x x x
Sweden x
Switzerland X
Turkey x x X
Brazil x x
China x X x x x
India X X X X X X
Indonesia
Russian Federation x x x x
South Africa x

Note: OECD countries not included in the table have not implemented macro-prudential measures recently.

1. Reserve requirements applying regardless of the residency of the party or of the currency used in the operation concerned.
Source : OECD compilation based on Lim et al. (2011) and IMF (2012).

StatlLink Sa=m http://dx.doi.org/10.1787/888932837019

1. This recommendation is not, however, followed in a number of countries. In the United States, both the Federal Reserve via the
Office of Financial Stability Policy and Research and the Treasury via the Office for Financial Research are in charge of financial
stability. In Sweden, the Riksbank and the financial regulator, Finansinspektionen, may have to share macro-prudential policy
in the future (Ekholm, 2013). In contrast, in the United Kingdom, the responsibility of macro-prudential policy is given to the
Bank of England’s Financial Policy Committee, which can address any risks it identifies by passing on its concerns to the
Prudential Regulation Authority which is obliged to act.

... rapid non-bank credit e Extremely rapid non-bank credit growth in China could also pose a risk
growth in China... to financial stability. In the first quarter of 2013, non-bank credit was
40% higher than a year earlier, and the total stock was equivalent to 40%
of GDP. About a quarter of this activity has been financed through funds
(so-called wealth management products). Such funds managed by
banks have recently become subject to tighter regulation. However,
other parts of the shadow banking system, notably trust companies,
remain lightly or un-regulated and accept high risks in exchange for
high yields with associated vulnerability to changes in the economic
environment.
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... and weaker trend
growth in emerging market
economies

The monetary policy stance
has been eased further or
has remained
accommodative

Marginal benefits and costs
of further stimulus point to
different policy
requirements...

e In the major emerging market economies, the relative stability of core
inflation against the recent backdrop of sub-par growth suggests that
there may be less spare capacity in these economies than previously
thought, and that the rate of growth of trend output may have declined.
Such factors point to a risk that the growth pick-up in the emerging
market economies could be weaker than projected. In China,
demographic pressures have slowed the growth of trend employment,
with official estimates suggesting that the working-age population may
have declined for the first time last year, and non-agricultural labour
productivity growth is now slowly easing. Slower potential growth
exacerbates the need for rebalancing of aggregate demand, with the
share of private consumption rising relative to that of fixed investment,
which is a process that may not proceed smoothly and which may
damp growth outcomes for a period.

Economic policy requirements in the major countries
Monetary policy

Monetary policy is being eased in some large OECD economies from
an already very accommodative stance. By far the most dramatic change
has taken place in Japan, where the Bank of Japan aims to double the
monetary base (from around 138 trillion yen, i.e. nearly 30% of GDP) and
the holdings of government bonds and exchange-traded funds in two
years, and to more than double the average remaining maturity of the
government bonds it purchases. This radical shift in policy is aimed at
reaching the new 2% inflation target and the boldness of the approach will
likely help shake up inflation expectations of households and businesses.
The US Federal Reserve continues to purchase Treasury and mortgage-
backed securities at a rate of $85 billion per month (0.5% of GDP) and has
stated that it will continue to do so until there is a significant
improvement in labour market conditions. The ECB cut the main
refinancing rate by 25 basis points to 0.5% and the marginal lending rate
by 50 basis points to 1% in May. In the United Kingdom, the policy stance
has not been changed recently, and remains accommodative. The policy
stance varies among largest emerging market economies: policy interest
rates have been cut in India from relatively high levels; rates have been
raised from historically low levels in Brazil; and in China liquidity
withdrawals have been stepped up, though the policy stance has
remained neutral.

The scope and need for additional stimulus varies across countries,
reflecting different balances of marginal benefits and costs of further
action. Beyond inflation prospects, decisions on additional monetary
easing need to be based on several factors, including activity and
employment prospects, programme effectiveness, risks of excessive risk-
taking and unanchoring inflation expectations, how soon the exit from
monetary stimulus may be needed, and, hence, the risk of a potentially
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destabilising rapid reversal of policy stimulus.’® Based on these criteria,
the key monetary policy requirements in the major economies are as
follows:

... in the United States, the e In the United States, the monetary policy stance needs to remain
pace of additional easing exceptionally accommodative for some time to come. However, the net
may need to slow benefits of additional stimulus are muted, with growth projected to
gradually... gradually strengthen once the strongest headwinds from recent fiscal
tightening are past, signs of decreasing marginal efficacy (in terms of
the impact on yields) of additional quantitative easing, signs of risk-
taking that could be excessive in some segments of financial markets
and the risk that the eventual policy reversal may lead to instability
unless undertaken very gradually. Thus, beginning a gradual reduction
in the size of additional asset purchases may be warranted in the near
future. Such a policy change would need to be carefully prepared and
accompanied with clear communication of the reasons behind it and
indications of how future adjustments will be decided and
implemented.

... In Japan, new e Recent aggressive quantitative and qualitative monetary easing should
quantitative and help attain the Bank of Japan’s 2% inflation target, especially if the
q.uah.tatwe mor!etary recent sizeable depreciation of the yen and higher inflation
easing is appropriate... expectations are sustained. The new stimulus is justified — indeed
overdue — given underlying deflation, projected headwinds to growth as
fiscal consolidation commences from 2014, and signs based on asset
prices that recent quantitative easing has been effective. Additional
instruments could be used, if need be, depending on price and activity

developments.

... in the euro area, more e In the euro area, easier monetary conditions are needed given
monetary policy easing is underlying inflation already well below the ECB objective for medium-
needed... term inflation and disinflationary pressures in the context of very weak

activity. The ECB should adopt a negative deposit rate, driving the

overnight rate below zero. It could consider following up on its recent

forward guidance on maintaining the accommodative policy stance,

including the commitment to keep fixed rate full allotment financing

operations for at least a year, by explicitly linking such guidance to

inflation prospects. Expansion of asset purchases is desirable and

different options for such interventions exist, though many of these are

complicated in practice. For instance, purchases of securitised loans to

SMEs could both help credit flows to such firms and ease bank balance-

sheet pressures, but require an institutional set-up to undertake

securitisation in a way that is not overly susceptible to asymmetric

information and moral hazard problems. Further purchases of covered

19. It should be borne in mind that tools exist to ensure that interest rates can be
raised even if the extraordinary amount of liquidity has not been absorbed
(Minegishi and Cournede, 2010).
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bonds could be an option for quantitative easing, but the scope for this
is limited, given the relatively small size of covered bond markets. For
larger-scale quantitative easing, the ECB could consider buying
government bonds of all euro area members on a non-discriminatory
basis for monetary policy purposes. This would be distinct from
activation of the country-specific OMT programme, which is based on
conditionality and aimed at removing interest premia associated with
redenomination risk. Nonetheless, having two parallel programmes
potentially intervening in government debt markets - for different
purposes, and with and without conditionality - would call for careful
communication. In addition, the ECB could start buying corporate
bonds and provide direct incentives to banks to extend credit, for
instance by further relaxing collateral requirements or adopting
programmes similar to the ones introduced in the United Kingdom and
Japan. The potential activity effects of actions to ease transmission and
lower bond yields in vulnerable countries may be stronger than those of
actions that affect financial markets in the euro area more broadly, but
such selective intervention may be harder to undertake.

... and in the United e In the United Kingdom, despite persistently above-target inflation and

Kingdom, maintaining some increase in inflation expectations, the current policy stance
accommodative policy may

! remains expansionary, as warranted by the slack in the economy and
still be warranted

only modest growth prospects. Doubts about the effectiveness of recent
quantitative easing measures caution against implementing additional
asset purchases. The recent changes to the remit of the Bank of England
should allow greater flexibility in meeting the 2% inflation target by
acknowledging potential short-term trade-offs between inflation,
output and financial stability.

In China the current policy e The People’s Bank of China has recently withdrawn liquidity via open
stance could be eased market operations, following last year’s reductions in the benchmark
policy rate and the reserve requirement ratio and large liquidity
injections that helped lower short-term market interest rates and
reduce their volatility. With inflationary pressures presently subdued
and significant slack, there may be room for some monetary relaxation.
Strong credit growth inside and outside the banking sector warrants
vigilance for its implications for inflation pressures and financial
stability, and macro-prudential measures might have to be tightened in
addition to the recent introduction of a 20% capital gains tax and higher
down-payments for second-time home buyers.

More easing will likely be e In India, current headline inflation is high, but underlying (non-food,
needed in India but not in non-energy) inflationary pressures are expected to weaken further and
Brazil and Russia the drag from expected fiscal consolidation is likely to increase,
justifying further monetary policy easing. In Brazil, accommodative

monetary policy provides support at a time of currently weak economic

growth, but high inflation will necessitate further monetary policy

tightening in the near term. In Russia, the current policy rates are
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Monetary policy

frameworks may need to be

adjusted

Highly stimulative

monetary policy may bring

58

financial stability risks

Budget consolidation is
challenging

appropriate given the projected gradual decline in inflation from its
current elevated level towards the medium-term target and an only
modest growth outlook.

Highly expansionary monetary policy over the past five years has
been instrumental in stabilising financial markets and the wider economy
and in preventing deflation. Nonetheless, questions about the appropriate
setting of monetary policy are increasingly being posed, reflecting both
the contribution that a focus on near-term inflation outcomes may have
given to the imbalances that led to the crisis, and the subsequent inability
of monetary policy to go much beyond a stabilisation of economic activity
to bring about a revival of demand and employment. Several aspects of
the inflation-targeting framework are being questioned, including
whether inflation targets should be higher to provide space for real
interest rates to become substantially negative when needed. While
modestly higher inflation is unlikely to carry any substantial long-term
costs, the transition costs could be significant in terms of credibility. More
uncontroversial is the need for inflation targeting to operate over a
sufficiently long horizon so that monetary policy, if needed, can take
account of financial stability issues in the near term. The absence of
memory in inflation targeting at a moment when inflation has been
undershooting and unemployment levels remain high is also being
questioned. However, price level targeting and nominal GDP level
targeting raise issues of implementation and credibility. At this moment it
is not clear that a better alternative is available to flexible inflation
targeting with a sufficiently long horizon.

Prolonged and highly stimulative monetary policy may have
unintended side effects for financial stability. Such implications should be
appropriately internalised by monetary policy and measures to minimise
negative risks should be adopted. These could include stricter financial
supervision and comprehensive macro-prudential frameworks and would
necessitate better coordination between macro-prudential and monetary
policies. An accommodating monetary policy stance can also create
serious moral hazard problems for policy making. The extraordinary
monetary policy settings in recent years have broken a number of taboos
and the knowledge that such policy settings are possible will linger. This
could imply a risk that governments postpone required structural and
fiscal reforms in the expectation of monetary authorities taking measures
to offset structural weaknesses.

Fiscal policy

Budget deficits are narrowing in most major areas (Table 1.8) but
weak growth, austerity fatigue and high multipliers at present raise
challenges for budget consolidation. In most cases, countries should
proceed with their structural fiscal consolidation commitments while
allowing automatic fiscal stabilisers to operate fully in case of growth
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Table 1.8. Fiscal positions will continue to improve
Per cent of GDP / Potential GDP

2010 2011 2012 2013 2014

United States

Actual balance -114  -10.2 -8.7 -5.4 -5.3
Underlying balance 9.3 -8.3 -7.2 -4.0 -4.1
Underlying primary balance -7.6 -6.4 -5.4 -3.1 -2.5
Gross financial liabilities 979 1023 106.3 109.1 110.4
Euro area
Actual balance -6.2 -4.1 -3.7 -3.0 -2.5
Underlying balance -4.3 -3.4 -2.0 -1.0 -0.5
Underlying primary balance -1.9 -0.8 0.6 1.6 2.0
Gross financial liabilities 93.5 956 103.9 1064 106.9
Japan
Actual balance -8.3 -8.9 99 -10.3 -8.0
Underlying balance -7.9 -7.8 -9.0 -9.6 -7.5
Underlying primary balance -7.3 -7.0 -8.1 -8.5 -6.2
Gross financial liabilities 193.3 2106 2191 2284 233.1
OECD'
Actual balance’ -7.7 -6.4 -5.7 -4.3 -3.8
Underlying balance? -6.6 -5.7 -5.0 -3.4 -2.9
Underlying primary balance? -5.0 -3.9 -3.2 -2.0 -1.2
Gross financial liabilities? 989 103.5 1088 1119 113.1

Note: Actual balances and liabilities are in per cent of nominal GDP. Underlying balances are in per cent of
potential GDP and they refer to fiscal balances adjusted for the cycle and for one-offs. Underlying primary
balance is the underlying balance excluding net debt interest payments.

1. Excludes Chile and Mexico.

2. Excludes Chile, Mexico and Turkey.

Source: OECD Economic Outlook 93 database.

StatLink sizr http://dx.doi.org/10.1787/888932836981

shortfalls. Should growth continue to disappoint, countries with relatively
healthy public finances, including some in the euro area, could afford to
slow down or postpone fiscal retrenchment efforts or supplement
consolidation on current budgets by measures to enhance investment.

Fiscal consolidation is set to In the current projection, the area-wide OECD fiscal deficit is
continue but policy expected to fall by almost 1% per cent of GDP in 2013 and an additional %
requirements differ across  per cent of GDP in 2014. The improvement in fiscal positions is entirely
ECOMOMIES.-- 4 counted for by a reduction in structural underlying deficits. Gross debt
in terms of GDP is set to continue drifting upwards, albeit at a diminishing
rate. As discussed in Chapter 4, in most OECD countries progress on
consolidation by 2014 will have advanced to the point that only small
further adjustment will be required to stabilise debt ratios, and further
consolidation of less than 1% of GDP will in most cases suffice to bring
debt levels to 60% of GDP by 2030. However, there are some important
exceptions, not least among the large economies. More generally,
different fiscal and economic conditions across countries imply that fiscal
policy requirements differ in the near term.
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... in the United States, to
improve the composition of

... in Japan, to reinforce the

budget consolidation...

credibility of the medium-

term targets...

. and in the euro area, to

allow automatic stabilisers

60

to work...

The fiscal stance is tighter than warranted in the United States in the
current year. The fiscal cliff was avoided in early January but, given the
automatic spending cuts that began on 1 March (“sequestration”), fiscal
consolidation is expected to amount to almost 2% of GDP in 2013 and a
more appropriate 1% of GDP in 2014.%° While some reduction in the high
budget deficit is appropriate in the current year, the legislated automatic
budget cuts imply significant headwinds that could be eased by re-
focusing the cuts away from measures estimated to have high fiscal
multipliers, such as cuts in government staff levels and public
investment, and from measures that achieve only marginal budget
savings but risk creating bottlenecks for growth. Legislators also have yet
to agree on a programme of spending cuts, including entitlement reform,
and revenue increases to address unsustainable fiscal developments in
the long term. A credible long-term fiscal plan would give policy makers
greater flexibility in adjusting near-term consolidation to suit the needs of
the economy without risking adverse consequences in financial markets.

In view of its extraordinarily high debt ratio, Japan should prepare a
credible consolidation plan to bring its debt level back to a more normal
position. The recently announced fiscal stimulus in 2013 and 2014,
amounting to additional borrowing of around 1% of GDP, comes at a time
when growth is picking up. It is set to be followed, when the conditional
consumption tax increases planned for 2014 and 2015 are implemented
and reconstruction spending wanes, by an abrupt turnaround in the fiscal
stance, to a tightening of 2% per cent of GDP in 2014 alone. While a
smoother fiscal adjustment would have been desirable in general, the
current path entails a substantial head-start on attaining the authorities’
medium-term fiscal goals. As discussed in Box 1.4, Japan’s combination of
a high primary deficit and demanding debt dynamics is highly
challenging and reducing the debt ratio calls for actions not only in the
fiscal area but also concerning monetary and structural policies.
Monetary policy has now opened a window of opportunity. To maintain
market confidence, the medium-term fiscal plan to be released later this
year will have to provide detailed information on how debt stabilisation
and subsequent reduction are to be achieved, including what spending
and tax categories will be used. The effectiveness of fiscal consolidation
would be amplified by decisive growth-supporting structural measures.

In the euro area, the area-wide fiscal consolidation (measured as an
improvement in the underlying primary budget balance) of just over 4% of
GDP between 2009 and 2013 was similar to that in the United States over
the same period. This casts doubts about the role of fiscal tightening in

20. The reduction in the underlying primary deficit in 2013 amounts to 2.3% of GDP
but 0.4 percentage point of this reduction reflects distortions to the timing of
dividend payouts brought about by tax changes, implying that the “true”
reduction in the underlying deficit is 1.9% of GDP. In 2014, the same distortions
understate the extent of the “true” fiscal consolidation by about 0.4 percentage
point.
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explaining the comparatively weak performance of the euro area.
Nonetheless, given that other negative factors, notably financial conditions
and confidence, have kept the euro area very weak, it could be argued that,
in retrospect, there should have been less fiscal tightening in the past three
to four years. However, with the consolidation that has taken place and
with further, though more moderate, tightening in 2013 and 2014,
underlying fiscal balances in the area as a whole and for most member
countries will have reached a level that would lead to declining debt ratios
at neutral interest rates and potential growth rates.?! Nonetheless, most
countries under market pressure, as well as France, are still planning
consolidation of 2%z per cent of GDP or more over 2013 and 2014 combined,
which will further test the acceptance of fiscal austerity. The automatic
stabilisers should be allowed to operate unhindered around the structural
path embedded in current fiscal plans. Moreover, the focus on structural, as
opposed to nominal, targets should be laid out in advance at the level of the
European Union. For countries receiving official assistance, creditors’
acceptance and additional help would be needed to allow automatic
stabilisers to work around the structural consolidation path.

... Which is also needed in The UK government’s consolidation programme now rightly relies
the United Kingdom  primarily on cuts in current spending, which could be made more broadly
based, whilst preserving capital spending. Appropriately, given the
present projection, planned fiscal consolidation will amount to about 1%
of GDP in both 2013 and 2014, with several one-off factors also continuing
to lower the headline deficit. Moreover, the policy not to override the
automatic stabilisers provides flexibility. More generally, the flexibility in
the UK approach to consolidation is based on the credibility of the fiscal
framework and it will be important to ensure that this is retained.

Fiscal policy needs in In emerging market economies, fiscal policy settings and
emerging economies differ requirements also differ:
across...
... China... e China’s fiscal stance has appropriately eased moderately since 2011,

with public expenditure now rising more rapidly, reflecting both higher
social spending and rising government infrastructure spending as local
authorities start implementing previously planned projects. The budget
deficit (combining central and local governments) is set to widen from
1% to 2% of GDP this year, which leaves considerable scope for counter-
cyclical fiscal policy if the economy were to weaken, notwithstanding
large contingent liabilities. The government’s fiscal position could be
strengthened by transferring more profits from state-owned
enterprises, with a harder budget constraint likely to spur efficiency
improvements in these companies.

21. This characterisation of fiscal stances relies heavily on output gaps being as
large as estimated, but in the current context uncertainty around estimates of
economic slack is especially high. Other indicators, such as stubbornly high
inflation in Italy, suggest that output gaps may be smaller than estimated.
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... India...

... Brazil...

... and Russia

The composition of
consolidation should be
optimised

e India needs sustained fiscal consolidation efforts. The fiscal consolidation
roadmap presented in October 2012 entails a decline in the central
government deficit from 5.2% of GDP in FY 2012/13 to 3% in FY 2016/17,
which is not much in structural terms over four years but should help
lower the general government deficit from 7% per cent of GDP in 2012 to
6% per cent in 2014. Even so, policy implementation remains a
challenge. Fiscal consolidation efforts should focus on raising more tax
revenue in a less distortive way (such as moving swiftly to the proposed
Goods and Services Tax (GST) and reducing both tax expenditures and
marginal rates), increasing the effectiveness of infrastructure
investment and better targeting subsidies so as to boost inclusive
growth.

e Brazil has a comparatively good fiscal situation but can strengthen the
transparency of its fiscal strategy. The public net debt burden is
trending downward and although the government struggled to meet its
3.1% of GDP primary surplus target in 2012, a miss would have been
justifiable given last year’s poor growth performance. Greater use of
structural budget indicators could improve the credibility of fiscal
announcements and help avoid pro-cyclical policy and the temptation
to resort to ad-hoc accounting measures to achieve legal compliance
with nominal targets.

e Russia’s non-oil budget deficit - the overall deficit excluding oil
revenues - increased in 2012 and remains elevated compared with the
pre-crisis period. A moderate improvement in the federal non-oil
balance of about % per cent of GDP per year is projected in 2013 and
2014. Even so, the non-oil fiscal deficit will stay above the level that is
consistent with the need to save an adequate share of the income from
exhaustible oil resources. Increasing the retirement age and phasing
out early retirement options would help to secure long-term
sustainability of public finances without reducing short-term growth,
and decisions about such reforms are long overdue.

The composition of fiscal consolidation packages is as important as
their size. Not all fiscal consolidation instruments are equal in terms of
their impact on growth, equity and needed adjustments to external
balances. A better composition, by enhancing growth and equity, may
help address reform fatigue. Among the better policies are reducing
subsidies, adjusting pension age eligibility, increasing property taxes and
eliminating certain tax expenditures. Among the worst instruments are
cuts to education - unless accompanied by measures to exploit the
significant scope for efficiency gains in many countries — and public
investment. But perhaps because they are politically easier or faster to
implement, some countries have so far largely relied on reducing
investment-like expenditure, such as infrastructure spending
(Figure 1.15). For instance, cuts to public fixed investment have accounted
for about one-fifth of the consolidation effort between 2009 and 2012 in
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Figure 1.15. The composition of fiscal consolidation is set to change
In per cent of potential GDP, based on the underlying primary balance
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1. Adjusted for the economy’s cyclical position. Includes other current receipts, non-interest property income received and underlying
capital transfers received net of exceptional transfers.
2. Adjusted for the economy’s cyclical position. Includes underlying capital transfers paid net of exceptional transfers.
3. Net of the consumption of fixed capital.
Source: OECD Economic Outlook 93 database; and OECD calculations.
StatLink =iz http://dx.doi.org/10.1787/888932835632

the euro area, the United Kingdom and the United States, and as much as
two-fifths in Spain. In many countries, low long-term interest rates and
excess capacity in the construction sector provide a propitious
environment for financing growth-boosting infrastructure projects, not to
mention that public infrastructure spending is typically found to have
larger multipliers than other types of expenditure as it also boosts private
investment.

OECD ECONOMIC OUTLOOK, VOLUME 2013/1 © OECD 2013 - PRELIMINARY VERSION 63



1.

GENERAL ASSESSMENT OF THE MACROECONOMIC SITUATION

Countries with large public

sectors and little revenue

space should reduce current

64

public spending

More generally, many countries with little revenue space and large
public sectors when compared with OECD peers should concentrate on
reducing current public expenditure. Yet some of these countries have
instead largely relied on tax increases to consolidate their budget
positions. Between 2009 and 2012, about 90% of the consolidation effort in
France has relied on increasing revenue, current primary spending having
increased slightly, and 60% in the Netherlands. The proportion is about
one half in the euro area as a whole and in Italy. Relying mostly on tax
increases, which tend to have lower-than-average multipliers, may have
merit in a period when economic conditions are very weak and the scope
for further monetary policy accommodation is at best limited, but when
economic recoveries begin or strengthen, the accent should shift to
reducing public expenditure in countries with high public spending.
Encouragingly, relative to the period since 2009, fiscal consolidation this
year and next is generally projected to rely much more on current
expenditure reductions (Figure 1.15).

OECD ECONOMIC OUTLOOK, VOLUME 2013/1 © OECD 2013 - PRELIMINARY VERSION



1. GENERAL ASSESSMENT OF THE MACROECONOMIC SITUATION

Bibliography
Bank of England (2012), Inflation Report, November 2012.

BIS (2012), “Report to G20 Finance Ministers and Central Bank Governors on Basel III
Implementation”, Basel Committee on Banking Supervision, October.

Borio, C. and R. McCauley (1995), “The Anatomy of the Bond Market Turbulence of
1994”, Bank for International Settlements Working Paper, No. 32.

Crowe, C., G. Dell’Ariccia, D. Igan, and P. Rabanal (2011), “How to Deal with Real
Estate Booms: Lessons from Country Experiences”, IMF Working Paper, No. 91.

Ekholm, K. (2013), “Monetary Policy, Business Cycle Stabilisation and
Macroprudential Policy”, Speech given at a meeting at the Confederation of
Swedish Enterprise, Stockholm, 13 March.

ESRB (2012), Recommendation of the ESRB of 22 December 2011 on the Macro-Prudential
Mandate of National Authorities, European Systemic Risk Board.

Forbes, K. and F. Warnock (2011), “Capital Flow Waves, Surges, Stops, Flight and
Retrenchment”, NBER Working Paper, No. 17831.

Fournier, J-M., I. Koske, I. Wanner and V. Zipperer (2013), “The Price of Oil - Will It
Start Rising Again?”, OECD Economics Department Working Paper, No. 1031, OECD
Publishing.

Ghosh, A., J. Kim, M. Quershi and J. Zalduendo (2012), “Surges”, IMF Working Paper,
No. WP/12/22.

Girouard, N., M. Kennedy and C. André (2006), “Has the Rise in Debt Made
Households More Vulnerable?”, OECD Economics Department Working Papers, No.
535, OECD Publishing.

Guichard, S., D. Haugh and D. Turner (2009), “Quantifying the Effect of Financial
Conditions in the Euro Area, Japan, United Kingdom and United States”, OECD
Economics Department Working Papers, No. 677, OECD Publishing.

Igan, D. and H. Kang (2011), “Do Loan-to-Value and Debt-to-Income Limits Work?
Evidence from Korea,”IMF Working Paper, No. 297.

IMF (2012), “The Interaction of Monetary and Macroprudential Policies -
Background Paper”, IMF Policy Paper, December.

Kennedy, M. and T. Slok (2005), “Explaining Risk Premia on Bonds and Equities”,
OECD Economic Studies, Vol .2005(1).

Kerdrain, C, I. Koske and I. Wanner (2010), “The Impact of Structural Policies on
Saving, Investment and the Current Account”, OECD Economics Department
Working Paper, No. 815, OECD Publishing.

Lim, C., F. Columba, A. Costa, P. Kongsamut, A. Otani, M. Saiyid, T. Wezel, and X. Wu
(2011), “Macroprudential Policy: What Instruments and How to Use Them?
Lessons from Country Experiences”, IMF Working Paper, No. 238.

Minegishi, M. and B. Cournede (2010), “Monetary Policy Responses to the Crisis and
Exit Strategies”, OECD Economics Department Working Papers, No. 753, OECD
Publishing.

Nier, E. and L. Zicchino (2008), “Bank Losses, Monetary Policy and Financial Stability
- Evidence on the Interplay from Panel Data”, IMF Working Paper, No. 232.

OECD (2013), Economic Policy Reforms 2013: Going for Growth, OECD Publishing.
OECD (2013b), Economic Survey of China, OECD Publishing.

OECD/UNCTAD/WTO (2012), Reports on G20 Trade and Investment Measures (Mid-May
to Mid-October 2012).

Ollivaud, P. and C. Schwellnus (forthcoming), “International Imbalances: Recent
Developments and Medium-Term Outlook”, OECD Economics Department Working
Papers, OECD Publishing.

Wong, E., T. Fong, K. Li, and H. Choi (2011), “Loan-to-Value Ratio as a
Macroprudential Tools - Hong-Kong’s Experience and Cross-Country Evidence”,
Hong Kong Monetary Authority Working Paper, No. 1.

OECD ECONOMIC OUTLOOK, VOLUME 2013/1 © OECD 2013 — PRELIMINARY VERSION 65






Chapter 2

DEVELOPMENTS IN INDIVIDUAL
OECD COUNTRIES

67



2. DEVELOPMENTS IN INDIVIDUAL OECD COUNTRIES

UNITED STATES

Economic growth is expected to remain moderate in 2013, and then pick up noticeably in 2014 as
the labour market recovery gains momentum. Tax increases are taking a significant bite out of incomes
this year, but sizable gains in equity and real estate prices have boosted household wealth and should
provide support to private consumption and residential investment. Given ample corporate cash flow
and an improved demand outlook, business investment is likely to rise steadily over the projection.

Budgetary consolidation is creating significant headwinds, especially in 2013. Spending cuts
should be chosen more thoughtfully than across-the-board sequestrations, and commitment to a
medium-term plan to restore fiscal stability should be put in place. Monetary policy can remain
accommodative for an extended period as inflation expectations appear well anchored and still high
unemployment will contain wage pressures. However, the net benefits of further quantitative easing are
likely to decline as economic prospects strengthen, and plans for phasing down these purchases should
be laid out clearly in advance.

Though unemployment The labour market recovery has been painfully slow. At 7% per cent,
remains high, hiring has the unemployment rate is still high, and 37% of the unemployed have
brightened somewhat yee oyt of work for over six months. Although the unemployment rate
dropped by more than % percentage point over the past year, part of the
improvement was due to a decline in the labour force as more job seekers
became discouraged and the population aged. Nevertheless, indicators of
hiring activity have brightened in recent months, and quit rates have
moved up, suggesting that employees have become more confident of

their prospects in the labour market.

Private consumption and Output growth has been positive since mid-2009 but, looking through
investment have expanded the short-term volatility, it has not been strong enough to meaningfully
moderately...  joquce excess capacity. This reflects the weakness of private consumption,
which expanded only slowly through much of last year. Spending
United States
Labour market participation has fallen further Residential investment is expanding
As a percentage of population aged 15 and over
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Source: OECD Economic Outlook 93 database.
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United States: Employment, income and inflation
Percentage changes

2010 2011 2012 2013 2014
Employment’ 0.7 1.0 1.6 1.3 2.0
Unemployment rate? 9.6 8.9 8.1 7.5 7.0
Compensation per employees® 2.9 2.8 1.6 1.9 2.7
Labour productivity 3.1 0.8 0.6 0.5 0.8
Unit labour cost -0.1 2.2 1.0 1.5 2.0
GDP deflator 1.3 21 1.8 1.5 1.9
Consumer price index 1.6 3.1 21 1.6 1.9
Core PCE deflator* 1.5 1.4 1.7 1.3 1.9
PCE deflator® 1.9 24 1.8 1.3 1.8
Real household disposable income 1.8 1.3 15 0.5 3.8

1. Based on the Bureau of Labor Statistics (BLS) Establishment Survey.

2. As a percentage of labour force, based on the BLS Household Survey.

3. In the total economy.

4. Deflator for private consumption excluding food and energy.

5. Private consumption deflator. PCE stands for personal consumption expenditures.
Source: OECD Economic Outlook 93 database.

StatLink sizr http://dx.doi.org/10.1787/888932837038

strengthened in early 2013 but is likely to weaken again in the short term,
reflecting the expiration of the payroll tax holiday and other tax increases.
Business investment surged at the end of last year, with outsized gains in
outlays for structures and equipment and software. Part of the jump
reflected businesses pulling forward investments ahead of the expiration
of various tax incentives, and consequently investment growth in the first
half of 2013 has slowed noticeably.

United States

Household financial obligations are quite low! Fiscal consolidation is on-going?
In per cent of disposable income Change in underlying primary balance
O/O
20 3
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. The financial obligations ratio is an estimate of the ratio of required payments to disposable personal income, including outstanding

mortgage loans, consumer debt, automobile leases, property rental and tax obligations, and homeowners' insurance.
Includes all levels of government as well as social security funds and non-profit institutions that are controlled and mainly financed
by government.

Source: OECD Economic Outlook 93 database; and U.S. Federal Reserve.

StatLink iz http://dx.doi.org/10.1787/888932836449
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is recovering

Inflationary pressures are
weak
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United States: Financial indicators

2010 2011 2012 2013 2014

Household saving ratio, net’ 5.1 4.2 3.9 24 3.9
General government financial balance? -11.4 -10.2 -8.7 -5.4 -5.3
General government gross debt? 97.9 102.3 106.3 109.1 110.4
Current account balance? 3.0 3.1 3.0 3.1 3.3
Short-term interest rate® 0.5 0.4 0.4 0.3 0.2
Long-term interest rate* 3.2 2.8 1.8 1.9 25

1. As a percentage of disposable income.

2. As a percentage of GDP.

3. 3-month rate on euro-dollar deposits.

4. 10-year government bonds.

Source: OECD Economic Outlook 93 database.

StatLink =a=m http://dx.doi.org/10.1787/888932837057

Residential investment has strengthened and is finally making a
meaningful contribution to overall output growth. The inventory of
homes for sale has normalised, vacancies have declined, and financing
rates remain extremely favourable by historical standards.

Inflation has been subdued, averaging 1.5% since the middle of 2012.
Sharp energy price declines are likely to hold down inflation in the next
few months. Inflation expectations are also low, and the continuing
excess slack in the economy suggests little wage or price pressure will
emerge for the time being.

United States: Demand and output

Fourth quarter

2011 2012 2013 2014 2012 2013 2014
Current prices Percentage changes from previous year,
$ billion volume (2005 prices)

GDP at market prices 15 075.7 2.2 1.9 2.8 1.7 21 3.2
Private consumption 10 729.1 1.9 21 2.7 1.8 2.3 3.1
Government consumption 2 579.6 -1.3 -2.2 -0.7 -1.5 -1.4 -0.6
Gross fixed investment 2298.5 6.1 5.1 7.8 5.1 54 8.4

Public 480.2 -4.0 -3.3 -0.5 -3.1 -3.5 -0.2
Residential 338.7 121 14.7 161 149 151 16.2
Non-residential 1479.6 8.0 5.2 7.6 515) B3 8.3
Final domestic demand 15607.2 2.0 1.9 3.0 1.8 2.2 3.4
Stockbuilding’ 36.6 02 00 00
Total domestic demand 15 643.7 21 1.9 2.9 1.4 24 3.4
Exports of goods and services 2094.2 3.4 2.2 4.9 21 3.9 5.1
Imports of goods and services 2662.3 2.4 2.4 5.5 0.2 5.1 5.6
Net exports’ - 568.1 00 -01 -03

Note: Detailed quarterly projections are reported for the major seven countries, the euro area and the total
OECD in the Statistical Annex.

1. Contributions to changes in real GDP, actual amount in the first column.

Source: OECD Economic Outlook 93 database.

StatLink Si=m http://dx.doi.org/10.1787/888932837076
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United States: External indicators

2010 2011 2012 2013 2014

$ billion
Goods and services exports 18445 20942 21841 2 256 2 390
Goods and services imports 2 356.1 26623 27440 2813 3001
Foreign balance -511.6 - 568.1 -559.9 - 558 - 611
Invisibles, net 69.6 102.1 84.9 62 54
Current account balance -442.0 -465.9 -475.0 - 496 - 557

Percentage changes

Goods and services export volumes 111 6.7 3.4 2.2 4.9
Goods and services import volumes 12.5 4.8 2.4 2.4 5.5
Export performance1 -24 0.3 0.2 -14 -0.8
Terms of trade -1.4 -1.3 0.2 0.9 -0.1

1. Ratio between export volume and export market of total goods and services.
Source: OECD Economic Outlook 93 database.

StatLink Sazm http://dx.doi.org/10.1787/888932837095

Financial conditions are The continuation of low financing rates and improving lending

supportive of growth... conditions will help support the recovery in household and business
spending. Moreover, equity and house prices have risen sharply over the
past year, and the accompanying increases in wealth will provide
significant support to spending. Household balance sheet repair appears
well advanced, with the ratio of household financial obligations to
disposable income at its lowest level since the 1980s.

... but fiscal policy is a On-going fiscal consolidation is exerting a significant drag on
major drag  disposable income and spending. In addition, special factors contribute to
a large narrowing of the budget deficit in 2013, including dividend
payments from Fannie Mae and Freddie Mac. The projection assumes that
the underlying primary deficit narrows by 2% per cent of GDP (almost 2%
excluding the impact of the tax-driven pull forward of dividend payments)
and % per cent of GDP (1% excluding such effects), respectively, in 2013
and 2014. Commitment to a plan for achieving medium-term fiscal
stability is still needed; such a plan must address the unsustainable
growth in entitlement expenditures.

Monetary policy should The pace of output growth is projected to remain moderate this year
continue to support the byt then to strengthen to almost 3% next year. The labour market is set to
recovery  slowly gather momentum, and by the end of 2014 the unemployment rate

is projected to fall below 7%. Inflation is projected to remain below 2%.
With high unemployment and low inflation, monetary policy can remain
accommodative for an extended period, in line with the Federal Reserve’s
forward guidance. As employment prospects continue to improve, the
anticipated net benefits of further quantitative easing should be weighed
carefully, with particular focus on potential financial risks.
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The fiscal policy outlook is a

72

downside risk

Given the limits of monetary policy, the drag on activity from the
sharp cuts in government spending could be more pronounced than
usual. And although the tail risks may have diminished somewhat, the
potential effects of future credit market disruptions related to the euro-
area crisis are still a major source of concern. On the other hand, the pick-
up in the housing market may induce a release of pent-up demand for
durable consumer goods, for which expenditure remains historically low
relative to GDP. The Federal Reserve will need to carefully navigate
through the completion of quantitative easing. A premature exit could
jeopardise the fragile recovery, but waiting too long could result in a
disorderly exit from the programme with sizable financial losses.
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JAPAN

Japan has rebounded strongly from its 2012 recession, led by fiscal and monetary policy stimulus.
A fiscal package introduced in early 2013 and a new monetary policy framework aimed at achieving the
2% inflation target, accompanied by a weakening yen, are boosting output and confidence. Aided by a
recovery in world trade, output growth is projected to be close to 1% per cent in 2013 and 2014, which
will help to push inflation into positive territory.

With gross public debt at around 220% of GDP in 2012, a detailed and credible fiscal consolidation
plan to achieve the target of a primary budget surplus by FY 2020 is essential to maintain confidence in
Japan’s fiscal situation. The consumption tax rate should be hiked to 10% by 2015 as planned. The Bank
of Japan's new “quantitative and qualitative monetary easing” should continue until the new 2%
inflation target has been sustainably achieved to ensure a definitive exit from deflation. The growth
strategy to be announced in mid-2013 should include bold regulatory reform measures to help boost
potential growth.

The economic recovery Growth picked up in early 2013 as exports stabilised after a sharp
beginning in early 2013...  drop in the latter half of 2012 that was related to the deceleration of the
world economy and tensions with China. The upturn was accelerated by
the new government's announcement of a three-pronged strategy to
revitalise Japan, prompting an improvement in household and business
confidence. In addition, by mid-May 2013, equity prices had risen by
around 60% from their November 2012 level, while the yen had
depreciated by around 20% in trade-weighted terms. Nevertheless,
deflation continues.

Japan

Exports and industrial production Confidence is improving
are rebounding’
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1. Data are three-month moving averages of seasonally-adjusted industrial production and exports.
2. A survey of workers, such as taxi drivers and shop clerks, whose jobs are sensitive to economic conditions. The index ranges from 100
(better) to 0 (worse), with 50 indicating no change.
Diffusion index of "favourable" minus "unfavourable' conditions.
Large enterprises are capitalised at a billion yen or more and small enterprises at between 20 million yen and a hundred million yen.
5. Except for the economy watchers index where there are no projections, numbers for the second quarter are companies' projections
made in March 2013.

Source: Ministry of Economy, Trade and Industry; Bank of Japan; and Cabinet Office.

StatLink Sazm http://dx.doi.org/10.1787/888932836164
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Japan: Employment, income and inflation
Percentage changes

2010 2011 2012 2013 2014
Employment -0.3 -0.1 -0.3 0.2 -0.1
Unemployment rate’ 5.0 4.6 4.3 4.2 4.1
Compensation of employees 0.0 0.5 -0.1 0.6 1.7
Unit labour cost -4.4 1.1 -2.1 -1.0 0.4
Household disposable income 0.5 -0.3 0.3 1.1 25
GDP deflator -2.2 -1.9 -0.9 -0.8 0.9
Consumer price index? -0.7 -0.3 0.0 -0.1 1.8
Core consumer price index® -1.2 -0.9 -0.5 -0.5 1.7
Private consumption deflator -1.7 -0.8 -0.6 -0.5 1.7

1. As a percentage of labour force.

2. Calculated as the sum of the seasonally adjusted quarterly indices for each year.
3. Consumer price index excluding food and energy.

Source: OECD Economic Outlook 93 database.

StatLink Sasm http://dx.doi.org/10.1787/888932837114

... was supported by fiscal One pillar of the new strategy - a flexible fiscal policy - was reflected
stimulus... in the January 2013 fiscal stimulus package, which amounted to
10.3 trillion yen (2.2% of GDP), almost half of which is public works
spending. The package will increase government borrowing by around 1%
of GDP. In addition, the government decided to boost reconstruction
spending by another 4.4 trillion yen in the FY 2013 budget, bringing the
total to 23.5 trillion yen (around 5% of annual GDP) between FY 2011-15,
up from the initial five-year plan of 19 trillion yen.

Japan
The yen has depreciated, Underlying deflation remains entrenched
while equity prices are recovering Year-on-year percentage changes
2005 = 100 %
25
140 = Effective exchange rate’ / —  CPI
—— Real effective exchange rate? / — Core inflation® 2.0
130 Nikkei stock average price index® | Core inflation’ 15
120 1.0
110 05
»M /\ 0.0
100 —/ ’/ \
-0.5
90
\ -1.0
8 -1.5
70 ! 2.0
-
60 ! ! ! ! ! ! ! ! ! ! R R I AR A N R R B 1
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Trade-weighted, vis-a-vis 48 trading partners.

Deflated based on consumer price indices.

The Nikkei stock price index averages the price of 225 individual stocks listed on the Tokyo Stock Exchange.
Corresponds to the OECD measure of core inflation, which excludes food and energy.

Corresponds to the Japan measure of core inflation, which excludes only fresh food.

Source Bank of Japan; and OECD Economic Outlook 93 database.

Vs we e

StatLink %i=r http://dx.doi.org/10.1787/888932836183
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Japan: Financial indicators

Household saving ratio, net’

General government financial balance?
General government gross debt?

Current account balance?

Short-term interest rate®
Long-term interest rate*

2010 2011 2012 2013 2014

2.0 2.3 0.8 0.9 0.7
-8.3 -8.9 -9.9 -10.3 -8.0
193.3 2106 2191 2284 2331
3.7 2.0 1.0 1.0 1.9
0.2 0.1 0.1 0.2 0.1
1.1 1.1 0.8 0.7 1.2

... that made the FY 2015
deficit target more difficult
to achieve

1. As a percentage of disposable income.

2. As a percentage of GDP.

3. 3-month CDs.

4. 10-year government bonds.

Source: OECD Economic Outlook 93 database.

StatLink Sisr™

http://dx.doi.org/10.1787/888932837133

However, the fiscal package increases the amount of fiscal tightening
necessary to achieve the FY 2015 target of reducing the primary budget
deficit of central and local governments from an estimated 7% of GDP in
FY 2013 to 3.2% of GDP. The 2013 primary deficit is projected by the OECD
at around 9% of GDP (on a general government basis excluding one-off
factors), before falling to around 6% per cent of GDP in 2014, reflecting the
planned hike in the consumption tax to 8%, conditional on an
improvement in economic conditions. The government's medium-term
fiscal consolidation strategy, which will be announced in mid-2013, will
maintain the target of a primary budget surplus in FY 2020, in the

Japan: Demand and output

Fourth quarter

2011 2012 2013 2014 2012 2013 2014
Current prices Percentage changes from previous year,
¥ trillion volume (2005 prices)

GDP at market prices 470.6 2.0 1.6 1.4 0.5 3.0 0.5
Private consumption 284.8 2.3 1.6 1.0 1.0 2.4 0.0
Government consumption 96.2 2.6 1.3 -0.5 3.1 0.4 -0.8
Gross fixed investment 97.0 4.4 2.0 0.6 0.2 3.9 -1.8

Public’ 20.8 12.6 40 -13.3 | 20.6 44  -17.6
Residential 13.5 3.0 120 -2.2 59 146 -9.6
Non-residential 62.8 1.9 -1.0 6.1 -7.3 4.6 518
Final domestic demand 477.9 2.8 1.6 0.6 1.3 2.3 -0.5
Stockbuilding2 -3.1 0.1 -0.4 -0.2
Total domestic demand 474.8 2.9 1.2 0.5 1.4 1.8 -0.2
Exports of goods and service 71.3 -0.1 2.7 9.0 -48 11.0 9.0
Imports of goods and service 75.6 5.4 0.6 3.1 1.2 2.8 4.3
Net exports? -43 09 03 09

Note: Detailed quarterly projections are reported for the major seven countries, the euro area and the total

OECD in the Statistical Annex.
1. Including public corporations.

2. Contributions to changes in real GDP, actual amount in the first column.

Source: OECD Economic Outlook 93 database.

StatLink = http://dx.doi.org/10.1787/888932837152
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The Bank of Japan has
launched a new policy
framework

The expansion is projected
to continue through 2014...

76

Japan: External indicators

2010 2011 2012 2013 2014
$ billion
Goods and services exports 835.7 895.3 873.9 797 866
Goods and services imports 770.2 949.6 991.9 903 933
Foreign balance 65.5 -54.3 -118.0 - 106 - 67
Invisibles, net 138.6 173.6 177.6 157 160
Current account balance 2041 119.3 59.6 51 94

Percentage changes

Goods and services export volumes 24.4 -04 -0.1 2.7 9.0
Goods and services import volumes 1.1 59 5.4 0.6 3.1
Export performance’ 7.6 -6.7 -3.6 -3.0 5
Terms of trade -5.9 -7.6 -1.4 -1.8 -0.5

1. Ratio between export volume and export market of total goods and services.
Source: OECD Economic Outlook 93 database.

StatLink si=r http://dx.doi.org/10.1787/888932837171

challenging context of rising public social spending due to rapid
population ageing. The primary budget surplus should be large enough to
stabilise the public debt ratio.

Another pillar of the new government's strategy was the new
monetary policy framework announced by the Bank of Japan (BoJ) in
April 2013, which aims to achieve its new 2% inflation target “at the
earliest possible time”. The BoJ expects to achieve the goal over a time
horizon of about two years. The new framework focuses on the size of the
monetary base, which it plans to double from 138 trillion yen (nearly 30%
of GDP) at the end of 2012 to 270 trillion yen at the end of 2014, primarily
through expanded purchases of government bonds. Purchases of private
assets will also be increased in an effort to reduce risk premia. In addition,
purchases of government bonds will be extended to those with longer
maturities in order to reduce interest rates across the yield curve. The BoJ
has promised to maintain the new policy as long as necessary to achieve
inflation at the target level “in a stable manner”.

Output is projected to grow at close to 1% per cent in both 2013 and
2014, despite the waning contribution from public reconstruction
spending and the expected fiscal consolidation in 2014. The expansion
will be supported by a pick-up in export growth due to the weaker yen and
the recovery of world trade. With the output gap expected to close,
inflation is projected to move into positive territory during 2013. Longer-
term growth prospects will depend on the new growth strategy, the third
pillar of the government's economic programme, which will be
announced in mid-2013.
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... although there are many With the introduction of “quantitative and qualitative easing”, any
risks, both domestic and  decision to delay fiscal consolidation could increase the risk of a run-up in
external long-term interest rates, with risks for the financial sector, fiscal
sustainability and growth. Japan’s future energy supply also remains a
question mark, as operations in 48 nuclear reactors (out of a total of 50)
remain suspended. On the external side, there is uncertainty about
developments in China, Japan’s largest trading partner, and in the euro
area, which has influenced the yen's strength.
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EURO AREA

Activity is still falling, reflecting ongoing fiscal consolidation, weak confidence and tight credit
conditions, especially in the periphery. Growth is projected to pick up only slowly during the second
half of 2013 as the pace of fiscal consolidation slows down and private demand strengthens on the back
of improving confidence and declining financial market fragmentation. High unemployment and excess
capacity will depress inflationary pressures.

Underlying fiscal consolidation should continue as planned given still high debt levels, but the
automatic stabilisers should be allowed to operate fully. The ECB should supplement its recent cut in the
refinancing rate by reducing the deposit rate to below zero and issue forward guidance based on
inflation prospects. Further non-standard measures might be needed to improve monetary policy
transmission. In particular, additional asset purchases could be considered. Stronger bank balance
sheets would enhance credit expansion and a banking union is critical to reduce negative feedback
loops between sovereigns and banks. Structural reforms in labour and product markets, including
completing the Single Market, would boost growth and jobs.

The economy continues to Output continued to fall in early 2013, reflecting fiscal consolidation,
contract tight credit conditions and subdued sentiment holding back consumption
and investment. Unemployment and social tensions are rising while

increasing margins of economic slack are keeping inflation low.

Slow rebalancing is Rebalancing is supported by fiscal consolidation and ongoing private
underway sector deleveraging. Progress has also been made in the necessary
adjustment of relative prices in both debtor and creditor economies.
However, adjustment is not complete, raising unemployment rates,
especially in countries with rigid labour markets. In high-debt countries,
more progress with restoring competitiveness remains necessary. Surplus
countries can contribute to rebalancing by implementing competition-
friendly reforms.

Euro area
The economy is in recession Interest rate spreads are still wide
Quarter-on-quarter percentage changes Loan interest rates 2
O/O O/O
7
1.0 == France \
05 7 = = Germany ~t
Italy ! , 6

Private consumption ?

I
[ Netexports !
[

20 Investment !
- V7)) Other domestic demand !
= Real GDP growth

[ B [T B , [ R R
2009 2010 2011 2012 2004 2005 2006 2007 2008 2009 2010 2011 2012

2008
1. Contribution to the quarterly percentage changes of the euro area GDP.
2. Interest rates on new loans to non-financial corporations up to EUR 1 million and for one year.

Source: OECD Economic Outlook 93 database; and Datastream.
StatLink sizr http://dx.doi.org/10.1787/888932835898
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Euro area: Employment, income and inflation
Percentage changes

2010 2011 2012 2013 2014
Employment -0.4 0.1 -0.6 -1.0 -0.2
Unemployment rate’ 9.9 10.0 11.2 121 12.3
Compensation of employees 1.3 2.6 1.0 1.0 1.8
Labour productivity 2.5 1.1 0.0 0.3 1.3
Unit labour cost -0.7 0.8 1.1 1.3 0.5
Household disposable income 1.0 1.9 0.2 0.5 1.2
GDP deflator 0.8 1.2 1.2 1.3 1.1
Harmonised index of consumer prices 1.6 2.7 25 1.5 1.2
Core harmonised index of consumer prices2 1.0 14 1.5 1.2 1.2
Private consumption deflator 1.7 2.5 2.1 1.3 1.1

Note: Covers the euro area countries that are members of the OECD.
1. As a percentage of labour force.
2. Harmonised index of consumer prices excluding energy, food, drink and tobacco.

Source: OECD Economic Outlook 93 database.

StatLink sizr http://dx.doi.org/10.1787/888932837513

Financial conditions remain Deposit outflows from vulnerable countries have been reversed and
difficult but tail risks have risk premia in bond markets have declined, helped by the ECB’s
declined  ,pnouncement of the Outright Monetary Transactions (OMT) scheme and
progress in fiscal consolidation and regulatory reform. Nonetheless,
marked differences in financial market conditions persist across the area
and credit remains tight. In several countries, falling house prices add to

the weakness of balance sheets.

The financial system needs The breathing space provided by the OMT programme needs to be
to be strengthened ysed to establish an institutional framework capable of responding

Euro area
Unemployment is high in almost all countries Adjustment in unit labour costs
is not yet complete
% 1999 = 100
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area

1. Core countries are here taken to be Germany, the Netherlands, Austria and Finland.

Source: OECD Economic Outlook 93 database.
StatLink = http://dx.doi.org/10.1787/888932835917
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Euro area: Financial indicators

2010 2011 2012 2013 2014

Household saving ratio, net' 8.4 7.8 7.2 7.2 6.9
General government financial balance? -6.2 -4.1 -3.7 -3.0 -2.5
General government gross debt? 93.5 956 103.9 1064 106.9
General government debt, Maastricht definition” 85.7 88.1 92.8 95.4 96.3
Current account balance? 0.5 0.7 1.9 2.5 2.8
Short-term interest rate® 0.8 1.4 0.6 0.1 0.0
Long-term interest rate* 815 4.2 3.7 2.8 3.0

Note: Covers the euro area countries that are members of the OECD.
1. As a percentage of disposable income.

2. As a percentage of GDP.

3. 3-month interbank rate.

4. 10-year government bonds.

Source: OECD Economic Outlook 93 database.

StatLink sizr http://dx.doi.org/10.1787/888932837532

effectively to financial strains and preventing excessive financial sector
risk taking. Progress towards a full banking union, including common
bank supervision, a common mechanism for crisis resolution and
common fiscal backstops, is indispensible for cutting sovereign-bank
feedback loops and for stabilising the financial sector in the euro area.
The conditions allowing the ESM to undertake direct capital injections
into banks if necessary need to be clarified quickly. Further measures are
required to clean up bank balance sheets and ensure that the banking
system is well capitalised. In countries under market pressure, where
provisioning for rising non-performing loans is eroding bank capital,
additional capital injections to replace expected capital losses are
required in advance to restore banks’ lending capacities.

Euro area: Demand and output

Fourth quarter

2011 2012 2013 2014
2012 2013 2014
Current prices Percentage changes from previous year,
€ billion volume (2009 prices)

GDP at market prices 9392.2 -0.5 -0.6 1.1 -0.9 0.1 1.5
Private consumption 5392.7 -1.4 -0.8 0.4 -1.6 -0.1 0.7
Government consumption 2025.0 -0.3 0.0 0.3 -0.3 0.1 0.4
Gross fixed investment 1796.4 -4.1 -3.0 1.3 -5.2 -1.3 2.2
Final domestic demand 92141 -1.7 -1.1 0.5 -2.0 -0.3 0.9

Stockbuilding1 45.0 -0.5 -0.1 0.0
Total domestic demand 9 259.1 -2.2 -1.2 0.5 -2.2 -0.3 0.9
Net exports’ 133.1 16 06 05

Note: Detailed quarterly projections are reported for the major seven countries, the euro area and the total
OECD in the Statistical Annex.
Covers the euro area countries that are members of the OECD.

1. Contributions to changes in real GDP, actual amount in the first column.

Source: OECD Economic Outlook 93 database.

StatLink Suzm http://dx.doi.org/10.1787/888932837551
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Euro area: External indicators

2010 2011 2012 2013 2014

$ billion
Foreign balance 160.3 184.7 325.6 432 505
Invisibles, net -98.6 -974 -95.7 -122 -144
Current account balance 61.7 87.3 229.9 310 361

Note: Covers the euro area countries that are members of the OECD.
Source: OECD Economic Outlook 93 database.

StatLink Susm http://dx.doi.org/10.1787/888932837570

Fiscal consolidation needs The pace of fiscal consolidation is set to ease slightly in 2013 and
to continue while allowing 2014. While the largest part of the required fiscal adjustment has already
for more flexibility  yee yndertaken in many countries, strong fiscal positions will have to be
maintained for many years to bring debt down. The projections assume
that fiscal consolidation targets are met in terms of underlying deficits,
with automatic stabilisers allowed to work around the structural
consolidation path. The growing consensus to extend the period for
meeting nominal deficit targets is welcome, especially if growth falls

short of expectations.

Weak activity and low The large degree of economic slack, together with recent declines in
inflationary pressures  oil prices, will put further downward pressure on inflation. Together with
warrant further .monett.lry on-going financial market tensions, this warrants the ECB supplementing
policy easing the % percentage point cut in its refinancing rate in May by reducing its
deposit rate to below zero. The ECB should follow up on its recent forward
guidance on accommodative policy by explicitly linking it to inflation
prospects. Further unconventional measures might be needed to improve

monetary policy transmission.

Near-term growth will be Growth is likely to return in the second half of 2013, but it will remain
slow uneven across countries. Private demand will remain fragile in most
countries, in part reflecting continued deleveraging. Unemployment will
rise further towards end-2013 and is projected to remain at 12% per cent
in 2014. Implementation of structural reforms, including the Single
Market programme, is needed to boost growth and jobs.

Insufficient policy response Downside risks still dominate, even if they have lessened somewhat.
remains a major risk  The main risks are insufficient progress in establishing institutions and
rules that ensure effective functioning of banks in the euro area; failure to
achieve adequate capitalisation of banks and to mobilise OMT if needed;
and insufficient progress on structural reforms in both debtor and creditor
countries. Unexpected events could still cause severe spillovers across
borders. However, more rapid progress on policy reforms could improve
financial conditions and confidence, bringing about a stronger
turnaround in macroeconomic activity.
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GERMANY

After decelerating throughout 2012 and turning negative in the fourth quarter, GDP growth is
expected to strengthen gradually during 2013 and reach 2% in 2014. While subdued activity in the euro
area will hold back the recovery, the pick up of world trade is projected to increase export growth. Wage
and employment gains as well as low interest rates will support domestic demand, narrowing the
current account surplus to 6% of GDP. The unemployment rate is expected to fall somewhat further,
while consumer price inflation may rise to 2% in 2014.

Consistent with the fiscal rule for the central government, the automatic stabilisers should be
allowed to work and available budgetary space should be used to meet infrastructure investment needs.
High leverage among systemically important banks should be reduced by introducing a binding
leverage ratio. Structural reforms to deregulate professional services, remove barriers to
entrepreneurship and further improve access to tertiary education would strengthen and better balance
growth.

The economy is expanding The economy resumed only modest growth at the beginning of 2013.
slowly Exports to both European and non-European destinations remained weak,
while construction activity was temporarily slowed by bad winter
weather. Despite low interest rates, lending to non-financial businesses
and households remained subdued. Uncertainty about the resolution of
the euro area crisis held back investment decisions and purchases of
consumer durables. However, employment continued to expand,
supporting private consumption. Improved business confidence in recent
months, notably in construction and manufacturing, suggest that
economic growth is strengthening .

Germany
Lending growth remains subdued Business expectations continue to
indicate an expansion of activity
Y-0-y % changes 2005 =100
12 ; i I . 130
== |ending to domestic non-financial corporations = Business Expectations 1
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1. Business climate components for German trade and industry, seasonally adjusted.
Source: Deutsche Bundesbank; and Ifo Institute.
StatLink =iz http://dx.doi.org/10.1787/888932835803
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Wage growth and easy
funding conditions will
boost domestic demand

The labour market remains tight
Seasonally and working-day adjusted
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Germany: Employment, income and inflation
Percentage changes

2010 2011 2012 2013 2014
Employment 0.6 1.4 1.1 0.4 0.5
Unemployment rate’ 6.8 5.7 5.3 5.0 4.8
Compensation of employees 3.0 4.5 3.7 2.9 3.9
Unit labour cost -1.0 1.4 2.8 2.5 2.0
Household disposable income 3.0 3.2 2.2 24 3.7
GDP deflator 0.9 0.8 1.3 1.2 1.7
Harmonised index of consumer prices 1.2 2.5 21 1.6 2.0
Core harmonised index of consumer prices2 0.6 1.2 1.3 1.5 1.9
Private consumption deflator 2.0 2.1 1.6 1.4 1.6

1. As a percentage of labour force, based on national accounts.
2. Harmonised index of consumer prices excluding food, energy, alcohol and tobacco.
Source: OECD Economic Outlook 93 database.

StatLink =P http://dx.doi.org/10.1787/888932837190

While many European export markets will recover only slowly,
demand from non-European economies, which now account for about
30% of exports, is expected to expand faster as world trade recovers. Low
unemployment and skill shortages are likely to continue boosting wage
growth, supporting private consumption. As perceptions of tail risks
surrounding the euro area crisis have diminished, German banks have
lowered their reserve holdings at the European Central Bank, which may
strengthen lending growth. Improved confidence has boosted share
prices, which are close to historic highs. Continued low interest rates,
solid corporate balance sheets, rising capacity utilisation and pent-up

Germany
Worker compensation is growing
above consumer price inflation
% Y-0-y % changes
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1. Population aged 15-74 years. Based on the German labour force survey.
2. Percentage of unfilled job vacancies relative to the total employment.

3. Working-day adjusted.

Source: Statistisches Bundesamt; and Eurostat.

StatLink &i=r http://dx.doi.org/10.1787/888932835822
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Fiscal policy is set to remain

84

neutral

Germany: Financial indicators

2010 2011 2012 2013 2014

Household saving ratio, net' 10.9 10.4 10.3 10.3 10.1
General government financial balance? -4.2 -0.8 0.2 -0.2 0.0
General government gross debt? 86.1 86.3 89.2 87.9 85.1
General government debt, Maastricht definition? 82.5 80.5 81.9 80.6 77.8
Current account balance? 6.1 6.2 71 6.7 6.0
Short-term interest rate® 0.8 1.4 0.6 0.1 0.0
Long-term interest rate* 2.7 2.6 1.5 1.4 1.9

1. As a percentage of disposable income.

2. As a percentage of GDP.

3. 3-month interbank rate.

4. 10-year government bonds.

Source: OECD Economic Outlook 93 database.

StatLink Sazm http://dx.doi.org/10.1787/888932837209

investment needs should encourage investment. Rising house prices will
also contribute to expanding residential construction.

The budget balance is projected to remain close to zero in 2013 and
2014. Cuts in social security contributions, the elimination of copayments
for medical services, and new transfers to families will be largely offset by
a broad range of consolidation measures, which include steps to reduce
spending on pensions and active labour market policies, and, at the sub-

Germany: Demand and output

Fourth quarter

2011 2012 2013 2014 2012 2013 2014
Current prices Percentage changes from previous year,
€ billion volume (2005 prices)

GDP at market prices 2589.3 0.9 0.4 1.9 0.4 1.3 21
Private consumption 1487.0 0.6 1.0 2.2 0.4 1.6 2.5
Government consumption 499.8 1.4 1.4 1.7 1.4 1.4 1.8
Gross fixed investment 468.3 -1.9 -0.3 5.2 -3.9 2.7 5.5

Public 42.7 -9.5 0.8 0.9 |-10.1 1.4 0.8
Residential 144.8 1.5 0.2 6.1 0.2 2.9 6.3
Non-residential 280.9 -2.5 -0.8 5.4 -5.0 2.8 5.6
Final domestic demand 2455.0 0.3 0.8 2.6 -0.2 1.8 2.9
Stockbuilding’ 45 06 00 0.0
Total domestic demand 2 459.5 -0.3 0.8 2.7 -0.6 1.8 29
Exports of goods and services 1296.6 43 0.9 4.6 3.4 2.4 5.1
Imports of goods and services 1166.8 22 1.9 6.4 1.5 3.7 6.9
Net exports’ 129.8 12 04 06

Memorandum items

GDE without working day 25926 07 03 20
adjustments

Note: Detailed quarterly projections are reported for the major seven countries, the euro area and the total
OECD in the Statistical Annex.

1. Contributions to changes in real GDP, actual amount in the first column.

Source: OECD Economic Outlook 93 database.

StatLink =a=m http://dx.doi.org/10.1787/888932837228
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national, level, limits on civil servants’ wage growth ahead of the
requirement to balance each region’s budget structurally from 2020
onwards. Sales of assets and equity which the government purchased
from banks in the course of the global financial crisis will reduce gross
public debt. However exposure of the government to such assets will
remain substantial, projected at around 9% per cent of GDP in 2013.

Strengthening domestic Economic growth is projected to increase in the course of 2013, with
demand will be the main output reaching its potential level in 2014. Employment and real wage
source of growth o1y th will support household demand while favourable funding
conditions will strengthen investment spending. Exports will rise as world
trade strengthens. The unemployment rate is projected to fall slightly
further, and tightening labour and product markets are projected to push

the inflation rate up somewhat.

Uncertainty concerning the If stress in euro area sovereign debt markets remains high, exports
resolution of the euro area may not recover as projected and funding conditions for banks could

crisis remains high deteriorate, threatening the recovery. In this case, unemployment could
also rise. By contrast, rapid implementation of measures contributing to a
more sustainable and deeper integration within the euro area could
improve prospects for economic recovery The recovery could also be

further boosted by inflows of foreign workers.
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FRANCE

Economic activity has been more or less stagnant over the last two years and is likely to pick up
only slowly in 2014. Real GDP growth is projected to be slightly negative in 2013 and to reach 0.8% in
2014. The unemployment rate would therefore continue to increase until the end of 2014. Despite VAT
hikes, headline inflation should recede towards 1% or less.

The government is undertaking substantial fiscal consolidation efforts, but the automatic
stabilisers should be allowed to play fully around the current structural consolidation path. Accelerating
the implementation of a wide range of structural reforms to boost medium-term productive capacity
would facilitate consolidation and contribute to the credibility of fiscal policy. These would include
reducing inefficient public spending, increasing product market competition and continuing to change
the tax structure and reform labour markets and education.

Economic activity remains Activity has been flat for about two years causing a steady rise in
at a standstill joblessness and overall economic slack. Both residential and non-
residential investment have contracted, while households’ consumption
has been especially affected by the ongoing fiscal consolidation and the
deterioration in labour markets.

Private investment will The construction sector has been particularly hard hit by lower
continue to be a drag  demand, and real estate prices are likely to adjust further downwards.
While non-performing loans remain at surprising by low levels, the quality

of mortgages could deteriorate significantly as increasing unemployment

affects new segments of the population. Given very low profit margins,

non-residential investment prospects remain gloomy. However, the trade

deficit has diminished over the past two years, mainly because exports

have outpaced foreign demand for the first time since 2002. The fiscal

France
Growth will remain weak, and Residential investment will be a drag on activity
unemployment will continue to rise
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6 12.0 30 80
<— = Real GDP growth', France
5 = = - Real GDP growth', euro area 4000°7" 11.5 SO 60
4 ~**= Unemployment rate, France - . 11.0 20 . :
3 N 105 ; 40
2 10.0 10
20
1 9.5
0 9.0 0 0
8.5
-20
8.0 -10
7.5 -40
7.0 -20 < = Housing starts?
5 1, 6.5 <- = = House prices, existing dwellings’ -60
- ’ === New mortgage credit to households' ~ —
B T T T e e e R I B B N 6.0 T 0 T B e S T R L R R B R R S Bt 210
2006 2007 2008 2009 2010 2011 2012 2013 2014 2005 2006 2007 2008 2009 2010 2011 2012

1. Year-on-year percentage changes.
2. Year-on-year percentage changes of 12-month cumulated flows.
Source: OECD Economic Outlook 93 database; INSEE; and Banque de France.
StatLink sizr http://dx.doi.org/10.1787/888932835955
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The ongoing consolidation
is large and front-loaded

France: Employment, income and inflation
Percentage changes

2010 2011 2012 2013 2014
Employment 0.2 0.3 0.1 -0.1 0.0
Unemployment rate’ 9.3 9.2 9.9 10.7 11.1
Compensation of employees 2.3 34 2.0 1.6 1.6
Unit labour cost 0.7 1.6 2.0 1.9 0.8
Household disposable income 2.0 2.7 1.2 0.8 1.0
GDP deflator 1.1 1.3 1.3 1.3 0.8
Harmonised index of consumer prices 1.7 2.3 2.2 11 1.0
Core harmonised index of consumer prices2 1.0 1.1 1.5 0.7 0.9
Private consumption deflator 1.1 2.1 1.7 0.9 0.8
Memorandum item
Unemployment rate® 9.7 9.6 10.3 11.1 11.5

1. As a percentage of labour force, metropolitan France.

2. Harmonised index of consumer prices excluding food, energy, alcohol and tobacco.

3. As a percentage of labour force, national unemployment rate, includes overseas departments and territories.
Source: OECD Economic Outlook 93 database.

StatLink Si=m http://dx.doi.org/10.1787/888932837247

devaluation resulting from the joint business-tax credit and VAT increase
is likely to improve firms’ competitiveness, but it might also further
undermine consumption.

The official plan is to reduce the structural deficit by 1.8% of GDP in
2013 and 1.0% in 2014. If implemented, those efforts would bring the
estimated cyclically-adjusted deficit close to 1% of GDP in 2014, a level
that will eventually curb the debt ratio. The government seems to be
moving more explicitly towards structural deficit objectives, which is

France
Profitability is low and still deteriorating Further fiscal consolidation should target
Profits of non-financial corporations’ spending cuts
% of GDP % of GDP % of GDP
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Source: OECD Economic Outlook 93 database; and OECD Quarterly National Accounts database.

StatLink sizr http://dx.doi.org/10.1787/888932835974
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Public spending must be
restrained

France: Financial indicators

2010 2011 2012 2013 2014

Household saving ratio, gros,s1 15.9 16.2 15.9 15.6 15.6
General government financial balance? -7.1 -5.3 -4.9 -4.0 -3.5
General government gross debt? 95.6 99.5 109.7 1135 116.3
General government debt, Maastricht definition? 82.4 86.0 90.7 94.5 97.2
Current account balance? -1.6 -1.9 -2.3 -2.2 -1.9
Short-term interest rate® 0.8 1.4 0.6 0.1 0.0
Long-term interest rate* 3.1 &3 2.5 2.0 2.4

1. As a percentage of disposable income (gross saving).
2. As a percentage of GDP.

3. 3-month interbank rate.

4. 10-year benchmark government bonds.

Source: OECD Economic Outlook 93 database.

StatLink Susm http://dx.doi.org/10.1787/888932837266

welcome as it allows the automatic stabilisers to operate to cushion the
effects of unforeseen weaknesses. The government should therefore not
take additional fiscal measures should economic growth disappoint.

Based on the 2013 budget, the structural deficit target should be met,
with consolidation achieved largely by raising revenues. Shrinking
inefficient public expenditures should now be the priority. The pension
system should be reformed to improve both transparency and equity, and
to reduce costs, while considerable savings could be made on health care
without impairing quality. The fragmented structure of sub-national

France: Demand and output

Fourth quarter

2011 2012 2013 2014 2012 2013 2014
Current prices Percentage changes from previous year,
€ billion volume (2005 prices)

GDP at market prices 2000.2 0.0 -0.3 0.8 -0.3 0.0 1.2
Private consumption 1154.6 -0.4 -0.1 0.2 -0.4 0.1 0.3
Government consumption 489.9 1.4 1.2 0.8 1.7 0.9 0.7
Gross fixed investment 399.5 -1.3 -2.3 0.7 -3.4 -1.5 1.8

Public 62.7 -0.6 -1.4 0.4 -2.1 -0.4 0.4
Residential 112.3 -0.4 -3.5 -2.0 -2.4 -4.0 -0.1
Non-residential 224.5 -1.8 -1.9 1.9 -4.2 -0.7 3.0
Final domestic demand 2043.9 -0.2 -0.2 0.5 -0.5 0.0 0.7
Stockbuilding' 15.2 -0.8 -0.1 0.0
Total domestic demand 2 059.1 -0.9 -0.4 0.5 -0.7 0.1 0.7
Exports of goods and services 537.6 2.5 0.2 4.2 0.6 1.4 5.4
Imports of goods and services 596.5 -0.9 -0.1 2.9 -0.8 1.7 3.6
Net exports’ -58.9 0.9 0.1 0.3

Note: Detailed quarterly projections are reported for the major seven countries, the euro area and the total
OECD in the Statistical Annex.

1. Contributions to changes in real GDP, actual amount in the first column.

Source: OECD Economic Outlook 93 database.

StatLink %i=r http://dx.doi.org/10.1787/888932837285
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governments should be overhauled to improve coordination and
accountability. The pathways to implicit early retirement through the
unemployment benefit system should be shut down and unemployment
benefits better designed to enhance work incentives. There is also ample
room to improve further the tax structure by lowering social
contributions, eliminating inefficient tax expenditures and increasing
property, inheritance and environmental taxes.

Faster reforms to boost Letting the automatic stabilisers function is not without risks to fiscal
growth would facilitate credibility. Parallel reforms to increase medium-term productive capacity
fiscal consolidation ;419 minimise those risks. The high level of public spending, weak
competitiveness and imbalances in public finances, the labour market
and the current account are interrelated issues. Policy action should focus
on reducing excessive regulations that restrain entry to various
professions, impede business operations and limit more generally
product-market competition. While some progress has recently been
made, the deeply engrained labour-market dualism needs to be further
reduced, wage moderation encouraged and a lower minimum wage for
young adults implemented.

Growth will be weak and With negative real GDP growth in the first half of this year and a very
unemployment rise further  gradual pickup thereafter, growth is projected to remain slightly negative
in 2013 and to reach only 0.8% in 2014, still below potential rates.
Therefore, despite the expansion of subsidised labour contracts and
improved internal flexibility from the recent labour market agreement,
the unemployment rate is projected to continue to rise to 11% per cent.
Notwithstanding the short-term impact of the VAT hike in 2014, inflation
is set to stay around 1%. With automatic stabilisers assumed to play fully,
the fiscal deficit is projected to be 4.0% of GDP in 2013 and 3.5% in 2014.

Risks remain high Downside risks are significant, especially if structural reforms are
poorly communicated or weakly implemented and insufficient to restore
confidence. The impact of low business profitability, housing market
contraction and fiscal consolidation could be larger than expected. On the
other hand, the level of inventories seems to be low, and the household
saving rate remains high in international comparison, allowing for a
potential boost once the turnaround is well established.
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ITALY

Italy’s recession will continue throughout 2013 as the effects of fiscal tightening and restrictive
credit conditions bear down on economic activity. Employment and hours worked will continue to fall,
constraining household budgets and consumption spending. Despite recapitalisation, continuing
losses hinder the banking sector from supporting investment and consumption, though some relief will
come from the government’s settlement of its payment arrears. Notwithstanding strengthening exports
and less fiscal consolidation, growth will remain low in 2014.

The projections assume fiscal tightening in line with government plans published in April which,
along with gains from lower interest rates on maturing debt and a greater share of short-term
borrowing, should keep the headline deficit at 3% of GDP in 2013 and around 2% per cent in 2014. Policy
priorities must include consolidating the growth-enhancing reforms of 2012 while limiting overall
public spending and avoiding premature tax reductions so as to put debt on a downward path. With this
degree of underlying tightening, automatic stabilisers should be allowed to work, with somewhat larger
deficits if growth projections are not met.

Low growth and weak Necessary fiscal consolidation and restrictive credit conditions have
banks interact to PVOIQ"g prolonged Italy’s recession. Despite the recovery of the market price of
the recession  ooyernment debt in 2012, which strengthened banks’ balance sheets,
banks are weakened by rising levels of non-performing loans and credit
remains difficult and expensive to obtain for many companies. This has
particularly affected investment and inventories. As such spending is
import intensive, the impact on GDP has been mitigated. Consumer
demand has fallen significantly too.

Competiveness is In contrast with the depth of the recession, employment has been
IMproving more erratic and fell relatively little during 2012. But unemployment rose

Italy
The recession is driven by falling Interest rates? on government
domestic demand’ debt have come down
% %e
o
6 .
Il Private consumption P77 Net exports —_ ltaly
[ investment [ stockbulding - — Spain 8
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6| . . . I . . . I
6 Qi Q2 Q3 Q4 Qi Q2 Q3 Q4

2011 2012

1. Contribution to year-on-year percentage changes in GDP growth.
2. 10-year benchmark government bond yields.
Source: Datastream; and OECD Economic Outlook 93 database.
StatLink sizr http://dx.doi.org/10.1787/888932836126
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Unemployment has risen sharply

O/O
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< [ Employment' growth rate

15 == Unemployment rate

1.0

Italy: Employment, income and inflation
Percentage changes

2010 2011 2012 2013 2014
Employment’ 0.7 0.3 0.3 -1.0 0.6
Unemployment rate' 8.4 8.4 10.6 11.9 12.5
Compensation of employees 1.2 1.8 -0.2 -0.3 0.0
Unit labour cost -0.5 1.3 23 1.5 -0.4
Household disposable income 0.6 2.2 -2.3 -0.3 0.4
GDP deflator 0.4 1.3 1.6 1.5 0.9
Harmonised index of consumer prices 1.6 2.9 3.8 1.6 1.2
Core harmonised index of consumer prices3 1.7 2.0 2.0 14 1.3
Private consumption deflator 1.5 29 2.8 1.4 0.9

1. Data for whole economy employment are from the national accounts. These data include an estimate made
by Istat for employment in the underground economy. Total employment according to the national accounts
is higher than labour force survey data indicate, by approximately 2 million or about 10%. The
unemployment rate is calculated relative to labour force survey data.

2. As a percentage of labour force.

3. Harmonised index of consumer prices excluding food, energy, alcohol and tobacco.

Source: OECD Economic Outlook 93 database.

StatLink %i=r http://dx.doi.org/10.1787/888932837304

rather fast, partly due to an increase in the labour force, with the
unemployment rate having reached 11% per cent in early 2013. Short-time
working rose considerably, too. Wage growth has slowed, if by less than in
some countries with even weaker labour markets and Italy’s relative unit
labour costs have begun to improve. Exporters also appear to have
squeezed profit margins, strengthening price competitiveness.

Italy
Competitiveness is improving
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1. Year-on-year percentage changes, National Accounts definition.

2. Export performance refers to the ratio of export volumes and export market growth.
Source: OECD Economic Outlook 93 database.

StatLink Si=m http://dx.doi.org/10.1787/888932836145
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Falling employment may

have long term effects on

capacity

The budget deficit continues

92

to decline

Italy: Financial indicators

2010 2011 2012 2013 2014

Household saving ratio, net’ 4.9 4.1 3.4 3.9 3.8
General government financial balance? -4.3 -3.7 -2.9 -3.0 -2.3
General government gross debt? 128.9 122.0 140.2 143.6 143.9
General government debt, Maastricht definition® 119.4 120.8 127.0 131.7 134.3
Current account balance? -3.5 -3.1 -0.6 0.9 2.0
Short-term interest rate® 0.8 1.4 0.6 0.1 0.0
Long-term interest rate* 4.0 5.4 o85) 4.2 4.1

1. Net saving as a percentage of net disposable income. Includes “famiglie produttrici”.

2. As a percentage of GDP. These figures are national accounts basis; they differ by 0.1% from the frequently
quoted Excessive Deficit Procedure figures.

3. 3-month interbank rate.

4. 10-year government bonds.

Source: OECD Economic Outlook 93 database.

StatLink Sazm http://dx.doi.org/10.1787/888932837323

Long-term unemployment has already risen and the reduced
employability of the long-term unemployed may already have reduced
short-term potential growth. In the longer term the economic reforms of
2012 should boost potential growth; but the timing is very uncertain and
the OECD projections do not include any impact of the reforms on actual
growth in the short term.

Despite very weak growth in 2012 and poor prospects for 2013, the
budget deficit is set to continue to decline, after taking account of special
factors. This underlying consolidation, along with actions at the euro area
level, has contributed to maintaining lower interest rate spreads despite
the political uncertainty since the February elections.

Italy: Demand and output

Fourth quarter

2011 2012 2013 2014 2012 2013 2014
Current prices Percentage changes from previous year,
€ billion volume (2005 prices)

GDP at market prices 1579.2 2.4 -1.8 0.4 -2.8 -1.1 1.2
Private consumption 972.0 -4.2 -2.2 -0.4 -4.4 -1.1 -0.2
Government consumption 3225 -2.9 -1.8 -1.0 25 -21 -0.7
Gross fixed investment 306.4 -8.0 -4.3 -1.4 -7.6 -3.5 -0.2
Final domestic demand 1600.9 -4.7 -2.5 -0.7 -4.6 -1.7 -0.3

Stockbuilding’ 1.9 -0.6 -0.6 0.0
Total domestic demand 1602.8 -5.3 -3.1 -0.7 -5.3 -1.8 -0.3
Exports of goods and services 455.5 2.2 2.9 4.9 1.9 3.0 6.0
Imports of goods and services 479.1 -7.8 -1.4 1.5 -6.6 0.8 1.6
Net exports’ -236 3.0 1.3 1.1

Note: Detailed quarterly projections are reported for the major seven countries, the euro area and the total
OECD in the Statistical Annex.

1. Contributions to changes in real GDP, actual amount in the first column.

Source: OECD Economic Outlook 93 database.

StatLink Sazm http://dx.doi.org/10.1787/888932837342
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The impact of budget Budget consolidation is to continue and the budget deficit is
consolidation on activity projected to be around 2% per cent in 2014. Should downside risks to the
should diminish outlook materialise, the automatic stabilisers should be allowed to work.
The government’s plan to pay off part of its arrears could alleviate the
situation of many companies supplying the public sector. The overall
impact of this long overdue measure is uncertain - the government itself
will need to borrow to raise the necessary funds, potentially crowding out
other lending. These projections attribute a cumulative impact on GDP in
2013-14 of only 0.5% to this measure, though some estimates are much
higher. The action of lending central funds to sub-national government to
pay off arrears could weaken the incentives for sub-national government
to respect budget constraints.

Consumption will be weak With employment likely to decline in 2013-14 and with the
but market growth will household saving rate having fallen significantly over the past few years,
SUupport exports st much growth in consumer demand can be expected, especially as the
credit situation is likely to improve only slowly. Tight credit affects
investment too so domestic demand will remain very subdued and output
pick up only slowly. However, exports will benefit from stronger market
growth in 2014. Activity is likely to fall throughout the first half of 2013
and remain at best stable for the rest of the year, before growth resumes
in 2014.

Risks relate particularly to While sovereign bond yields have fallen recently, loss of confidence
the banking sector could revert this tendency, and the potential self-reinforcing impact of
weak growth, rising non-performing loans and tightening credit could
prolong the recession still further. On the other hand, further falls in
yields on government debt would strengthen banks’ asset position and
improve credit conditions while the settlement of public debt arrears may
also have a greater impact on liquidity and confidence than assumed
here. Recent structural reforms may also boost growth more than
assumed.

OECD ECONOMIC OUTLOOK, VOLUME 2013/1 © OECD 2013 — PRELIMINARY VERSION 93



2. DEVELOPMENTS IN INDIVIDUAL OECD COUNTRIES

UNITED KINGDOM

Continuing weakness of euro area trading partners, slow real income growth and necessary public
and private sector deleveraging are generating strong headwinds for the economy. Growth is expected
to pick up gradually through 2013 and 2014 as gross fixed investment and exports gain momentum.

Inflation expectations are above the inflation target, but inflation is projected to decelerate owing to

persistent economic slack.

The Bank of England is providing strong support to the economy, and recent changes in the
monetary policy framework increase the scope of the Monetary Policy Committee to adjust its monetary
stance to economic developments. The pace of fiscal consolidation of about 1% of GDP per year in both
2013 and 2014 is appropriate and should be implemented as planned while letting automatic stabilisers
operate in the event growth disappoints.

The economy faces strong
headwinds

Employment performance
has been good
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The muted global recovery, especially in Europe, and the necessary
adjustment of still-impaired public and private sector balance sheets
continue to weigh on growth. Despite a resilient labour market, private
consumption is held back by weak average real earnings, fragile
confidence and household deleveraging. Private investment is restrained
by weak aggregate demand and high uncertainty. Exchange rate
depreciation over recent years has not led to a major boost in exports,
hampered by subdued demand. Yet exports have also underperformed
the growth in UK’s overseas markets, pointing to supply-side
impediments, notably in financial services exports and oil.

Employment has been strong given weak output growth, reflecting
the flexibility of the labour market and low wage increases. Increased
part-time and self-employment have also limited job losses, and the
implementation of the Universal Credit as part of the welfare reform

United Kingdom

Export performance is weak'
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1. Exports of goods and services. Export performance is the ratio between export volumes and export markets.
Source: OECD Economic Outlook 93 database.
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United Kingdom: Employment, income and inflation
Percentage changes

2010 2011 2012 2013 2014
Employment 0.2 0.5 1.2 0.9 0.7
Unemployment rate’ 7.9 8.1 7.9 8.0 7.9
Compensation of employees 2.4 2.4 2.7 2.1 3.3
Unit labour cost 0.6 1.4 2.5 1.2 1.7
Household disposable income 4.5 B85 4.5 2.7 2.6
GDP deflator 2.8 23 1.4 1.9 1.9
Harmonised index of consumer prices2 8.3 4.5 2.8 2.8 2.4
Core harmonised index of consumer prices3 2.7 3.0 2.2 2.6 2.3
Private consumption deflator &L/ 4.5 2.7 2.6 2:8

1. As a percentage of labour force.

2. The HICP is known as the Consumer Price Index in the United Kingdom.

3. Harmonised index of consumer prices excluding food, energy, alcohol and tobacco.
Source: OECD Economic Outlook 93 database.

StatLink Susm http://dx.doi.org/10.1787/888932837361

should sharpen work incentives. However, unemployment among youth
and the low-skilled remains elevated. Reinforcing active labour market,
education and lifelong learning policies would foster workers’ skills and
ensure that vulnerable groups remain attached to the labour market.

Further fiscal consolidation With high budget deficit and gross government debt rising to 90% of

is needed GDP in 2012, further fiscal consolidation is necessary to restore the
sustainability of public finances. The authorities’ medium-term

United Kingdom

Fiscal consolidation should continue Private sector debt remains high?
General government net lending % of GDP
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4 I Financial corporations
= Total [] Non-financial corporations 1100
2 = = Underlying! [ Households
0 1000
2 900
-4
800
-6
700
-8
-10 600
420, 500
2002 2004 2006 2008 2010 2012 2014 2002 2004 2006 2008 2010 2012

1. Cyclically adjusted less the transfer of the Royal Mail pension fund (1.8% of GDP in 2012), the final profits of the Special Liquidity
Scheme (0.15% of GDP in 2012), proceeds of the sale of 4G mobile telephone licenses (0.15% of GDP in 2013), and excess cash held at
the Bank of England’s Asset Purchase Facility (1% of GDP in 2013 and 0.7% of GDP in 2014).

2. Debt is calculated as the sum of the following liability categories, whenever available/applicable: currency and deposits, securities
other than shares (except financial derivatives), loans, insurance technical reserves and other accounts payable.

Source: OECD Economic Outlook 93 database; and Office for National Statistics.
StatLink Susr http://dx.doi.org/10.1787/888932836012
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United Kingdom: Financial indicators

2010 2011 2012 2013 2014
Household saving ratio, gross1 6.6 6.5 71 6.1 5.4
General government financial balance? -10.0 -7.9 -6.5 =71 -6.5
General government gross debt? 85.6 1004 103.9 109.1 113.0
General government debt, Maastricht definition’ 79.4 85.5 90.0 93.9 97.9
Current account balance? -2.5 -1.3 -3.7 -2.9 -2.5
Short-term interest rate 0.7 0.9 0.8 0.5 0.5
Long-term interest rate* 3.6 3.1 1.9 1.9 2.4

1. As a percentage of disposable income (gross saving).
2. As a percentage of GDP.

3. 3-month interbank rate.

4. 10-year government bonds.

Source: OECD Economic Outlook 93 database.

StatLink sizr http://dx.doi.org/10.1787/888932837380

underlying fiscal consolidation plans, together with the use of the
automatic stabilisers, should help combine sustained consolidation with
necessary flexibility to meet unexpected output shocks. Several one-off
factors have improved or will improve the headline deficit, most notably
the transfer of the Royal Mail pension fund of 1.8% of GDP in 2012 and
excess cash held at the Bank of England’s Asset Purchase Facility of 1% of
GDP in 2013 and 0.7% of GDP in 2014. Abstracting from one-off factors and
cyclical developments, the underlying fiscal deficit increased slightly in
2012, but is assumed to fall by around 1% of GDP per year in both 2013

United Kingdom: Demand and output

Fourth quarter

2011 2012 2013 2014 2012 2013 2014
Current prices Percentage changes from previous year,
£ billion volume (2009 prices)

GDP at market prices 1515.8 0.3 0.8 1.5 0.2 1.1 1.8
Private consumption 975.9 1.2 0.9 1.2 1.6 0.6 1.5
Government consumption 335.7 2.2 0.4 -0.7 2.0 0.3 -1.4
Gross fixed investment 213.2 1.5 1.8 4.1 1.5 3.0 4.8

Public’ 34.0 22 77 44 | 148 16 62
Residential 59.4 -5.4 -3.2 1.3 -3.9 0.7 1.5
Non-residential 119.8 4.9 2.6 5.2 0.8 4.4 5.8
Final domestic demand 1524.8 1.5 0.9 1.2 1.7 0.9 1.4
Stockbuilding® 15.1 0.1 00 00
Total domestic demand 1540.0 1.3 0.8 1.2 1.6 0.9 14
Exports of goods and services 492.5 -0.2 0.7 2.9 -2.5 2.2 3.2
Imports of goods and services 516.6 2.7 0.5 1.6 1.2 1.3 1.7
Net exports® -241 10 0.1 0.3

Note: Detailed quarterly projections are reported for the major seven countries, the euro area and the total

OECD in the Statistical Annex.
1. Including nationalised industries and public corporations.

2. Contributions to changes in real GDP, actual amount in the first column.

Source: OECD Economic Outlook 93 database.

StatLink Susm http://dx.doi.org/10.1787/888932837399
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United Kingdom: External indicators

2010 2011 2012 2013 2014
$ billion
Goods and services exports 692.2 789.5 774.0 768 806
Goods and services imports 740.9 828.2 831.3 826 862
Foreign balance -48.7 -38.7 -57.3 - 58 - 56
Invisibles, net -9.0 6.4 -34.1 -13 -8
Current account balance -57.7 -324 -914 -72 - 64

Percentage changes

Goods and services export volumes 6.4 4.5 -0.2 0.7 29
Goods and services import volumes 8.0 0.0 2.7 0.5 1.6
Export performance’ -39 -1.0 -23 -1.9 -2.3
Terms of trade -0.3 -24 0.5 -04 -0.5

1. Ratio between export volume and export market of total goods and services.
Source: OECD Economic Outlook 93 database.

StatLink %i=r http://dx.doi.org/10.1787/888932837418

and 2014, which would ensure a credible consolidation path. Policy
measures adopted in the Plan for Growth and 2013 budget to support the
housing market are likely to encourage residential investment and supply,
but without a sufficient supply response, some measures could create
upward pressure on house prices. Continuing to shift the composition of
public expenditure in favour of infrastructure investment would enhance
growth prospects.

Monetary policy is With the policy rate at 0.5%, the maintenance of purchased assets at
supportive  £375 billion (25% of GDP) reached in end-October 2012, and the
introduction in July 2012 of the Funding for Lending Scheme, monetary
policy is appropriately providing strong support to the economy. Recent
changes in the monetary policy framework expand the range of
unconventional instruments available to the Monetary Policy Committee
and should allow greater flexibility in meeting the 2% inflation target by
clarifying that there are short-term trade-offs between inflation, output
and financial stability.

Growth is projected to pick Real GDP growth is projected to rise gradually as non-residential
up slowly investment, supported by credit easing, high retained earnings and
external demand, is set to gather momentum. Nevertheless, further fiscal
consolidation, private sector deleveraging and slow real income growth
will hold back domestic demand. The unemployment rate is projected to
be broadly flat at around 8% in the near term.

Risks are broadly balanced The intensification of the euro area crisis might cause financial
conditions to deteriorate again, reducing credit and wealth. An
unexpected rise in unemployment could undermine confidence and
depress private consumption. On the upside, easing financial tensions in
the euro area and stronger-than-expected world growth could raise
confidence and boost aggregate demand.
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CANADA

Economic growth is projected to strengthen through 2013 and 2014, driven by business investment,
which will benefit from low capital costs, still high commodity prices and improving confidence.
External demand will also contribute, thanks to expanding US and non-OECD markets and a
depreciating exchange rate (since autumn 2012). Household spending will be supported by easy
monetary policy yet restrained by tightening mortgage rules and deleveraging. A consolidating public
sector will slow growth as well.

Monetary policy remains on hold, given low inflation, contractionary fiscal policy and still
unresolved financial-market risks from abroad. However, the gradually tightening labour market
suggests that the stance will have to become less expansionary by the latter half of 2014 to contain
inflationary pressures. In the meantime, any aggravation of housing price pressures should be
addressed by further prudential measures. Fiscal consolidation should continue as planned, but the
automatic stabilisers should be allowed to operate.

Activity is improving after Growth eased in the latter half of 2012 largely in response to weaker
a weak second half of 2012 global activity, slowing investment and flat government spending. In early
2013, indicators point to a rebound in mining and oil and gas production,

and associated exports, following disruptions and uncertainties about

pipeline availability in 2012. There are also signs that external growth is

picking up, particularly in the crucial US market, which together with

firming energy prices and low financing costs is helping to bolster

business confidence and profitability. The housing market has lost

momentum: building activity is slowing as underlying demographic

demand is being met while structural policy measures have muted the

expansionary impact of low interest rates. House prices have

consequently begun to ease in some markets (though they are still

historically high). Private consumption has benefited from steady, albeit

Canada
Inflation is being driven by the terms of trade Export performance may be stabilising
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1. Export performance is measured as export volumes relative to the country's export market volume.
Source: Statistics Canada; and OECD Economic Outlook 93 database.
StatLink Sa=m http://dx.doi.org/10.1787/888932835708
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Canada: Employment, income and inflation
Percentage changes

2010 2011 2012 2013 2014
Employment 1.4 1.5 1.2 1.0 1.3
Unemployment rate’ 8.0 7.5 7.3 71 6.9
Compensation of employees 3.3 4.7 4.2 3.4 4.4
Unit labour cost 0.1 21 2.4 2.0 21
Household disposable income 3.8 3.8 3.4 &8 3.9
GDP deflator 3.1 3.2 1.3 1.3 1.7
Consumer price index 1.8 2.9 1.5 1.3 1.7
Core consumer price index? 1.7 1.7 1.7 1.5 1.7
Private consumption deflator 1.5 2.2 1.2 0.9 1.2

1. As a percentage of labour force.
2. Consumer price index excluding the eight more volatile items.

Source: OECD Economic Outlook 93 database.

StatLink Si=r http://dx.doi.org/10.1787/888932837437

slowing, employment growth and strong wealth effects. Yet households
now recognise the need to reduce their high debt levels, given projected
house price moderation. Hence, the saving rate is rising.

Inflation remains subdued Headline and core inflation have remained low, consistent with a
moderate degree of economic slack, and inflation expectations are well
anchored. Competitive pressures in retail trade have also heightened,
putting downward pressure on margins. Food price inflation has
remained moderate despite last summer’s drought. Inflation is projected
to rise to 1.7% by the end of the projection horizon. This reflects narrowing

Canada
The housing market is poised for a turnaround Labour market slack is diminishing
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1. Housing units in selected census metropolitan areas and large urban centres for which construction has been completed but which
have not been rented or sold.
2. Expressed as a percentage of total part-time employment, 12-month moving average.
Source: Statistics Canada; Canada Mortgage and Housing Corporation; Teranet - National Bank National Composite House Price Index;
and OECD Economic Outlook 93 database.
StatLink Si=m http://dx.doi.org/10.1787/888932835727
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Canada: Financial indicators

2010 2011 2012 2013 2014

Household saving ratio, net’ 4.5 3.8 4.0 4.4 4.5
General government financial balance? -5.2 -4.0 -3.2 -2.9 -2.1
General government gross debt? 83.0 83.4 85.5 85.2 85.3
Current account balance? -3.6 -3.0 -3.7 -3.7 -3.4
Short-term interest rate® 0.8 1.2 1.3 1.1 1.5
Long-term interest rate* 3.2 2.8 1.9 1.9 2.6

1. As a percentage of disposable income.

2. As a percentage of GDP.

3. 3-month interbank rate.

4. 10-year government bonds.

Source: OECD Economic Outlook 93 database.

StatLink iz http://dx.doi.org/10.1787/888932837456

of the output gap, the weaker exchange rate and a pick-up in wage gains
as the unemployment rate declines to 6.7%, which is somewhat below the
estimated structural rate.

Fiscal consolidation is The 2013 federal budget indicated that the government is on track to
continuing  achieve a small surplus by FY 2015-16, and most provinces are committed

to medium-term budget balance. Federal spending will grow by only 0.7%

in FY 2013 and by around 2% per year on average over the next five years

(compared with about 5% per year since 2007). The main source of

spending restraint is the federal government payroll. The budget also

Canada: Demand and output

Fourth quarter
2011 2012 2013 2014
2012 2013 2014
Current prices Percentage changes from previous year,
CAD billion volume (2007 prices)

GDP at market prices 1762.4 1.8 1.4 23 1.1 1.7 2.7
Private consumption 983.5 1.9 2.0 2.5 2.0 1.8 29
Government consumption 385.4 0.4 0.3 0.1 0.3 -0.1 0.3
Gross fixed investment 374.9 3.2 1.2 3.5 31 1.3 4.6

Public’ 76.3 -5.6 2.3 3.3 1.6 3.0 315
Residential 117.6 5.7 -2.3 -0.7 3.1 -3.1 0.3
Non-residential 181.0 6.2 3.1 6.0 5.0 BI5 7.4
Final domestic demand 1743.7 1.8 1.4 2.2 1.9 1.3 2.7
Stockbuilding® 40.8 03 -0.1 0.0
Total domestic demand 1784.5 2.0 1.3 2.2 1.7 1.3 2.7
Exports of goods and services 539.3 1.6 2.6 8.5 -2.1 6.3 5.6
Imports of goods and services 561.4 29 2.3 5.0 2.1 3.8 5.3
Net exports? -221 04 00 041

Note: Detailed quarterly projections are reported for the major seven countries, the euro area and the total
OECD in the Statistical Annex.

1. Excluding nationalised industries and public corporations.

2. Contributions to changes in real GDP, actual amount in the first column.

Source: OECD Economic Outlook 93 database.

StatLink Sazm http://dx.doi.org/10.1787/888932837475
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Canada: External indicators

2010 2011 2012 2013 2014

$ billion
Goods and services exports 468.3 545.1 546.2 558 597
Goods and services imports 499.3 567.6 582.7 593 629
Foreign balance -30.9 -22.5 -36.5 - 36 -32
Invisibles, net -27.4 -30.4 -30.5 -33 -33
Current account balance -58.4 -53.0 -67.0 - 69 - 66

Percentage changes

Goods and services export volumes 6.5 4.6 1.6 2.6 55
Goods and services import volumes 13.6 5.8 2.9 2.3 5.0
Export performance1 -54 -0.6 -1.0 -0.2 0.0
Terms of trade 5.2 3.6 -1.2 0.0 04

1. Ratio between export volume and export market of total goods and services.
Source: OECD Economic Outlook 93 database.

StatLink Sazm http://dx.doi.org/10.1787/888932837494

closed (mainly corporate) tax loopholes, took steps to fight tax evasion and
ended preferential tariff treatment for countries like Korea and China. The
projections assume a cumulative structural fiscal tightening of 1% of GDP
over the two years 2013-14 (following 1.5% cumulatively over 2011-12).

Monetary policy is The Bank of Canada has indicated that with continued economic
compensating  slack, modest inflation and stabilising household debt, the considerable
monetary stimulus still in place is likely to remain appropriate for some
time, after which some withdrawal will probably be required to ensure
achievement of the 2% inflation target. Given a closing output gap and
latent wage pressures, the projections build in 50 basis point increases in
the official policy rate in each of the last two quarters of 2014. Macro-
prudential tools have been used in conjunction with monetary policy to
assist the desired rotation of credit and spending toward business
investment and exports and away from housing.

Projected growth is The outlook shows growth picking up through 2013 and 2014 despite
investment and expprt- waning residential investment, gradual household deleveraging and fiscal
driven  .,ngolidation. The projected demand shift toward business investment
and exports will depend heavily on the expected US economic pick-up,
including in housing which has substantial Canadian content. With the
resource sector accounting for an increasingly large part of growth,
recovering commodity prices and improving pipeline and other transport
infrastructure will help to accelerate spending on big capital projects
while improving access to foreign markets. The recent weakening of the
Canadian dollar should help to stem export market share losses in
manufacturing, although low productivity growth and exchange rate
uncertainty may limit any such gains.
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Risks remain high

External risks remain high, particularly from the euro area.
Disappointing growth in China could also imply downward pressure on
commodity prices. US demand strength is uncertain as well. The main
domestic risks continue to be a disorderly correction in the housing
market and stronger deleveraging pressures than assumed in the
projections.
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AUSTRALIA

GDP growth is likely to slow temporarily to 2% per cent in 2013, before picking up to around 3% per

cent in 2014. The expected weakening of the boom in mining investment will be only gradually offset
by the sector’s increasing export capacity and the strengthening of the non-mining sector. The
persisting high exchange rate and still fragile confidence are inhibiting the emergence of new drivers of
growth.

In the absence of inflationary pressures, monetary policy should remain accomodative in order to

underpin activity. The authorities need to gradually balance the public budget so as to restore fiscal
leeway. Should activity worsen significantly, however, there is scope for fiscal policy to be relaxed to
support demand. A tax reform to improve the effectiveness of housing taxation and lower corporation
tax by means of an increase in VAT would enhance efficiency.

%

The economy has slowed

Monetary policy is

Growth has temporarily slowed
Quarter-on-quarter percentage changes, annual rate

" 2010

expansionary

The Australian economy is in a transition phase which saw growth
slow from 3% per cent to 2% per cent between the first and second halves
of 2012 in a context of continued global uncertainty and fiscal
consolidation. The surge in mining investment, which is likely to peak in
2013, is gradually losing its stimulatory effect on activity, while new
drivers of growth are taking time to emerge. The signs of an upturn in the
non-mining sector, which the easing of monetary conditions aims to
stimulate, remain timid because of the persistently high exchange rate,
which is weighing on companies’ confidence and their investment. The
labour market has eased, with the unemployment rate hovering around
5% per cent until April 2013, while inflation remained low at 2% per cent
in early 2013.

The central bank lowered its cash rate by 25 basis points in both
December 2012 and May 2013 to 2% per cent. This renewed monetary

Australia

Non-mining investment remains weak
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1. Contribution to the quarterly percentage changes of the GDP, at annual rate.
Source: ABS, Cat. Nos 5625.0 and 5206.0; and OECD Economic Outlook 93 database.

StatLink =P http://dx.doi.org/10.1787/888932835651
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Fiscal consolidation is set to

continue but will be
tempered

The slowdown in growth

104

should be temporary

Australia: Demand, output and prices

2009 2010 2011 2012 2013 2014
Current prices Percentage changes, volume
AUD billion (2010/2011 prices)

GDP at market prices 12519 2.6 2.4 3.6 2.6 3.2
Private consumption 692.7 3.0 3.3 3.2 2.2 3.2
Government consumption 224.6 3.6 2.5 3.2 -0.2 0.3
Gross fixed capital formation 349.3 4.2 7.2 8.5 4.1 4.6
Final domestic demand 1266.6 3.4 4.2 4.6 23 3.1

Stockbuilding' -94 0.6 0.4 -0.1 -0.2 0.0
Total domestic demand 12573 4.0 4.6 4.6 21 3.1
Exports of goods and services 248.9 5.3 -0.8 6.7 6.9 6.5
Imports of goods and services 254.3 144 105 6.8 4.5 6.0

Net exports’ -5.4 19 22 041 04 00

Memorandum items

GDP deflator _ 5.7 3.9 -0.6 1.8 24

Consumer price index _ 2.9 3.4 1.7 2.1 21

Private consumption deflator _ 2.5 24 2.2 2.3 2.1

Unemployment rate _ 5.2 5.1 5.2 5.6 515

Household saving ratio, net? _ 10.0 111 10.3 10.2 9.8

General government financial balance® _ -5.2 -3.6 -3.3 -1.8 -0.7

General government gross debt® _ 236 271 324 337 338

Current account balance® _ -2.9 -2.2 -3.7 -4.0 -4.0

1. Contributions to changes in real GDP, actual amount in the first column.
2. As a percentage of disposable income.

3. As a percentage of GDP.

Source: OECD Economic Outlook 93 database.

StatLink Susm http://dx.doi.org/10.1787/888932837589

easing was accompanied by an upturn in financial asset prices and the
stabilisation of house prices. The exchange rate has remained high,
however, while long-term interest rates have risen slightly and credit
growth has remained subdued.

During the present economic transition phase, the gradual approach
adopted by the authorities to reducing the public deficit is welcome.
Because of the low level of tax revenue, attributable to weaker nominal
growth, a slow recovery in capital gains tax, a relatively discouraging
business situation and lower-than-expected receipts from the new
mining tax, the government has abandoned its aim of balancing the
federal accounts as early as 2012/13. The authorities have quite rightly,
therefore, decided to give free rein to the automatic stabilisers, with the
elimination of the federal deficit postponed probably until 2015/16. If
activity worsens significantly, the authorities should not hesitate to ease
fiscal policy so as to bolster demand.

Activity is likely to pick up to over 3% and close to potential in 2014.
The accommodating monetary conditions are likely to gradually mitigate
the effect of the budget restrictions and the anticipated weakening of
mining investment by stimulating private consumption and house
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purchases. This monetary easing, coupled with the improving external
environment, should also gradually stimulate investment in the
non-mining sector which is having to adjust to the high exchange rate. In
addition, exports of mining products will continue to benefit from
increased capacity in that sector. With a negative output gap and
unemployment running at around 5% per cent, inflation should remain
low at 2%4-2% per cent.

The risks regarding the A marked slowdown in China would weigh on exports and the terms
external environment  of trade, which could hasten the slowdown in mining investment and
remain on the downside g egsitate increased monetary support. The uncertainties weighing on
the pace of fiscal consolidation should be clarified following the elections

scheduled for September 2013.
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AUSTRIA

Economic activity has stabilised after contracting slightly in the last quarter of 2012. Export-market
growth is set to pick up. This should improve confidence which, together with an increase in real
incomes and generally favourable financing conditions, is projected to support a gradual recovery of
domestic demand. Growth is projected to reach 0.5% in 2013 and 1.7% in 2014.

Fiscal consolidation is on track and strikes an appropriate balance between growth and fiscal
sustainability considerations; the automatic stabilisers should be allowed to work freely around the
structural improvement path. The banking sector may require additional support, which should be debt
financed so as not to endanger the fragile recovery.

Growth remains subdued Export growth was weak at the end of 2012, and this spilled over to
business confidence and investment. External demand has recovered
moderately since the beginning of 2013 and business and consumer
confidence have improved somewhat but remain weak.

The labour market will Employment growth will remain weak for some time and the
weaken somewhat and  unemployment rate, currently the lowest in the European Union, will
inflation will abate ., tinye to edge up in 2013 before stabilising and falling again slightly
towards the end of 2014. Robust wage growth in 2013, together with
abating inflation due to the slack in the economy, will still generate real
disposable income growth and support private consumption. Low interest
rates and high cash reserves of firms will help investment growth to pick
up once confidence improves further. Public spending will remain

subdued due to ongoing consolidation efforts.

Fiscal consolidation is Thanks to fiscal consolidation, the general government deficit
broadly appropriate remained at 2.5% of GDP in 2012 despite subdued growth and banking
support measures worth about 0.8% of GDP. The consolidation

programme aims to bring public finances in line with the provisions of the

Austria
Confidence remains subdued Fiscal consolidation is on track
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1. Government net lending is in percentage of GDP and underlying government primary balance in percentage of potential GDP.
Source: OECD, Main Economic Indicators database; and OECD Economic Outlook 93 database.
StatLink SazmM http://dx.doi.org/10.1787/888932835670
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Austria: Demand, output and prices

2009 2010 2011 2012 2013 2014

Cpt:ir(::;\t Percentage changes, volume
€ billion (2005 prices)

GDP at market prices 275.5 2.2 2.7 0.8 0.5 1.7
Private consumption 151.0 1.6 0.9 0.4 0.1 0.8
Government consumption 54.5 00 -04 0.4 0.4 0.1
Gross fixed capital formation 57.5 0.7 6.3 1.8 06 28
Final domestic demand 263.0 1.1 1.8 0.7 0.3 1.1

Stockbuilding’ 1.9 06 05 -03 -04 00
Total domestic demand 264.9 18 24 00 -0.2 1.1
Exports of goods and services 137.3 8.9 71 1.8 2.1 5.9
Imports of goods and services 126.7 8.0 7.0 1.2 1.5 5.1

Net exports’ 10.6 07 04 04 04 07

Memorandum items

GDP deflator _ 1.8 22 22 1.5 1.3

Harmonised index of consumer prices _ 1.7 3.6 2.6 2.0 1.5

Private consumption deflator _ 2.0 3.5 2.9 1.8 14

Unemployment rate? 44 41 43 47 AT

Household saving ratio,net® _ 9.1 7.4 7.7 7.9 7.9

General government financial balance* _ 45 24 25 23 -17

General government gross debt’ _ 781 800 849 86.8 86.9

General government debt, Maastricht definition” _ 719 725 735 753 755

Current account balance* 34 14 18 24 29

1. Contributions to changes in real GDP, actual amount in the first column.
2. Based on Labour Force Survey data.

3. As a percentage of disposable income.

4. As a percentage of GDP.

Source: OECD Economic Outlook 93 database.

StatLink =P http://dx.doi.org/10.1787/888932837608

debt brake, which specifies that, as of 2017, the general government
structural deficit may not exceed 0.45% of GDP. The overall pace of the
consolidation path in structural terms strikes an appropriate balance
between debt sustainability and growth considerations. The authorities
should keep to planned measures so as to preserve hard-won fiscal
credibility and not be tempted to relax the necessary budgetary restraint
as the election approaches later in the year.

Export growth will drive Export growth will underpin a moderate recovery and growth is
the recovery projected to reach 0.5% in 2013. With a gradually improving external
environment, increasing confidence is expected to support domestic

demand and growth is set to accelerate to 1.7% in 2014.

The risks to the outlook are Downside risks relate mainly to a renewed deterioration of the
broadly balanced sovereign debt crisis in the euro area, a weaker outlook in central, eastern
and south-east Europe and further tensions in the banking sector.
Materialisation of these risks would harm export growth and exacerbate
financial sector and fiscal risks. On the positive side, a quicker restoration
of confidence could lead to a stronger pick-up in domestic investment and
consumption in the near term.
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BELGIUM

Recovery is slowly gathering pace, driven by stronger world trade and supportive monetary
conditions. Domestic demand will pick up only gradually, owing to weak real income growth, low
capacity utilisation, necessary fiscal consolidation and a weak housing market. Only in the second half
of 2014 will growth return to potential and unemployment stop rising. Inflation will further ease over
the projection period.

Fiscal consolidation of 1% of GDP is being implemented in 2013, broadly similar to the effortin 2012.
Further consolidation of % per cent of GDP is assumed in 2014. This underlying consolidation is critical
and should be maintained, but if growth deviates from expectations the automatic stabilisers should be
allowed to operate. Recent reforms of unemployment benefits and early retirement schemes will boost
labour supply, but should be complemented with improved incentives to hire low-skilled workers and
by a wage formation process that better aligns wages with productivity developments.

The economy is still weak

% balance, s.a.

-30

-35 |

L
2007

Substantial fiscal
consolidation is needed

2008

After slightly contracting in 2012, activity is still weak, reflecting slow
export growth and stagnant domestic demand. Weak real income growth
and rising unemployment weigh on household spending. Residential
investment is falling despite a marked decline in interest rates, while
business investment is hampered by low utilisation of production
capacities. Employment is contracting, suggesting a lower prevalence of
labour hoarding than in the previous recession. Inflation has eased
substantially over the winter, reflecting increasing economic slack and
lower energy prices, but nominal wages still reflect to some extent past
inflation through the automatic wage indexation mechanism.

An underlying fiscal consolidation of 1% of GDP was implemented in
2012, although the cost of recapitalising Dexia (0.8% of GDP) boosted the
headline deficit for that year. The budget for 2013 and an additional
consolidation package in March sum up to an underlying consolidation of
1% of GDP for 2013. For 2014, additional consolidation of % per cent of GDP

Belgium
Confidence is low Construction activity is falling
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Source: OECD, Main Economic Indicators database; Datastream; and Statistics Belgium.
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StatLink Si=m http://dx.doi.org/10.1787/888932835689

OECD ECONOMIC OUTLOOK, VOLUME 2013/1 © OECD 2013 - PRELIMINARY VERSION



2. DEVELOPMENTS IN INDIVIDUAL OECD COUNTRIES

A slow recovery will gather
pace

Domestic risks are balanced

Belgium: Demand, output and prices

2009 2010 2011 2012 2013 2014

(;:i:zgt Percentage changes, volume
€ billion (2010 prices)

GDP at market prices 340.7 24 19 -03 0.0 1.1
Private consumption 179.8 2.7 0.2 -03 0.0 0.6
Government consumption 84.2 0.6 1.1 04 09 08
Gross fixed capital formation 709 12 42 -06 -16 1.1
Final domestic demand 334.9 1.4 1.3 -02 -01 0.7

Stockbuilding' -35 03 07 -03 -02 0.0
Total domestic demand 331.4 1.7 20 -05 -03 0.7
Exports of goods and services 248.0 9.6 55 07 09 38
Imports of goods and services 238.7 8.9 5.7 0.5 0.5 3.4

Net exports' 94 07 -01 02 03 04

Memorandum items

GDP deflator _ 20 20 20 1.9 1.6

Harmonised index of consumer prices _ 2.3 3.4 2.6 1.4 1.2

Private consumption deflator _ 2.0 3.1 2.6 1.1 1.3

Unemployment rate _ 8.2 7.2 7.6 8.4 8.8

Household saving ratio,net® _ 101 8.8 9.7 9.9 10.0

General government financial balance® _ -39 -39 40 -26 -23

General government gross debt® _ 995 101.9 104.1 104.7 104.5

General government debt, Maastricht definition® _ 956 97.7 99.8 100.4 100.2

Current account balance® _ 19 -11 -14 -12 -08

1. Contributions to changes in real GDP, actual amount in the first column.
2. As a percentage of disposable income.

3. As a percentage of GDP.

Source: OECD Economic Outlook 93 database.

StatLink =P http://dx.doi.org/10.1787/888932837627

is assumed, which will start to reverse the increase in the debt ratio and is
consistent with the government’s stability programme objective of a
structurally balanced budget in 2015.

After a period of weak growth, activity will only gradually recover. As a
result, unemployment will not stabilise before mid-2014. Stronger world
trade and supportive monetary conditions will support growth, but the fiscal
consolidation and housing market weakness will weigh on the economy
throughout the projection period. Reflecting the substantial output gap,
inflation will ease further, while wage inflation will be moderated by the
government decision to allow no across-the-board wage increases above
price inflation for both public and private sector workers in 2013-14.

The recovery will depend on developments in the euro area,
Belgium’s main export market. On the domestic side, downside risks
include a stronger-than-expected housing market contraction and a
lessening of fiscal and structural reform efforts as electoral
considerations come into play. On the upside, the 2012 reforms of early
retirement and unemployment benefits may stimulate labour supply
more rapidly than anticipated and amplify the economic recovery.
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CHILE

Notwithstanding sluggish global growth and disappointing developments in trading partner
countries, the economy has performed well recently, supported primarily by strong domestic demand.
Activity is projected to slow in the near term as business confidence and investment moderate. Growth

is projected to return to a faster pace later in the year, as trading partners’ growth increases and global
financial conditions improve, with further momentum likely to be gained in 2014.

Despite narrowing economic slack and a tight labour market, inflation is projected to remain close
to the central bank’s target, reflecting exchange rate appreciation and moderating growth in the near
term. Monetary policy is therefore assumed to remain on hold. Although the structural fiscal deficit has
fallen, additional efforts to narrow it would contribute to reducing the external deficit, and enhance
policymakers’ capacity to address possible adverse developments.

Domestic demand has been
robust

Monetary policy remains on
hold

Investment and private consumption
remains strong
Contribution to real GDP growth

°/o

The economy has continued to grow at a robust pace, supported by
strong and resilient domestic demand. Positive business confidence, as
well as still favourable terms of trade, kept boosting investment, notably
in the mining sector, while private consumption picked up along with real
wages and employment creation. Domestic demand dynamism is
reflected in the increase of imports of machinery and equipment and
durable consumption goods. The current account deficit has widened
accordingly, but this has been funded by rising foreign direct investment
inflows.

Despite strong domestic demand and dwindling economic slack,
inflation has declined below the central bank’s target due mainly to
exchange rate appreciation. Monetary policy has therefore remained on
hold. Although price pressures are visible in some sectors, such as non-

Chile

Inflation has fallen below
the target band
Year-on-year percentage changes
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Chile: Demand, output and prices

2009 2010 2011 2012 2013 2014

Current prices Percentage changes, volume (2008 prices)

CLP billion

GDP at market prices 96 443.8 5.8 5.9 515 4.9 6.3
Private consumption 57 357.8 10.8 89 6.1 5.8 4.7
Government consumption 12 219.9 4.6 3.0 4.2 4.4 3.4
Gross fixed capital formation 21 026.6 12.2 14.7 12.3 7.3 7.6
Final domestic demand 90 604.3 104 94 7.4 6.1 52
Stockbuilding’' -1464.6 2.9 -0.2 -0.1 -1.1 0.0
Total domestic demand 89 139.7 13.7 9.2 7.4 4.9 51
Exports of goods and services 35 849.0 23 5.2 1.0 3.5 4.0
Imports of goods and services 28 545.0 259 14.5 4.9 4.7 3.6
Net exports’ 7 304.0 -6.8 -2.6 -1.3 -0.4 0.1

Memorandum items
GDP deflator _ 8.8 3.3 1.9 42 3.1
Consumer price index _ 1.4 &3 3.0 2.0 29
Private consumption deflator _ 3.1 4.3 3.4 2.4 3.2
Unemployment rate _ 8.1 71 6.4 6.5 6.5
Central government financial balance? _ -0.4 1.3 0.6 -0.6 -0.7
Current account balance? _ 1.5 -1.3 -3.5 -4.2 -3.7

1. Contributions to changes in real GDP, actual amount in the first column.
2. As a percentage of GDP.
Source: OECD Economic Outlook 93 database.

StatLink iz http://dx.doi.org/10.1787/888932837646

tradable services, inflation expectations remain well anchored and
inflation is projected to return and then remain close to the target.

Fiscal consolidation has Thanks to higher income tax and VAT receipts and a slight reduction
continued, but could be  of spending, the public sector achieved a headline surplus of 0.6% of GDP
more ambitious ;4 5 structural deficit of 0.6% of GDP last year. This meant that the
government’s target was reached earlier than planned. The 2013 Budget
authorises spending growth of 5% in real terms, in line with expected GDP
growth, focused largely on education. This will result in a structural
deficit of 1% of GDP. However, closing the deficit would help to strengthen
financial buffers and enhance policymakers’ capacity to address possible

adverse developments.

Growth is projected to slow With a still weak external environment, a slowdown of China and
in the short term emerging constraints on domestic production capacity, real GDP growth is
projected to ease somewhat in 2013. The current account deficit is
nevertheless set to widen somewhat in 2013. Improving external
conditions later in the year and in 2014 should help to increase export
volumes.

There are domestic and A deeper global slowdown - especially in China — would damp export
external risks  yolumes and copper prices, weakening growth and leading to a further
deterioration in the current account deficit. Inflationary pressures could

also come from persistently strong domestic demand, especially
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considering current capacity constraints, which may require monetary
tightening. Higher interest rate differentials relative to developed
countries may spark capital inflows and lead to further exchange rate
appreciation in the context of an increasing external deficit.
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CZECH REPUBLIC

The economy is expected to pick up from mid-2013 onwards, as exports recover slowly from the

negative impact of the euro crisis and improving business and consumer confidence support domestic
demand. Needed fiscal consolidation is weighing on domestic demand. Growth is projected to be too
low to prevent a further widening of the output gap, implying continued weak inflation.

The government’s policy of an unchanged structural fiscal stance and allowing the automatic

stabilisers to play is appropriate in the current conjuncture. However, as the recovery gets underway,
fiscal consolidation will need to resume to reduce the structural deficit. At the same time, monetary
policy should become more accommodative. To make economic growth more inclusive, the gradual
increase in the statutory retirement age should be combined with further reforms of the tax-benefit
system to foster female labour market participation and raise employment of low-skill workers.

The economy has reached a

bottom

Fiscal consolidation has

been put on hold

% of labour force

8.5

8.0

7.5

7.0

6.5

6.0

55

5.0

4.5

4.0

The economy contracted throughout 2012 and into 2013, mainly
reflecting depressed domestic demand and ongoing fiscal consolidation.
However, forward-looking indicators point to increasing activity with
higher industrial output and rising bank loans to the non-financial sector,
reflecting more export financing (particularly to outside the euro area). On
the other hand, industry and consumer confidence remains low, while
construction is at an even worse ebb, pointing to a slow recovery. The
limited increase in unemployment can partially be explained by labour
hoarding, as reflected in the sharp contraction of hours worked, which
suggests a recovery with limited employment content.

The faltering economy has led the government to abandon most of its
earlier planned fiscal consolidation measures over the projection period,
except for some revenue measures in 2013, which will secure a budget

Czech Republic

The labour market is weak Low confidence hampers economic growth
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Source: OECD Economic Outlook 93 database; and Czech Statistical Office.

StatLink =P http://dx.doi.org/10.1787/888932835784
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Monetary policy is set to

remain accommodative

Growth depends on global

114

trade picking up

Czech Republic: Demand, output and prices

2009 2010 2011 2012 2013 2014

C;L:iré:zt Percentage changes, volume
CZK billion (2005 prices)

GDP at market prices 3761.8 2.3 1.8 -12 -1.0 1.3
Private consumption 1902.6 0.8 05 -26 -07 0.9
Government consumption 809.3 02 -27 -12 -02 -11
Gross fixed capital formation 927.7 0.7 04 -26 -36 0.9
Final domestic demand 3 639.6 07 -02 -23 -13 0.5

Stockbuilding’ -29.8 1.1 01 -04 01 -01
Total domestic demand 3 609.8 18 -01 -26 -1.2 0.4
Exports of goods and services 22205 150 96 4.2 0.2 5.9
Imports of goods and services 20684 14.9 70 25 0.1 5.1

Net exports’ 1521 06 19 14 01 1.0

Memorandum items

GDP deflator _ -1.6 -0.9 1.4 09 1.4

Consumer price index _ 1.5 1.9 33 1.6 1.3

Private consumption deflator _ -0.2 0.5 2.3 1.0 1.3

Unemployment rate _ 7.3 6.7 7.0 7.3 7.5

General government financial balance® _ -48 -33 -44 -33 -30

General government gross debt? _ 452 482 559 593 619

General government debt, Maastricht definition® _ 379 411 459 493 519

Current account balance? -39 -27 25 30 -29

1. Contributions to changes in real GDP, actual amount in the first column.
2. As a percentage of GDP.
Source: OECD Economic Outlook 93 database.

StatLink Sazm http://dx.doi.org/10.1787/888932837665

deficit of 3.3 per cent of GDP. The new policy stance implies that the
objective of a balanced budget in 2016 is postponed until confidence is
restored and sustainable economic growth is well underway. Although it
is appropriate for fiscal policy to have a stabilising role, fiscal
consolidation will eventually need to resume to curb the deficit and
stabilise the growing public sector debt.

Regulated price hikes and another 1 percentage point increase in VAT
rates in January 2013 raised the headline inflation rate. However, the slack
in the economy led to declining inflation in the following months - a
development that is expected to continue throughout the projection
period. Inflation is therefore projected to fall to the lower half of the
central bank’s tolerance band of 1-3%. With policy rates almost at the zero
lower bound, monetary policy authorities should consider forms of
quantitative easing to further stimulate activity.

The economy is expected to recover in the second half of 2013,
although at a slow pace, reflecting some recovery in export markets. The
pace of economic activity should quicken in 2014 as higher exports boost
business sentiment and investment, while consumer spending benefits
from real wage increases.
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Risks are skewed to the Risks are mainly on the external side. If the recovery in global
downside demand fails to materialise, exports will be correspondingly lower. If
financial market turbulence in the euro area flares up again, both
international and domestic confidence could deteriorate, leading to both
lower foreign demand for Czech goods and weaker domestic demand.

OECD ECONOMIC OUTLOOK, VOLUME 2013/1 © OECD 2013 — PRELIMINARY VERSION 115



2. DEVELOPMENTS IN INDIVIDUAL OECD COUNTRIES

DENMARK

Growth is expected to recover gradually following a weak 2012, thanks to the effects of past fiscal

stimulus, low interest rates and improving confidence. Exports will also pick up as world trade regains
strength and competitiveness improves.

The fiscal stance is set to tighten in 2013 but the effect on the economy is expected to be limited.

Further stimulus is not warranted unless growth turns out to be significantly worse than expected. The
recent structural reforms should be implemented vigorously to bolster both long-term growth and fiscal
sustainability.

Interest rates are very low

A slow recovery is
underway

Output declined by 0.5% in 2012, with uncertainty and job losses
holding back private consumption and low external demand weighing on
exports. However, exports are inching up, helped by the improvement in
competitiveness stemming from wage moderation. Business investment
remains low even though it has picked up, but corporate saving is
historically high. The unemployment rate has increased but long-term
unemployment has stayed on hold. There is significant slack in the
economy and inflation is subdued.

Interest rates remain lower than in the euro area, reflecting efforts to
contain capital inflows and currency appreciation pressures. Policy
interest rates are very low with the lending rate at 0.2% and the rate on
certificates of deposits at -0.1%. However, according to lending surveys,
credit standards for firms and households remain tight. Bank lending
continues to be muted, partly due to weak demand reflecting
deleveraging. House prices are no longer declining in the larger cities,
although turnover remains modest.

Denmark
Corporate saving has increased Real wages have declined and
while investment is low unemployment remains high
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The fiscal stance will be less
supportive

Growth is set to pick up
gradually, driven by private
demand

Denmark: Demand, output and prices

2009 2010 2011 2012 2013 2014

C;)L;irézgt Percentage changes, volume
DKK billion (2005 prices)

GDP at market prices 1664.8 1.6 11 -05 0.4 1.7
Private consumption 822.0 1.7 -05 0.6 0.4 15
Government consumption 495.9 04 -1.5 0.2 0.9 0.6
Gross fixed capital formation 300.8 -2.4 29 2.2 3.2 45
Final domestic demand 1618.8 05 -0.2 0.8 1.1 1.8

Stockbuilding’ -19.0 10 05 -04 00 0.0
Total domestic demand 1599.8 1.6 0.3 0.3 0.8 1.8
Exports of goods and services 793.1 30 65 09 02 40
Imports of goods and services 728.2 32 56 25 10 44

Net exports' 650 0.0 08 -08 -04 -0.1

Memorandum items

GDP deflator _ 4.1 06 2.1 1.0 1.0

Consumer price index _ 23 28 24 08 14

Private consumption deflator _ 25 25 24 08 1.4

Unemployment rate? 75 76 75 74 13

Household saving ratio,net® _ -10 -06 -23 -07 -05

General government financial balance* _ 27 -20 -41 -18 -18

General government gross debt* _ 531 599 589 586 584

General government debt, Maastricht definition* _ 427 464 457 455 452

Current account balance* _ 5.9 5.6 5.6 5.0 4.7

1. Contributions to changes in real GDP, actual amount in the first column.

2. The unemployment rate is based on the Labour Force Survey and differs from the registered unemployment
rate.

3. As a percentage of disposable income, net of household consumption of fixed capital.

4. As a percentage of GDP.

Source: OECD Economic Outlook 93 database.

StatLink iz http://dx.doi.org/10.1787/888932837684

The fiscal stance is set to tighten in 2013, partly due to the withdrawal
of past stimulus and a one-off change to pension taxation. However,
household spending will be boosted by past measures, such as tax cuts
and the pay-out of past contributions to the early retirement scheme as
part of its reform. Some of the initiatives in the Growth Plan agreed upon
in April 2013, such as the cut in the corporate income tax rate, will also
support growth. Appropriately, the fiscal stance is set to be broadly
neutral in 2014.

Growth is expected to recover gradually as private and external
demand strengthen. Exports will benefit from expanding world trade and
improved competitiveness, thanks to a rebound in productivity and
modest wage growth. Private investment, which will be supported in 2013
by temporarily more generous depreciation allowances, should also be
boosted by higher exports in 2014. With stronger labour demand,
unemployment is projected to start to decline. Together with low interest
rates, tax cuts and less uncertainty, this will lead to a pick-up in private
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Risks are mainly on the
downside

consumption. As spare capacity will remain ample, inflation should stay
well below 2%.

Exports could increase less strongly should competitiveness improve
less than expected or if world demand, including in the euro area, picks
up less than now expected. The recovery could also be weaker if
unemployment becomes entrenched, acting as more of a drag on
household consumption. However, if confidence were to return more
rapidly than assumed, pent-up private consumption and investment
would exert a stronger pull.

OECD ECONOMIC OUTLOOK, VOLUME 2013/1 © OECD 2013 - PRELIMINARY VERSION



2. DEVELOPMENTS IN INDIVIDUAL OECD COUNTRIES

ESTONIA

Growth is projected to regain momentum, driven by private domestic demand. Rising capacity
utilisation and falling unemployment are improving confidence and generating expectations of further
wage and employment growth. Changes in headline inflation are mainly driven by energy and food
prices while the medium-term trend is determined by price convergence in the non-tradable sector.

The fiscal position is sound, but the policy framework should be strengthened by introducing a
multi-year spending ceiling and an independent fiscal council, as planned by the government. Steps to
strengthen active labour market policies and life-long learning, as well as a lower tax wedge for low-
income earners, would make growth more socially inclusive.

Activity is set to recover Activity declined in the first quarter of 2013. Public spending on
from a soft patch in the first  investment declined and the slowdown in the growth of external demand
quarter  eakened exports and manufacturing output. However, private

consumption continued to be underpinned by rising employment and
accelerating wage growth. Inflation was temporarily boosted by the
increase in regulated electricity prices as a result of the liberalisation of
the electricity market in January 2013. Forward-looking indicators suggest
a rebound in manufacturing activity from the second quarter onwards.
Investment growth is no longer supported by rapid expansion of public
investment. However, financial conditions remain favorable.

The fiscal position is Public investment was boosted in 2012 by earlier sales of Kyoto
strengt]:lenmg as public  permits, but these one-off operations, which amount to about 1 % of GDP,
investment falls . largely phased out in 2013. The positive impact on the budget balance

is partially offset by rising social spending triggered by restored pension
indexing. Overall, the government budget is expected to improve to close
to balance in 2013 and to a slight surplus in 2014.

Estonia
Growth has been underpinned by domestic demand Wage growth has accelerated
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1. Average nominal wage per employee, seasonally adjusted.
Source: OECD Economic Outlook 93 database; and Eurostat.
StatLink iz http://dx.doi.org/10.1787/888932835879
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Domestic demand and
external conditions will
stimulate growth

Risks are balanced

Estonia: Demand, output and prices

2009 2010 2011 2012 2013 2014

Cpt:ir(::;\t Percentage changes, volume
€ billion (2005 prices)

GDP at market prices 13.8 3¥3) 8.3 3.2 1.5 3.6
Private consumption 7.5 2.4 3.5 4.4 3.7 3.7
Government consumption 3.0 -0.8 1.4 4.0 3.0 3.4
Gross fixed capital formation 29 -74 257 21.0 3.0 5.6
Final domestic demand 185 -3.1 7.6 8.2 3.4 41

Stockbuilding’ -0.5 40 21 -02 08 00
Total domestic demand 13.0 13 97 78 42 39
Exports of goods and services 9.0 229 234 5.6 3.2 5.4
Imports of goods and services 8.2 21.0 250 91 52 58

Net exports’ 0.8 25 04 -29 -19 -04

Memorandum items

GDP deflator _ 07 29 32 35 28

Harmonised index of consumer prices _ 2.7 5.1 4.2 3.4 2.9

Private consumption deflator _ 2.6 5.0 3.4 3.0 2.3

Unemployment rate _ 16.8 125 101 9.7 9.3

General government financial balance? _ 0.2 1.2 -03 0.0 0.3

General government gross debt? _ 129 104 142 155 14.9

General government debt, Maastricht definition? _ 6.7 6.2 101 114 10.8

Current account balance? _ 2.9 21 -12 -30 -26

1. Contributions to changes in real GDP, actual amount in the first column.
2. As a percentage of GDP.
Source: OECD Economic Outlook 93 database.

StatLink iz http://dx.doi.org/10.1787/888932837703

Growth is projected to regain momentum, underpinned by household
demand and business investment as well as by gradually improving
external conditions. The labour market will continue to recover but
further employment gains are likely to be more modest due to skill
mismatches, intensifying wage pressures and the declining population.
Inflation is projected to remain above the euro area average but to fall
slowly.

Risks to the outlook originate from both domestic and external
sources. Low interest rates and relaxed credit standards might distort
resource allocation. A further intensification of the euro area crisis
associated with a collapse of confidence and weak growth would
constrain the pace of exports and investment. In contrast, a faster
resolution of the euro area crisis might strengthen the contribution of
exports to the recovery.
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Activity has contracted,

FINLAND

with low capacity utilisation and uncertainty about future demand

depressing business investment, and rising unemployment and recent tax increases weakening
consumption. Exports are being held back by the euro area recession and eroding competitiveness.
Unemployment is edging up and will stabilise only in 2014 as the international environment brightens.

Deficit reduction is proving difficult, as measures to cut the deficit are being partly offset by cyclical
weakness in revenues and a structural upward drift in age-related expenditure. The automatic
stabilisers should be allowed to cushion the downturn, while reforms to increase labour force
participation and public sector efficiency would bolster longer-term fiscal sustainability.

The recovery is slow as
exports and domestic
demand remain weak

Policies support growth, but
long-term fiscal
consolidation is needed

Business investment continues to decline
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Continued export weakness, resulting from the euro area recession,
an erosion in both price and non-price competitiveness and a prolonged
decline in forestry and electronics, is dragging down output and feeding
into domestic demand. Uncertainty and weak demand are depressing
business investment, which is set to decline further as business
confidence and capacity utilisation remain low. Tepid real income growth
and higher unemployment and taxes are weighing on household
consumption. Inflation remains above the euro area average and in 2013
is being temporarily pushed up by indirect tax increases.

Favourable financial conditions are supporting the economy,
although their impact is blunted by low demand and uncertainties. The
fiscal stance is broadly neutral. Finland’s relatively strong fiscal position
allows the authorities to let the automatic stabilisers play to cushion the
impact of the downturn. However, ensuring fiscal sustainability against

Finland

Exports are weakening further
2007Q1 = 100

120
= Real exports

= = Export performance 3

115

110

105

100

95
90

s 85
\' \—\
PR

\80

2011 2012 2007 2008 2009 2010 2011 2012 »

2. Deviation from the average since 1995.
3. Ratio of real exports to export markets (trade-weighted average of trading partners' imports).
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StatLink Sazm http://dx.doi.org/10.1787/888932835936
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Growth will strengthen in

122

2014 as trade picks up

Risks are mainly on the
downside

Finland: Demand, output and prices

2009 2010 2011 2012 2013 2014

(;l:ilzzzt Percentage changes, volume
€ billion (2000 prices)

GDP at market prices 172.2 33 28 -0.2 0.0 1.7
Private consumption 94.2 3.3 2.3 1.6 0.5 1.2
Government consumption 43.4 -0.3 0.4 0.8 1.7 0.9
Gross fixed capital formation 34.0 1.9 71 29 -35 1.7
Final domestic demand 171.5 21 2.8 0.5 0.1 1.2

Stockbuilding "2 -21 08 17 -22 01 00
Total domestic demand 169.4 30 45 -17 02 1.2
Exports of goods and services 64.4 75 28 -14 1.0 42
Imports of goods and services 61.5 69 60 -37 -04 28

Net exports’ 2.8 04 -1.2 1.0 -02 0.5

Memorandum items

GDP without working day adjustments _ 33 28 -02 . .

GDP deflator _ 04 31 28 29 20

Harmonised index of consumer prices _ 1.7 3.3 3.2 2.6 2.4

Private consumption deflator _ 2.0 3.4 2.7 29 2.1

Unemployment rate _ 8.4 7.8 7.7 8.2 8.1

General government financial balance® _ 28 -11 -23 -23 -18

General government gross debt® 579 579 633 66.2 699

General government debt, Maastricht definition® 487 490 531 56.0 59.7

Current account balance® _ 14 -16 -19 -16 -09

1. Contributions to changes in real GDP, actual amount in the first column.
2. Including statistical discrepancy.

3. As a percentage of GDP.

Source: OECD Economic Outlook 93 database.

StatLink iz http://dx.doi.org/10.1787/888932837722

the long-term challenges stemming from population ageing will require
further policy adjustments. The government has taken measures to
strengthen the fiscal position, mainly through increases in tax revenues.
Further measures to reduce incentives for early retirement and encourage
broader labour force participation are also needed. The ongoing reform of
municipalities will be key to ensuring a more cost-efficient provision of
high quality public services, especially in health care and social services.

Economic activity is projected to remain weak in 2013.
Unemployment will edge up, despite the falling working-age population.
As world trade picks up, the current account deficit is projected to narrow
and investment to grow anew. Stronger growth will start to lower
unemployment in 2014, resulting in higher consumer confidence and
consumption. Higher activity and tax increases will reduce the fiscal
deficit, although it will remain close to 2% of GDP. Inflation will decline
over the projection period as effects from indirect tax increases wane and
significant spare capacity remains.

Finland is highly exposed to external developments, especially in the
euro area. While persistent weakness in external demand would delay the
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recovery further, a rebound in global trade and a further reduction of euro
area risks would boost the economy. The strength of the recovery will
largely depend on global fixed investment growth, as Finland’s exports
contain a high share of capital goods. On the upside, ongoing structural
changes in the economy could improve export performance, provided
competitiveness recovers.
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GREECE

Ongoing fiscal adjustment, declining real wages and weak exports are deepening the recession.
Unemployment has reached historical highs, increasing social strains. Despite improving confidence
over recent months, positive growth is expected only in the course of 2014 as export demand
strengthens, competitiveness improves further and investment returns. Sluggish product market
reforms are blunting the effects of lower wages on price competitiveness.

The structural consolidation of public finances needs to continue, but the automatic stabilisers
should be allowed to operate if growth proves weaker than anticipated. This might require additional
funding under the EU-IMF programme. Restoring credit growth is a pre-requisite for reviving economic
activity. The rapid removal of remaining barriers to competition would enhance competitiveness and
growth.

The economy is in deep
recession

The large fiscal
consolidation continues

Output contracted further in 2012 due to shrinking real incomes,
limited access to credit and fears at that time that Greece might leave the
euro area. Falling tourism and transportation revenues also contributed.
Unemployment reached an unprecedented 26% of the labour force at end-
2012. Although underlying inflationary pressures are very weak and
wages have been falling, sluggish product market reforms and hikes of
indirect taxes have slowed price adjustment. Nevertheless, in recent
months, the inflation rate became negative for the first time in over fifty
years.

The 2012 general government budget outperformed the target by
around 3% percentage points of GDP, excluding capital transfers of 4% of
GDP for bank resolution. The 2013 budget appears to be broadly on track.
Consolidation for 2013 and 2014 is based on a fiscal package of 7% per cent

Greece
Price competitiveness needs to improve further Fiscal consolidation has been substantial
Real effective exchange rates indicators % of GDP % of GDP
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1. The data for 2012 do not include the capital transfers of 4% of GDP made by the general government through the Hellenic Financial
Stability Fund, as a result of bank resolution.
Source: OECD Economic Outlook 93 database.
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Greece: Demand, output and prices

2009 2010 2011 2012 2013 2014

(;L:izzzt Percentage changes, volume
€ billion (2005 prices)

GDP at market prices 2311 49 -71 -64 -48 -12
Private consumption 1672 -62 -7.7 -91 -70 -45
Government consumption 475 87 -52 -42 -21 -21
Gross fixed capital formation 459 -150 -196 -19.2 -7.7 -25
Final domestic demand 2606 -84 92 97 -62 -38

Stockbuilding™? -30 14 06 01 09 00
Total domestic demand 2576 -71 -88 -94 -49 -38
Exports of goods and services 445 52 03 -24 1.2 6.1
Imports of goods and services 710 62 -73 -138 -69 -3.0

Net exports’ -265 29 24 40 26 27

Memorandum items

GDP deflator _ 1.1 10 -08 -04 -21

Harmonised index of consumer prices _ 4.7 3.1 1.0 -0.7 -1.7

Private consumption deflator _ 40 34 09 11 17

Unemployment rate _ 125 177 242 278 284

General government financial balance®* _ -108 -96 -10.0 -41 -35

General government gross debt® _ 1569 178.9 165.6 183.7 189.2

General government debt, Maastricht definition® _ 1483 170.3 157.0 175.1 180.6

Current account balance® _-101 99 -34 -1 0.9

1. Contributions to changes in real GDP, actual amount in the first column.

2. Including statistical discrepancy.

3. National Accounts basis, as a percentage of GDP.

4. The data for 2012 include the capital transfers of 4% of GDP made by the government as a result of bank

resolution. The information for 2013 is not yet available.
5. On settlement basis, as a percentage of GDP.
Source: OECD Economic Outlook 93 database.

StatLink si=r http://dx.doi.org/10.1787/888932837741

of GDP, and relies heavily on expenditure restraint. The OECD projections
for the headline deficit take into account the over-performance in 2012.
The projected deficit is thus lower than that in Greece’s economic
adjustment programme for 2013, and is broadly the same for 2014,
because of the better starting point, despite the effects of weaker
projected growth and the assumption that the automatic stabilisers will
be allowed to play. Given the depth of the recession and social tensions,
the automatic stabilisers should indeed be allowed to operate if economic
activity proves even weaker than anticipated by the programme. However,
without market access this might imply additional official financing or
debt relief. At the same time, social programmes need to be more targeted
on those bearing the increasing social costs of adjustment.

Consolidation should be Progress towards debt sustainability requires continued
supported by stronger consolidation efforts, but also a recovery of growth. This hinges upon
structural reforms  reqtrycturing in the banking sector, including through recapitalisation
that is shortly to be completed. Further structural reforms, especially in
product markets, to boost international competitiveness and exports are

also essential.
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The recovery will be slow

126

Downside risks have
receded somewhat

The economy will continue to contract, despite rising confidence, as
fiscal retrenchment continues and major export markets recover only
slowly. Positive growth is expected only in the course of 2014 as
confidence strengthens, structural reforms boost competitiveness further
and the banking system recovers. The pick-up in external demand and
greater use of European Union structural funds should support exports
and investment. Prices and wages will fall further, given the substantial
slack and high unemployment.

The economy will be subject to significant risks concerning both
recovery elsewhere and the prospects of achieving the significant
domestic adjustments to stabilise activity. The necessary implementation
of the fiscal programme may be jeopardised by social strains and
inadequate administrative capacity while tight liquidity conditions pose a
risk to business expansion. On the other hand, the recapitalisation of
banks and repayment of government arrears may enhance liquidity and
domestic demand more than assumed. The sharp improvement in cost
competitiveness may result in higher exports, especially if it translates to
broad price adjustment. Confidence may strengthen further if planned
investment projects materialise.
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HUNGARY

After contracting through 2012, the economy is expected to start expanding at a subdued pace in
the course of 2013. Partly due to a rising participation rate, unemployment is projected to increase until
mid-2014. As deleveraging, high uncertainty and poor business confidence will continue to weigh on
private domestic demand, growth will hinge on exports and the current account surplus should widen
further. Though moderated by economic slack, core inflation is projected to remain somewhat above 3%
over the projection horizon as inflation expectations remain entrenched at a high level.

While the authorities have made substantial progress in reducing the budget deficit, they should
rebalance consolidation towards expenditure restraint and more growth-friendly taxation, notably by
phasing out distortive taxes on banks and non-tradable sectors. Prudent monetary policy is key to
stabilising expectations and avoiding a weakening of the forint, which could threaten public and private
sector balance sheets. Restoring financial intermediation, which is essential for investment and growth,
requires avoiding ever-greening of bad loans through adequate provisioning and better targeting of debt
restructuring programmes.

Private demand weakness The contraction in economic activity persisted until the fourth
persists quarter of 2012, when investment and exports both shrank. The latter
reflected falling demand abroad as well as temporary production
stoppages, both of which were reversed in the first quarter of 2013.
Deleveraging, high uncertainty and poor confidence nonetheless continue
to weaken private demand. The unemployment rate has been rising since
mid-2012.

Monetary policy has been With rapidly decelerating headline inflation, partly on account of a
eased further 10% cut in administered energy prices, the central bank has brought its
policy rate to record low levels. The projection assumes further reductions

Hungary
Headline inflation has decreased, but Credit and investment continue to fall
expectations are still high
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1. Gross fixed capital formation, q-o-q percentage changes.
2. Loans granted by banks, foreign branches, cooperative credit institutions and other financial intermediaries. Seasonally unadjusted
change in outstanding amounts, with rolling exchange rate adjustment.
Source: OECD Economic Outlook 93 database; and Hungarian National Bank.
StatLink = http://dx.doi.org/10.1787/888932836050
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Deficit reduction has
progressed

Hungary: Demand, output and prices

2009 2010 2011 2012 2013 2014

C‘;L:ir‘::t Percentage changes, volume
HUF billion (2005 prices)

GDP at market prices 25738.4 1.3 16 -1.8 0.5 1.3
Private consumption 139520 -30 05 -14 -08 04
Government consumption 58244 -08 -03 -23 -04 -02
Gross fixed capital formation 53019 95 -36 -38 -25 -04
Final domestic demand 250783 -38 -05 -21 -1.0 0.1

Stockbuilding’ -5847 33 06 -16 13 00
Total domestic demand 24 493.7 -0.5 01 -3.7 0.3 0.1
Exports of goods and services 19881.0 14.2 6.3 20 24 46
Imports of goods and services 18636.2 12.7 5.0 0.1 21 3.7

Net exports’ 12448 1.8 1.5 1.7 05 1.1

Memorandum items

GDP deflator _ 24 31 3.1 36 34

Consumer price index _ 4.9 3.9 5.7 2.8 815

Private consumption deflator _ 39 45 52 34 3.4

Unemployment rate _ 1.1 109 109 114 115

General government financial balance? _ 44 42 20 -28 -32

General government gross debt’ _ 87.3 859 89.0 889 889

General government debt, Maastricht definition? _ 815 811 79.0 787 787

Current account balance? _ 11 0.8 1.5 2.4 3.2

1. Contributions to changes in real GDP, actual amount in the first column.
2. As a percentage of GDP.
Source: OECD Economic Outlook 93 database.

StatLink Sasm http://dx.doi.org/10.1787/888932837760

to 4.0% in 2013, as possible additional cuts have already been signalled by
the monetary authorities. Further, the authorities have recently
announced a Funding for Growth Scheme, whereby they will lend to
commercial banks at 0%, first, to finance SME forint loans and, second, to
convert outstanding SME foreign currency loans into forints (each part
being worth up to 0.9% of GDP). While these steps could help to revive
bank lending, which has been shrinking since 2008, monetary easing also
risks currency depreciation, which could prove difficult to handle in view
of the large debts denominated in foreign currencies, and lead to higher
inflation.

The 2012 budget deficit, at 2% of GDP, turned out substantially
smaller than expected due to strong tax revenue increases, improved
spending control and sizeable net one-off proceeds (worth 0.7% of GDP,
according to official estimates). The authorities remain committed to the
objective of exiting from the excessive deficit procedure, and their recent
Convergence Programme has set deficit targets of 2.7% of GDP for both
2013 and 2014 (no one-offs being envisaged), while planning a strong
increase in public investment in tandem with growing EU transfers.
Additional spending cuts were announced in mid-May but they were not
fully defined at the time and are not taken into account in this projection.
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Modest export-led growth A modest return to growth is projected, driven by gradually
is expected  accelerating exports as global conditions improve. Domestic demand, and
in particular private investment, is nonetheless expected to continue to
fall for several quarters. Core inflation, though declining due to
substantial economic slack, is projected to remain somewhat above 3%
over the projection horizon, notably owing to entrenched high inflation
expectations.

A sharp depreciation is the A sharp depreciation of the forint could have destabilising effects
main risk given the still high foreign currency indebtedness of the private and
public sectors. The reliance on exports for growth means the recovery will

depend strongly on conditions abroad.
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ICELAND

Economic growth is projected to be moderate in 2013 but to increase to around 2% per cent next
year, provided that a large planned increase in energy-intensive investment takes place.
Unemployment should fall to slightly below the structural rate of around 5% by 2014. Following
monetary policy tightening and recent exchange rate appreciation, inflation is set to fall too, but to

remain above target.

Further fiscal consolidation is needed to wind back the public sector debt from its current ratio of
130% of GDP to a more prudent level. Adoption of the proposed law to increase fiscal discipline would
be welcome. Monetary policy accommodation should continue to be removed as conditions permit to
reduce inflation and support eventual capital account liberalisation.

-10 !

Economic growth has
slowed

The pace of fiscal
consolidation is set to
lessen

The domestic-demand led recovery has moderated, mainly owing to
weaker investment, especially in energy-intensive industries. Private
consumption and residential investment, however, have proved more
resilient, supported by robust employment growth, wealth gains from
rising house prices and mortgage write-downs, and the construction of
now profitable unfinished housing projects left over from the crisis. The
unemployment rate has continued to fall, reaching 5% per cent in the first
quarter of 2013. Following large collective wage increases in 2011, annual
wage growth has slowed to 5% in recent months. Inflation has fallen
below 4% in recent months, but core inflation has fallen less, remaining
well above the authorities’ 2% per cent target.

Assuming that fiscal policy remains consistent with the former
government’s 2013 budget and plan for 2014, the increase in the primary
surplus (excluding write-offs) will fall to 1.5% of GDP this year and 1.1% of
GDP in 2014. The consolidation would reinforce the decline in the

Iceland

Investment has fallen, slowing the recovery Monetary policy has tightened, reducing inflation

Year-on-year percentage changes

Year-on-year percentage changes
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1. Average of the deposit rate and the maximum bid for 28-day Central Bank notes deflated by the average of the consumer price index,
business and household quarterly inflation expectations, and one-year breakeven inflation expectations based on the difference
between the nominal and indexed government bond yield curves.

Source: Central Bank of Iceland; Statistics Iceland; and OECD Economic Outlook 93 database.
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Iceland: Demand, output and prices

2009 2010 2011 2012 2013 2014
Current prices Percentage changes, volume
ISK billion (2005 prices)

GDP at market prices 14979 -4.1 2.9 1.6 1.9 2.6
Private consumption 764.5 0.0 2.6 2.7 2.2 29
Government consumption 396.9 -3.4 -0.2 -0.2 0.2 0.0
Gross fixed capital formation 207.0 9.4 14.3 4.4 -3.7 15.3
Final domestic demand 1368.4 -2.5 8. 2.2 0.7 3.9

Stockbuilding’ 0.7 -0.2 0.6 -0.2 0.0 0.0
Total domestic demand 1369.1 -2.7 41 1.9 0.2 3.9
Exports of goods and services 791.4 0.6 41 3.9 2.0 2.1
Imports of goods and services 662.6 4.5 6.8 4.8 0.0 4.5

Net exports' 128.8 -1.7 -0.8 -0.1 1.2 -1.0

Memorandum items

GDP deflator _ 6.9 3.3 3.0 3.9 3.6

Consumer price index _ 5.4 4.0 5.2 4.0 3.2

Private consumption deflator _ 34 4.1 5.6 4.6 3.4

Unemployment rate _ 7.7 6.9 5.9 5% 4.8

General government financial balance? _ -10.1 -5.6 -3.4 -0.2 0.8

General government gross debt? _ 125.1 133.8 131.8 128.6 1244

Current account balance® _ -8.1 -6.5 -4.9 -2.1 2.4

1. Contributions to changes in real GDP, actual amount in the first column.
2. As a percentage of GDP.
Source: OECD Economic Outlook 93 database.

StatLink sizr http://dx.doi.org/10.1787/888932837779

government debt-to-GDP ratio underway since 2012, while its easing pace
would reduce a headwind to growth. As economic slack shrinks to low levels,
real monetary policy interest rates will need to rise progressively to reduce
inflation towards the target rate. Such an increase would also provide a more
supportive environment for progressively lifting capital controls.

The economic recovery Growth is projected to pick up in 2014, provided that a large expected
should strengthen in 2014  increase in business investment, mainly in energy-intensive industries,
takes place. Residential investment is expected to strengthen further due to

continued construction of unfinished projects left from the crisis. Private

consumption expenditure should remain strong, buoyed by solid growth in

employment and real wage rates. Unemployment is projected to fall to

slightly below its structural rate of 5.0% in 2014 and inflation to fall to 3.2%.

There are mainly downside The main external risk is that Iceland’s major trading partners do not
risks FO business recover as assumed in 2014. Investment would be weaker than projected
Investment i e energy-intensive investments are further delayed owing to
structural difficulties in the global aluminium industry or delays in
government authorisations, or if business access to credit does not
improve. The main upside risks are that the global economy recovers
more vigorously than assumed and that global energy prices rise more
than assumed, increasing the attractiveness of adding aluminium
smelting capacity in Iceland.
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IRELAND

The moderate recovery and gradual economic rebalancing is projected to continue. Exports will
remain the main driver of growth, making Ireland’s outlook largely dependent on developments in
trading partners. Domestic demand is projected to gradually strengthen. Business investment should
pick up as multinational enterprises continue to build up their production facilities. The unemployment
rate is expected to decline only slightly, reflecting the slow recovery in labour-intensive domestic
sectors and persistent skill mismatches. On the assumption of full policy implementation, the fiscal
deficit should continue to decline through the projection period.

Financial market confidence has improved but the bank lending environment for firms and
households remains adverse. It is essential to make faster progress in dealing with non-performing
loans. Decisive labour-market reforms are also needed to address the prospect of persistent high long-
term unemployment, especially among young people, in particular by putting more resources into
activation measures and better aligning skills with employers’ needs. For Ireland to successfully exit the
official lending programme, maintaining the strong record of fiscal policy implementation will be
essential, although the automatic stabilisers should be allowed to operate.

Recovery continues at a While exports of goods have remained subdued, exports of services
moderate pace  continue to expand and are contributing to the widening surplus of the
current account. High debt burdens and financial distress continue to
restrain the spending of households and firms, but domestic demand
showed signs of stabilisation in the latter part of 2012. Although job losses
also appear to be coming to an end, the unemployment rate still exceeds
14%. Inflation remains low.

Fiscal and financial market The government achieved its fiscal consolidation objective for 2012
developments have been  and progress has been made in implementing the 2013 budget measures.
favourable  pipancial market confidence in Ireland’s sovereign debt has improved,
Ireland
The recovery has been led by exports Unemployment remains high
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Ireland: Demand, output and prices

2009 2010 2011 2012 2013 2014

Current Percentage changes, volume
prices (2010 prices)
€ billion

GDP at market prices 161.3 -0.8 1.4 0.9 1.0 1.9
Private consumption 79.4 05 -23 -09 1.0 0.3
Government consumption 33.0 -46 -43 -34 -15 -33
Gross fixed capital formation 255 -226 -12.8 1.1 0.3 5.7
Final domestic demand 137.9 50 43 1.2 0.3 0.2
Stockbuilding’ -2.6 0.7 04 -0.2 0.1 0.0
Total domestic demand 8588 -43 37 -15 0.1 0.2
Exports of goods and services 146.5 6.2 5.0 29 2.8 5.4
Imports of goods and services 120.4 36 -0.3 0.3 2.2 4.9
Net e)(ports1 26.1 2.9 54 2.8 1.1 1.8

Memorandum items
GDP deflator _ -2.2 0.2 1.9 1.3 1.2
Harmonised index of consumer prices _ -1.6 1.2 1.9 1.0 11
Private consumption deflator _ -2.0 1.4 1.8 1.4 1.1
Unemployment rate _ 139 146 147 143 141
General government financial balance?® _  -308 -133 -75 -75 -46
General government gross debt? _ 98.0 112.2 123.3 129.3 126.4
General government debt, Maastricht definition? _ 92.1 106.4 117.6 123.6 120.7
Current account balance? _ 1.1 1.1 4.9 5.0 5.2

1. Contributions to changes in real GDP, actual amount in the first column.
2. As a percentage of GDP.

3. Includes the one-off impact of recapitalisations in the banking sector.
Source: OECD Economic Outlook 93 database.

StatLink sizr http://dx.doi.org/10.1787/888932837798

despite the government debt exceeding 120% of GDP, which has translated
into lower risk spreads. Banks have made progress in regaining access to
the wholesale funding market.

The credit channel remains The improvement in financial market conditions has not improved
impaired  the bank lending environment for households and SMEs. Little progress
has been made in dealing with non-performing loans and mortgage
arrears continue to increase, although at a slower pace. Faster progress on
both fronts is essential to strengthen credit growth, domestic demand and
job creation.

Growth is projected to Constrained by the weak global recovery, fiscal contraction and tight
remain moderate  credit conditions, GDP growth is projected to be 1% in 2013 and close to 2%
in 2014. Consumer spending is expected to improve slowly, given small
increases in household disposable income. Business investment is also
expected to expand based on prospects for strong foreign direct
investment and export growth. Exports are however not very labour
intensive in Ireland and the unemployment rate is projected to remain
close to 14%. The high proportion of long-term and youth unemployed
calls for important improvements in labour market activation strategies
and training.

OECD ECONOMIC OUTLOOK, VOLUME 2013/1 © OECD 2013 — PRELIMINARY VERSION 133



2. DEVELOPMENTS IN INDIVIDUAL OECD COUNTRIES

Risks remain and recovery

134

depends on policy
implementation

Contagion from further adverse events elsewhere in Europe and
weakness in European trading partners remain significant negative risks.
However, a stronger translation of the improved financial market
confidence into better lending conditions and consumer sentiment would
contribute to a stronger recovery than projected. While Ireland seems well
positioned to return to full market financing in 2014, it is essential to
maintain the strong record of fiscal policy implementation and make
further progress in structural reform. Additional measures at the
European level to ensure debt sustainability would further enhance the
chances of a successful return to full market financing.

OECD ECONOMIC OUTLOOK, VOLUME 2013/1 © OECD 2013 - PRELIMINARY VERSION



2. DEVELOPMENTS IN INDIVIDUAL OECD COUNTRIES

ISRAEL’

Growth has continued to slow, but GDP is being boosted by new offshore natural gas production.
External demand will underpin activity in 2014, but the contractionary effects of a sharp fiscal
consolidation will be substantial. Inflation is currently low, but price pressures may develop over the
projection period in the light of relatively tight labour and product markets.

The new government has faced significant challenges in formulating the postponed budget for the
second half of 2013 and 2014, even though the official deficit targets have again been made less
ambitious. Remaining within the spending ceiling must be a priority alongside the implementation of
revenue measures to keep the deficit on track. Monetary policy can remain accommodative for the time
being, given low inflation, but consideration may have to be given to some tightening during 2014
should inflation move up toward the top of the target range.

New gas production will Growth in real GDP continued to slow in the second half of 2012 and
raise headline GDP expanded by only 3.2% for the year as a whole, in contrast to 4.6% in 2011.
Annualised real GDP growth remained at around 2% per cent in the first

quarter of 2013, but fixed industrial investment continued to shrink.

However, a boost to GDP is underway due to the opening up of the Tamar

natural gas field in late-March. Consumer price inflation is now below the

target band (1-3%) in part due to appreciation of the shekel. While

inflation expectations have dipped recently, they are close to the centre of

the band. However, house prices have continued to accelerate. The policy

Israel
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Source: Bank of Israel; Central Bureau of Statistics; and OECD Economic Outlook 93 database.
StatLink sizr http://dx.doi.org/10.1787/888932836107

*. The statistical data for Israel are supplied by and under the responsibility of the
relevant Israeli authorities. The use of such data by the OECD is without
prejudice to the status of the Golan Heights, East Jerusalem and Israeli
settlements in the West Bank under the terms of international law.
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Fiscal difficulties on both

136

spending and revenues
remain

Israel: Demand, output and prices

2009 2010 2011 2012 2013 2014
Current prices Percentage changes, volume
NIS billion (2005 prices)

GDP at market prices 766.0 5.0 4.6 3.2 3.9 3.4
Private consumption 440.0 5.3 3.8 2.6 2.0 3.1
Government consumption 187.4 2.9 2.8 3.2 4.2 1.0
Gross fixed capital formation 125.2 12.3 16.2 3.9 0.1 4.8
Final domestic demand 752.6 5.8 5.7 3.0 2.2 2.9

Stockbuilding’ -6.9 -1.1 0.7 1.4 -0.2 0.0
Total domestic demand 745.7 4.8 6.6 4.4 1.9 2.9
Exports of goods and services 268.1 13.7 5.4 0.2 1.8 4.8
Imports of goods and services 247.8 12.7 111 3.4 -4.6 815

Net exports' 20.3 07 19 12 2.4 0.5

Memorandum items

GDP deflator _ 1.2 24 3.3 2.8 23

Consumer price index _ 2.7 815 1.7 1.4 2.3

Private consumption deflator _ 2.9 3.2 1.9 1.8 21

Unemployment rate? _ 8.3 71 6.9 7.2 6.8

General government financial balance®* _ 48 44 51 57 42

General government gross debt® _ 76.0 739 729 73.0 723

Current account balance® _ 3.9 1.0 -0.4 1.6 21

1. Contributions to changes in real GDP, actual amount in the first column.

2. Employment and unemployment data prior to Q1 2012 are derived from a quarterly labour-Force survey that
has since been replaced by a monthly survey, which included a number of methodological changes. The
data prior to Q1 2012 have been adjusted to be compatible with the new series

3. As a percentage of GDP.

4. Excluding Bank of Israel profits and the implicit costs of CPIl-indexed government bonds.

Source: OECD Economic Outlook 93 database.
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interest rate was reduced by 25 basis points to 1.50% in May, while
mortgage lending rules have been tightened further. In response to the
shekel’s appreciation the Bank of Israel has resumed unann