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         Foreword

         This is the fourth edition of the OECD Business and Finance Outlook, an annual publication that presents unique data and analysis on the trends, both positive and negative, that are shaping tomorrow’s world of business, finance and investment. Using analysis from a wide range of perspectives, this year’s edition addresses connectivity, both among institutions within the global financial system and among countries. Almost a decade on from the 2008 financial crisis, the Outlook examines new risks to financial stability that will put financial reforms to the test, focusing in particular on the normalisation of monetary policy, debt problems and off-balance sheet activity in China. With respect to connectivity among countries, the Outlook examines the new phase of globalisation centred on Asia/Eurasia, using China’s Belt and Road Initiative as a case study. It argues that this ambitious development plan has a number of economic issues to look out for, and that it would be best carried through with transparent “rules of the game” that will help ensure a level playing field for all.
         

         The OECD Business and Finance Outlook 2018 is the joint work of staff of the OECD Directorate for Financial and Enterprise Affairs. It has benefited from comments by delegates of relevant committees and other parts of the OECD Secretariat.
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         Editorial

         The 2018 OECD Business and Financial Outlook comes at a time when citizens, communities and politicians are increasingly questioning the benefits of globalisation and the multilateral trading system.
         

         Last year’s OECD Business and Finance Outlook showed that these questions are rooted in legitimate concerns. It underlined the importance of turning the lessons of the 2008 financial crisis into sustainable reforms to the financial system, and showed how the lack of a level playing field for participants in the global economy contributes to unfair economic outcomes. 
         

         This edition builds on these themes with new analysis and practical recommendations to governments on 1) addressing the remaining vulnerabilities in the financial system and 2) how supply-side and demand-side policies can help ensure foreign infrastructure investment is high quality, sustainable and works for all, with particular reference to China’s Belt and Road Initiative.

         
            Gaps remain in global financial regulation
            

            The global economy has been in repair mode since the 2008 financial crisis, with a series of international financial regulatory reforms. Almost a decade of unconventional monetary policy in advanced countries has brought low interest rates and plentiful liquidity – but these conditions are unlikely to last.

            Gradual normalisation of monetary policy and growing levels of indebtedness, including in China, could put recent financial reforms to the test. This edition of the OECD Business and Finance Outlook takes stock of the remaining vulnerabilities in the financial system, especially the risks posed by levels of interconnectedness between those large banks whose business models remain largely unchanged since the 2008 financial crisis. Policy makers still need to consider whether reforms have suitably addressed the weaknesses exposed by the last crisis, and take appropriate action if they have not.
            

         

         
            How to make infrastructure investment work for all
            

            Last year’s Business and Finance Outlook demonstrated the importance of a level playing field to ensure the benefits of trade and investment fall more evenly and fairly. It described how OECD standards can help set the ‘rules of the game’ for a level playing field, by promoting mutual market openness, fighting cross-border cartels, discouraging undue government support for internationally-active state owned enterprises (SOEs), preventing transnational bribery to win contracts, and avoiding competitive advantages based on compromised labour and environmental practices.
            

            These are among the primary considerations as this edition turns to cross-border infrastructure investment, using China’s Belt and Road Initiative as a case study. China’s Belt and Road Initiative is an ambitious development plan based on infrastructure investment. It aims to increase connectivity between countries that together make up over one third of the global economy. It represents a significant contribution to meeting global and regional infrastructure needs. These needs, however, are too great to be met by any single country or investor. 

            There are two key issues from a supply side perspective. First, the Belt and Road Initiative will need to engage with other investing economies and institutions if it is to meet its stated aims, and if it is to maximise its contribution to filling the global infrastructure gap. All international infrastructure efforts should be mutually reinforcing, which requires transparent ‘rules of the game’ that will help ensure a level playing field for investment.

            Second, investment projects must be viable, cost effective and appropriately selected, regardless of the source of funding. This is particularly important given that the Belt and Road Initiative’s investments will be largely debt-funded, and often directed to jurisdictions with challenging business environments.

            The OECD Code of Liberalisation of Capital Movements can help address both of these supply-side issues. The Codes are a long-standing instrument that builds openness to competition amongst international investors, and helps improve the policy environment in investment destinations, all while taking into account countries’ differing levels of economic development. 

            But openness on its own is not enough. From the demand side, countries receiving investment need to focus on the project level to ensure infrastructure translates into sustainable economic growth and positive social outcomes. The OECD Business and Finance Outlook considers potential concerns that could accompany foreign infrastructure investment, including bribery and corruption in large scale projects, national security concerns arising from the proximity of infrastructure assets to foreign governments through SOEs, and due diligence practices in supply chains.
            

            International organisations like the OECD play an important role in developing the ‘rules of the game’ that seek to avoid many of these potential pitfalls. International standards like the OECD Anti-Bribery Convention, OECD Guidelines for Fighting Bid Rigging in Public Procurement, the G20/OECD Principles of Corporate Governance and the OECD Guidelines for Multilateral Enterprises make up a toolkit for recipient countries to manage the risks and get the most out of foreign infrastructure investment. These instruments are detailed within the OECD Business and Finance Outlook and are available to OECD members and non-members alike.
            

            This publication presents advice to policy makers on how to better position the financial system to serve the real economy, and how to ensure foreign infrastructure investment works for both investors and recipients. But the key to turning policy advice into positive outcomes is implementation. As always, the OECD stands ready to assist any country looking to implement these best practices, build capacity, and develop policies to make sure international trade and investment bring benefits for all.

            [image: graphic] 
            

            Greg Medcraft

            Director, OECD Directorate for Financial  and Enterprise Affairs

         

      

   
      
         Executive summary

         Connectivity, both among institutions within the global financial system and among countries, is an integral part of globalisation and a key component of how complex societies operate in their quest to become more productive. This year’s Outlook addresses connectivity, both among institutions within the global financial system and among countries. With respect to the latter, the Outlook looks at the increasing weight of China in the global economy. It examines, in particular, the impact of the international development strategy known as the “Belt and Road Initiative” (BRI) on China’s global trade and investment partners and the policy approaches that would help to broaden out its benefits to the whole global economy. 
         

         
            The outlook for the global financial system
            

            Monetary authorities in jurisdictions that are home to globally systemic important banks (G-SIBs) have provided support for the global financial system in the form of ultra-low interest rates and large scale purchases of securities since 2008, initially to support dysfunctional markets and then to support economic recovery. As the economic backdrop has improved, the US Federal Reserve has begun to normalise its policies. Central banks in other advanced countries seem likely to follow. This has contributed to sharp movements in asset prices in 2018, particularly during the early months of the year. Managing this process will be a challenge.

            As this process gets underway, the reform of the regulatory framework governing internationally-active banks, widely known as Basel III, has been finalised by the Basel Committee of Bank Supervisors. The reversal of monetary ease will test whether Basel III has achieved its goal of ensuring safety and soundness in the financial system in the face of stresses, particularly where the liquidity of products is a driver of volatility. Basel III achieved progress in the area of strengthening capital rules but leaves the G-SIBs and their business models similar to what they were before the crisis of 2008—certainly stopping short of full separation of investment banking from deposit-insured consumer banking. The vulnerabilities resulting from their interconnectedness remain an important feature of the system. One gauge of interdependence, the notional value of over-the-counter derivatives, remained at USD 532 trillion in the second half of 2017, only slightly below its pre-crisis peak of USD 586 trillion in late 2007. There has been some shifting of where these risks sit as investors have responded to the low-interest rate environment.

            The financial outlook will also be shaped by China’s ability to manage risks relating to high indebtedness and leverage in its banking, shadow banking and wealth management industries. While China is not directly linked to the risks in advanced economies, due to the closed nature of its financial system, any problems there could see Chinese authorities shedding holdings of US securities. This would increase liquidity pressures in advanced economies. The extent of non-performing loan problems in China is obscured by the lack of information about which assets are sitting in off-balance sheet vehicles. But it is clear that these vast off-balance sheet exposures have increased leverage risk and could lead to destabilising credit events. They have the potential to disrupt growth beyond China if further changes to the structure of financial markets and institutions are not considered in major advanced and emerging economies.

         

         
            The BRI in the global trade, investment and finance landscape
            

            China’s BRI is an ambitious development strategy to build connectivity and co-operation across the six main economic corridors shown in Figure 2.3. The Asian Development Bank estimates that Asia needs USD 26 trillion in infrastructure investment to 2030, and China can certainly help to achieve some of this. The BRI, which prioritises the funding of infrastructure, is also a strategy to achieve a number of longer-term objectives: connectivity; energy and food security; balanced regional development and better capacity utilisation; freer trade; sustainability goals; and cultural and scientific exchanges. 

            China is investing in technology transfer to move toward higher value activities and, in the longer term, aims to follow what other major countries have done in technology standards, innovation and trading value chains. Connectivity is an important element of the strategy, particularly regarding energy, given the numerous and varied sources along the BRI corridors. More generally, empirical analysis in this Outlook suggests that connectivity among both advanced and emerging markets enhances the benefits of trade and investment. However, the infrastructure funding needs of developing Asia are large and China’s own financial issues at home point to limits on what China alone can do. This means significant contributions from OECD countries will be needed if the BRI is to succeed. This will require an increasing role for markets in resource allocation decisions. Property rights, competition, level playing fields and sound governance will need to be strengthened to make this possible. 
            

         

         
            Towards levelling the playing field for sustainable growth
            

            The BRI is a phase of globalisation that is long term in nature that, as with similar issues in the world economy, needs a transparent foundation of sound principles conducive to cost-effective solutions and fairness to all stakeholders. 

            Five broad areas that could benefit from greater alignment with international standards stand out:

            
               	
                  The growing role of state-owned enterprises (SOEs) in the global economy calls for ways to ensure a level playing field that discourage subsidies and non-transparent processes and allow recipient countries to benefit from investments based on widely accepted practices of corporate governance. Recipient economies must address national security concerns, especially those involving strategically sensitive technology and gaps in the legal accountability of SOEs. 

               

               	
                  Open and transparent arrangements for procurement, especially for large infrastructure investments, are needed.  

               

               	
                  The heavy costs that bribery and corruption can impose must be avoided, both in the case of large infrastructure projects and elsewhere. Social and environmental costs need to be taken into account by ensuring responsible business conduct that minimises disruption to local communities. 

               

               	
                  Complementing what is expected of companies in respecting the environment, governments need to conduct environmental impact assessments prior to implementing proposed projects for facilities and infrastructure. 

               

               	
                  Open and transparent regimes for cross-border investment are needed to reduce costs and increase options regarding technology. These will work to encourage the connectivity and economies of scale that the infrastructure strategies are intended to build. 

               

            

            In all five areas, OECD and other international standards provide essential guidance for both infrastructure-recipient economies and supplying economies.

         

      

   
      
         
Chapter 1. The financial system outlook
         

         
            Three major risks are set to shape the financial outlook:

            1.	Monetary policy normalisation: with the unwinding of ultra-low interest rates and the large-scale holdings of sovereign and private sector securities on central bank balance sheets, the transition may be volatile.

            2.	Financial sector vulnerabilities and the extent to which the recent finalisation of G20 reforms, including Basel III, has achieved the goal of a safe and sound financial system in the face of future stresses.

            3.	High indebtedness and leverage, especially related to China’s bank, shadow bank and wealth management businesses, and how well the Chinese authorities will be able to manage related risk.

            All these risks have the potential to disrupt sustainable growth in the global economy. This chapter examines these three topics, concluding that financial system risk will be elevated in the period ahead. 

         

         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.

         
            
1.1. Introduction
            

            Since the global financial crisis of 2008, monetary policy has been focused on supporting both the financial system (in the early stages) and real economic activity in line with price stability objectives (in the later stages) with ultra-low interest rates and massive buying of debt securities by central banks, mainly in jurisdictions where global systemically important banks (G-SIBs) are located. Fawley and Neely (2013) states: “Initially, the Fed, BOE, BOJ, and ECB policies focused on restoring function to dysfunctional financial markets, but concern soon shifted to stimulating real growth and preventing undesirable disinflation”.1

            Over two years ago, the US Federal Reserve (Fed) decided to begin the reversal of its accommodative policy stance via interest rates, given that the economy is operating closer to its capacity, which is when inflation pressures are more likely to arise. More recently, it has announced the reversal of quantitative easing. Inflation pressure has not yet emerged in the euro area and Japan, though the OECD Economic Outlook foresees a moderate pick up in the euro area over the next two years. While there have been signs of more inflation pressure in the United Kingdom, it has not yet begun the reversal of quantitative easing, since this is likely due to past depreciation of sterling
            

            The timing and scaling of reversals can also be linked to the recovery of the safety and soundness of the institutions that were at the centre of the crisis, and to any changes in the structure of markets that may warrant higher longer-term holdings on central bank balance sheets as a share of GDP compared to that which prevailed prior to the crisis. Banks in the United States have already reached that point which, coinciding with the sound shape of the economy, has supported the case for the Fed to announce a schedule for the gradual unwinding of large holdings of central bank assets. This shift to normalisation has already led to extreme movements in asset prices in the early part of 2018. This may be a foretaste of things to come, underlining the delicate balancing act required of central banks.

            The beginning of monetary policy tightening in the United States in the fourth quarter of 2015 preceded the finalisation of the Basel III rules at the beginning of December 2017. The period of monetary support for the banking system would have been a good opportunity to fundamentally change the business models and governance of banks (to not mix commercial banking and investment banking, recommended by the OECD since the crisis). This opportunity was used only partially: capital requirements were raised but G-SIBs’ business models remained more or less the same as they were before the crisis. These banks have strongly defended their business models (limiting separation policies which lie outside the scope of the Basel process) but G20 reforms, including to over-the-counter (OTC) derivatives markets and liquidity requirements, offer mitigants to high degrees of interconnectedness. 

            The notional value of OTC derivatives, an indicator of the interdependence of G-SIBs,2 stood at USD 532 trillion in the second half of 2017, compared to USD 586 trillion in the second half of 2007, just prior to the crisis. This has fallen as a share of the recovered global economy over that period (by roughly one third). Credit default swaps– the most significant derivative type for interconnectedness – has fallen as a share of the total OTC derivatives market from 10.5% at its 2007 peak to 1.8% at end of 2017. In terms of OTC derivative counterparties, reporting dealers make up 15%, other financial institutions 80%, and non-financial customers 5%
            

            Clearing and margin rule improvements under Dodd-Frank and European Market Infrastructure Regulation (EMIR) have helped to reduce systemic risk for broker dealers, either by netting through Central Counterparty (CCP) clearers, or through margin requirements for un-cleared derivatives. CCPs cleared 60% of OTC derivatives by the end of 2017. 

            CCPs represent larger ‘nodes’ of interconnectedness, but initial design and subsequent implementation of work to strengthen CCP recovery and resolvability have helped address concerns on whether CCPs are sufficiently resilient. Nonetheless, default resolution and recovery will still depend on how members cooperate and the extent of panic in a future crisis.3

            Thus the unwinding of central bank support for the interbank system is set to occur in an environment where interdependence risk has softened but remains. Other factors affecting conditions include:

            
               	
                  European banks have been reducing their non-performing loan (NPL) ratios but they are still too high.

               

               	
                  Markets have become used to easy policy, causing bonds and to some extent equities to become overvalued by end-2017.4

               

               	
                  Low yields have pushed some institutional investors into less-liquid, higher yielding securities.

               

               	
                  The US government has cut taxes which will increase its budget deficit, so that the private sector will need to absorb even more bonds in addition to the unwinding of central bank holdings accumulated during a period of quantitative easing. 

               

            

            Debt levels in the global economy have increased in a number of jurisdictions, and there is an interesting discussion of these issues in the latest OECD Economic Outlook (OECD, 2018). In last year’s Business and Finance Outlook (OECD, 2017a), there was some discussion about how bank regulation is shifting the structure of finance towards the non-bank financial system, both in OECD countries and in China. This year’s Outlook looks at this again in more detail with respect to China and at what the authorities there are doing about this issue. Off-balance sheet activities in China have expanded, causing debt levels and risk exposures to become dangerously high. In 2009, China expanded credit sharply to counter perceived potential effects of the crisis. Even though bank credit growth has since eased, responding to tighter policy, attempts to reduce a broader measure of credit growth have proved more difficult. This is because monetary policy tools such as interest rate ceilings, reserve requirement changes and quantitative credit controls can be avoided through off-balance sheet activity and market-based financing channels. Monetary policy tools may need to become more market oriented, given the ambitious policies authorities are pursuing to maintain solid growth and to reduce inequality in poorer regions, while also raising the ‘quality’ of GDP. This has resulted in greater use of macro-prudential tools and a number of other important reforms in Chinese monetary and regulatory policies. 
            

            The following sections cover:

            
               	
                  Section 1.2 – the prospects for interest rate normalisation and the unwinding of central bank securities in advanced economies, including the debate concerning how large central bank balance sheets should remain in the longer run. 

               

               	
                  Section 1.3 – the finalisation of Basel III.

               

               	
                  Section 1.4 – developments in the Chinese financial system, including the high levels of debt, off-balance sheet activity and what Chinese policy is doing about the situation. 

               

               	
                  Section 1.5 – general conclusions on the financial system outlook.

               

            

         

         
            
1.2. Prospects for the unwinding of ultra-low interest rates and central bank assets
            

            
               
Figure 1.1. Evolution of short-term interest rates, 1999-2018
               

[image: graphic]Note: 2018 data are to end-June
               

               Source: Thomson Reuters, OECD calculations.
               

               StatLink  http://dx.doi.org/10.1787/888933786097

            

            
               
Figure 1.2. Central bank holdings of assets, 2007-2018
               

[image: graphic]Note: Q1 = first quarter 2018.
               

               Source: Thomson Reuters, OECD calculations.
               

               StatLink  http://dx.doi.org/10.1787/888933786116

            

            The level of short (3-month) interest rates for selected countries where G-SIBs are headquartered is shown in Figure 1.1. The cut in rates to ultra-low levels from 2008 is unprecedented – particularly where negative rates apply. Only in the United States have interest rates begun to normalise. How fast the Fed will increase policy rates will depend on the outlook for growth and inflation, the strength of US bank balance sheets and the development of the US dollar exchange rate (since other central banks have not moved to raise interest rates in line). Only in the United States – where many of the securitised mortgages with Fannie Mae and Freddie Mac are held in conservatorship – is the economy strong enough, the banking system sufficiently profitable and the rebuilding of capital advanced enough to begin the normalisation of policy. 
            

            The size of central bank balance sheets for the United States, the euro area, the United Kingdom and Japan is shown in Figure 1.2. From around USD 3.2 trillion in total in January 2007, the central banks of the countries hosting G-SIBs increased this to some USD 15.0 trillion by the start of 2018. In fact, in order to deal with the crisis and exert targeted control over financing conditions for the broader economy (via the yield curve), central banks took USD 11 trillion of assets onto their balance sheets. Combined with low interest rates, investors have benefited from the liquidity-driven recovery in asset prices. Central banks, too, have benefited from an increase in the value of their holdings as a result of falling rates and tightening credit spreads for the large quantity of assets that they hold.
            

            The raising of short-term interest rates toward more historically normal levels will have implications for bond markets, given the expectations theory of the yield curve.5 A return to historically normal interest rates will imply sustained lower bond returns from this point (see the bond simulation below in Figure 1.5). It would be reasonable to expect this adjustment to be accompanied by periods of volatility, as occurred in 1994 but for different reasons this time.6 With respect to central bank balance sheets, private portfolios will have to absorb the increased supply of assets into the financial system. The cash is obviously there to cover this mechanically and the economy is strengthening, but potential liquidity effects could prove to be significant.7 It remains to be seen: 
            

            a) 	whether banks and other financial institutions are ready to get along comfortably without the large liquidity cushions that have been the counterpart of central bank quantitative easing; and 

            b)	how the post-crisis regulatory liquidity rules will affect behaviour in the face of central banks’ actions.

            The bond market adjustment can have spill-over effects on equity markets though these on the whole do not appear to be excessively overvalued by historical standards. Figure 1.3 shows price-to-earnings (PE) ratios for the United States, the euro area and the United Kingdom in mid-2018.8 At end-2017, the US stock market was ripe for a correction, which duly followed in February 2018.9 
            

            The average price to expected earnings (PE) ratio is around 15 for most major equity markets, and is considered to be a ‘normal’ metric in the United States as it has mean-reverted to this level since 1881. Possibly reflecting the problems about banks’ assets in these markets and the implications for economic growth, PE ratios have become stuck at, or below, the level of 15 in the United Kingdom and Europe. 

            While equity markets have been a favoured asset class as interest rates declined over time, equity risk premiums are (surprisingly) not especially low. They have been able to maintain levels even somewhat higher than historical averages — seemingly making some allowance for excessively low bond rates when discounting future cash flows. The main risk to equities will be from an interruption to earnings growth from any significant slowing of the economy. 
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