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Editorial:

Global Economic Outlook: 
Better, but not good enough 
The mood in the global economy has brightened during the last year. Confidence indicators, industrial production, headline measures of employment, and cross-border trade flows have improved in most economies. However, this still-modest cyclical expansion is not yet robust enough to yield a durable improvement in potential output or to reduce persistent inequalities. Financial vulnerabilities could be realised by policy and geopolitical shocks. Compared to the 20-year pre-crisis average against which expectations have been set, OECD per capita GDP growth remains over ½ percentage point weaker and global growth overall, projected to rise to just above 3½ per cent by 2018, also lags. In sum, the global economic outlook is better, but not good enough to sustainably improve citizens’ well-being. 
Investment has been a missing support for global growth, trade, productivity and real wages. The Economic Outlook June 2015 special chapter on investment for inclusive growth noted three key signals for business to invest: A broad-based global cyclical upturn in demand, regulation that promotes competition, and low policy uncertainties. The first signal may be in train, although the dependence of emerging market and commodity-based economies, in particular, on developments in China clouds the stability of the overall global upturn. On the second signal, the Business and Finance Outlook 2017 documents mergers and acquisitions and cartel behaviour that may dampen the competitive need to invest. On the third signal, protectionist policies in G20 countries and anti-globalisation rhetoric, along with other factors, raise uncertainties. All told, investment prospects are better, but with reservations as to the permanence and clarity of the signals. 
Employment growth has recovered relatively well in recent years with trends for employment and labour force participation rates now higher than in the decade prior to the crisis (notably excepting the United States). But, along some dimensions – hours worked and part-time jobs – the quality of work is more precarious, as discussed in the forthcoming Employment Outlook 2017. Productivity and real wages both diverge, with a large gap between the highest productivity globalised firms and “the rest”. So, while at the macro level labour market prospects and outcomes are better, the foundations for robust consumption and shared well-being are less apparent. 
International trade growth revived in the last year, although it still remains less robust than in pre-crisis decades. Technology-driven and deeper trade integration through global value chains creates new markets and raises productivity. Access to a wider variety of goods and services at cheaper prices raises well-being and consumers’ purchasing power, particularly low-income consumers. But these gains come with adjustment costs, neither of which have been equally shared across regions and individuals, yielding pressure to retreat from globalisation. 
The analysis in the special chapter in this Economic Outlook documents that globalisation is part of broader trends: A changing pattern of tastes as income rises (which yields a greater demand for services compared to manufactured goods); on-going technological change (which reduces the workers needed to produce manufactured goods); and evolving trade patterns (wherein producers in advanced economies face enhanced competition not only from firms in emerging market economies but also from advanced economy peers). Manufacturing jobs – a key locus of the globalisation backlash – are more regionally concentrated than are services, adding to the burden of adjustment for those firms and workers. 
There are upside risks to the projections for investment, trade, and productivity. Evidence from business surveys and from data suggest that the ageing of the capital stock may spur investment in higher quality capital with more advanced technology. This would improve cyclical conditions and support a revival of investment-intensive global value chains, with knock-on benefits to domestic demand. Higher quality capital would also improve productivity and boost potential output; but would also present new challenges, including to inclusiveness, as outlined in The Next Production Revolution. 
Financial vulnerabilities continue to cloud the projections. Geopolitical shocks and trade protectionism could catalyse snap-backs in asset prices and realise downside risks through a variety of channels. Global equity prices have increased, reaching historic highs in the United States and Germany, despite little upward revision to GDP growth and inflation. Around $12 trillion of OECD countries' government bonds (32% of the total stock) continue to trade at negative yields. Big corrections in various asset prices would weigh on economic activity via wealth effects (more pervasive in advanced economies), via weak financial conditions of some firms and banks (currently reflected in high non-performing loans, especially in Europe), and via the mismatch of currencies and maturities of assets and liabilities (of particular relevance for some emerging market economies). 
The global cyclical upturn is not yet assured; nor are the higher productivity, greater inclusiveness, and non-discriminatory international system that are needed to improve well-being for all. Policymakers cannot be complacent. 
Monetary policy is appropriately moving toward a more neutral stance in the United States, as well Europe and Japan are using forward guidance. These actions and words help investors to assess policy risks, to bring asset price valuations into alignment with economic fundamentals, and to emphasise monitoring of exposures and vulnerabilities. Nevertheless, market participants, as reflected in their investment choices, apparently continue to expect monetary policy paths between the United States and the euro area and Japan to diverge over the projection period – to around 150 basis points by the end of 2018. Closing this policy-path gap will likely engender higher financial volatilities than are currently priced in. 
Fiscal initiatives that mitigate sources of inequalities have long-run benefits for people, regions, and the fiscal budget. As outlined in the Fiscal Approach to Inclusive Growth in the G7, education, child-care, training, and mobility can help address underlying sources of inequalities in market incomes, including within and across regions. “High-multiplier” investments in public research and infrastructure, which were particularly hard hit during the financial crisis, catalyse private business activity including by helping to better connect firms to markets at home and abroad. Such an effective fiscal mix mitigates the need for income redistribution through taxes and transfers in the longer term, thus improving the fiscal position and future output to boost debt sustainability in the longer run. 
Each country has its own coherent policy package to boost productivity, employment, and inclusiveness; Going for Growth, 2017 suggests priorities for all G20 countries. These priorities are designed to maximise policy synergies, such as how addressing non-performing loans can also boost business dynamism, or how active labor market policies work best if there is a competitive business environment, or how promoting geographical mobility and improved skill matching are aided by housing policy reforms. 
However, national policy settings interact with the nature and degree of international economic cooperation to affect firms and citizens. And, given the mutually reinforcing forces of tastes, technology, and trade that hit regions, firms and workers, targeted policies need to be reassessed. 
So, an integrated policy approach is needed to make the whole system work better for more people. Beyond domestic policies, on the international front, policymakers need to harness the full range of international economic cooperation tools to level the playing field to ensure that international trade is governed by fair rules that are followed, that all businesses adhere to high standards of conduct, that cross-border tax arrangements are transparent and fair, that corruption is reduced, and that labour and environmental standards are respected. 
Policymakers should recognise the interconnected nature of their efforts. Better choices on fiscal, monetary, structural, and international policies will improve the well-being of a country’s own citizens, but also spill over to improve the outcome for others, raising the probability that the current cyclical upturn will endure and become the foundation for sustained and broad-based improvements in living standards around the world. 
7 June 2017
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Catherine L. Mann
OECD Chief Economist



Chapter 1. General assessment of the macroeconomic situation


Introduction

After many years of weak recovery, with global growth in 2016 at the lowest rate since 2009, some signs of improvement have begun to appear. Trade and manufacturing output growth have picked up from a very low level, helped by firmer domestic demand growth in Asia and Europe, and private sector confidence has strengthened. But policy uncertainty remains high, trust in government has diminished, wage growth is still weak, inequality persists, and imbalances and vulnerabilities remain in financial markets. Against this background, a modest pick-up in global GDP growth is projected this year to 3½ per cent, with an upturn in trade and investment intensity and improving outcomes in several major commodity producers. Only a small improvement is in prospect for 2018, taking global GDP growth to 3.6%. With modest additional pressures in labour and product markets, inflation is likely to remain subdued in the major economies, provided commodity prices do not strengthen further. 

While the pick-up is welcome, it would still leave global growth below past norms and below the pace needed to escape fully from the low-growth trap (Figure 1.1). Additional efforts to enhance policy support remain necessary for the recovery to gain further momentum. The stronger policy-driven demand growth in China and many other Asian economies that is helping to underpin the modest global upturn projected in 2017-18 cannot be sustained indefinitely. This reflects already high debt levels in some countries and the need, especially in China, for rebalancing the economy away from stimulus-driven investment growth towards consumption. The extent of US fiscal support in 2018 also remains very uncertain, given the challenges being experienced in reaching political agreement about policy choices. Growth in the euro area is on the upswing, but remains below longer-term averages. On the upside, near-term global cyclical momentum could be even stronger than projected, especially if the optimism in sentiment surveys and financial markets were to be reflected more clearly in private sector spending. The planned upgrading of the capital stock in many countries could also improve capital quality and productivity.



Figure 1.1. GDP growth projections for the major economies

Year-on-year percentage changes

[image: graphic]Note: Horizontal lines show the average annual growth rate of GDP in the period 1987-2007. Data for Russia are for the average annual growth rate in the period 1994-2007. 

1. With growth in Ireland in 2015 computed using gross value added at constant prices excluding foreign-owned multinational enterprise dominated sectors.

2. Fiscal years.

Source: OECD Economic Outlook 101 database; IMF World Economic Outlook database; and OECD calculations.
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A comprehensive and collective policy response is needed to make growth stronger and more inclusive and to manage risks. Effective fiscal initiatives and implementation of structural reform packages that catalyse private demand and tackle obstacles to long-term inclusive growth remain essential, with each country and region facing particular challenges. In the absence of such support, private investment is unlikely to strengthen sufficiently to ensure the durable boost to productivity and real wages that is ultimately required to sustain higher consumption and output growth and reduce inequalities. Better-integrated policy packages would also help to ensure that the benefits of trade and open markets are more widely and equally distributed across workers, households and regions (Chapter 2). Steps to rebalance the policy mix in many advanced countries would reduce the burden still placed on monetary policy and help to lower risks, particularly in financial markets. Reform efforts should also be enhanced in emerging market economies (EMEs), where policy heterogeneity is greater. The need to adjust to changes in the terms-of-trade as a result of sizeable recent currency and commodity price movements adds to near-term challenges in many of these economies. Any steps to ease the policy stance will have to be judged carefully given the need to minimise financial vulnerabilities against the backdrop of higher US interest rates.




The global economy has improved recently, but policy support is needed for a durable and sustainable recovery

Signs of enhanced momentum in the global economy have recently emerged. Global GDP growth has picked up to an annualised rate of over 3¼ per cent since the middle of 2016, with a rebound in industrial production, global trade and investment (Figure 1.2). Demand growth in the advanced economies has stabilised at around 2%, and both demand and output growth are continuing to turn up slowly in the emerging and developing economies, helped by stronger policy-supported public infrastructure investment in Asia, especially China (Figure 1.3). Collectively, these demand increases have strengthened global trade including via value-chain links, and also contributed to an upturn in commodity prices. Business and consumer confidence have also rebounded further to levels above pre-crisis norms in some economies (Figure 1.4, Panel A). However, in contrast to the low levels of volatility in financial markets (see below), news-based estimates of economic policy uncertainty remain elevated (Figure 1.4, Panel B), suggesting continued medium-term downside risks.



Figure 1.2. An upturn in investment has helped to boost industrial production growth

Year-on-year percentage changes

[image: graphic]1. Based on the year-on-year growth rate of the 3-month moving average.

Source: OECD Economic Outlook 101 database; OECD Main Economic Indicators database; Thomson Reuters; and OECD calculations.
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In a number of countries, confidence measures have rebounded to a much greater extent than “hard” indicators of activity, raising issues about the reliability of the signals provided by these measures for future activity. While global business confidence appears to remain a useful signal of likely developments in global industrial production, the association between consumer confidence and global retail spending has fallen sharply in recent years (Figure 1.4, Panels C and D; Box 1.1), suggesting that limited weight should be given to fluctuations in this measure in the absence of supporting developments in “hard” indicators of spending and income. This disconnect has also been apparent in the early part of 2017, especially in the advanced economies, with consumption growth moderating despite rising confidence, in part due to the drag on purchasing power from higher headline inflation.



Figure 1.3. Strong stimulus spending in China has helped to boost import growth this year

Year-on-year percentage changes

[image: graphic]Note: Fixed asset investment in nominal terms. Import volumes of goods plus services.

Source: OECD Economic Outlook 101 database; National Bureau of Statistics of China; and OECD calculations.
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Figure 1.4. Confidence has strengthened further, but its links with spending are unclear and policy uncertainty remains elevated

[image: graphic]1. Based on OECD member countries, Brazil, China, India, Indonesia, Russia and South Africa.

2. Based on the 3-month moving average of the news-based global economic policy uncertainty index, normalised over 2011-17.

3. Year-on-year percentage changes of the 3-month moving average series.

Source: OECD Main Economic Indicators database; www.policyuncertainty.com; and OECD calculations.

StatLink  http://dx.doi.org/10.1787/888933501705





Box 1.1. The usefulness of various cyclical indicators 

Timely cyclical indicators, such as industrial production (IP) and surveys of sentiment, are widely used in short-term forecasting and “nowcasting” models and in composite leading indicators, including at the OECD (Sédillot and Pain, 2003; OECD, 2012; Chalaux and Schwellnus, 2014). The strong upturn in these indicators since mid-2016 has raised the question as to whether they provide a reliable signal of improved cyclical momentum in the global economy at present. Past literature has shown the usefulness of IP and sentiment indicators in signalling business cycles at the country level (e.g. see above references), but it is less clear whether these indicators at an aggregate level are good signals of global or OECD business cycle dynamics. 

The preliminary evidence below suggests that so-called hard indicators, such as industrial production, remain a fairly reliable indicator of OECD GDP growth cycles and to a lesser extent investment. In contrast, there are some signs that the reliability of sentiment indicators (so-called soft indicators) has declined in recent years, especially in emerging market economies. This suggests that these indicators are best assessed in conjunction with other fundamental drivers of growth. For example, this would include income dynamics for consumption, and both demand growth and uncertainty for investment.

Sentiment indicators, such as business and consumer confidence, are some of the timeliest monthly indicators and typically have a fairly high correlation with other high-frequency (albeit less timely) hard indicators. This underlines their potential usefulness for forecasting GDP growth and its various sub-aggregates. At the global level, as well as for the OECD as a whole, there is a consistent positive correlation between IP growth and business confidence based on 10-year and 5-year rolling samples (first figure below, Panel A). In contrast, whilst the correlation between OECD consumer confidence and OECD consumption growth remains fairly high, consumer confidence has a weak and declining association with monthly consumer spending at the global level (first figure below, Panel B). 


Correlations between cyclical hard and soft indicators

[image: graphic]1. Global business and consumer confidence indicators based on OECD member countries, Brazil, China, India, Indonesia, Russia and South Africa.

2. Year-on-year percentage changes of the 3-month moving average series.

Source: OECD Main Economic Indicators database; Thomson Reuters; and OECD calculations.
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The ability of soft and hard cyclical indicators to signal changes in growth momentum correctly can be assessed qualitatively by measures of directional accuracy. These calculate the proportion of time that an indicator, such as OECD IP growth (or confidence measures), and a reference series, such as OECD GDP growth (or investment/consumption), move in a similar direction.1 This measure looks only at the direction of the changes in the two series rather than the respective magnitudes of the changes.


	The pre-crisis directional accuracy of IP growth for GDP growth was high, at around 80%; but recently it has been around 60% (second figure, Panel A). The relationship between IP growth and OECD fixed investment growth is broadly similar, albeit slightly weaker. 


	Changes in the level of business confidence provide a less accurate indication of the direction of changes in the pace of growth in GDP and investment, and performance has deteriorated recently (second figure below, Panel B). Changes in consumer confidence were a good indicator of growth momentum in the early 2000s, especially for consumption growth, but again directional accuracy has deteriorated recently. 





Assessing year-on-year changes in GDP, investment and consumption
using hard and soft indicators

[image: graphic]Note: Based on OECD aggregates. Directional accuracy measures the extent to which the two indicators change in a similar direction (e.g. an acceleration or deceleration). The directional accuracy measure is calculated over a 5-year rolling sample.

Source: OECD Main Economic Indicators database; Thomson Reuters; and OECD calculations.
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It is also possible to evaluate the extent to which changes in the high-frequency indicators correctly signal major cyclical turning points in OECD quarterly GDP (or investment or consumption) growth. These turning points are dated by applying the widely-used Bry-Boschan algorithm that sets minimum requirements about the duration and amplification of phases and cycles, following Harding and Pagan (2002).2


	On this basis, IP growth appears to be a leading indicator of GDP growth, with its turning points lining up more frequently with those of GDP, or preceding turning points in GDP growth (see figure below). Major turning points in confidence measures also tend to lead GDP growth. 


	However, there are also a fairly high number of turning points in the reference series that are either lagged, or missed by the indicator series. 


	The turning points for IP growth and changes in business confidence line up more poorly with investment growth and these indicators tend to miss or send more false signals regarding changes in investment cycles than is the case for GDP. This may reflect the fact that investment cycles (especially expansionary periods) tend to be longer than cycles for GDP and higher-frequency indicators. Changes in consumer confidence tend to lead or move contemporaneously with consumption growth, suggesting that confidence may also be a useful indicator in assessing turning points in consumption; however, its performance has also deteriorated since 2012, with a rising share of missing and false signals.





The timing of turning points in OECD cyclical indicators relative to OECD GDP, investment and consumption

Share of turning points, 1990-2016

[image: graphic]Note: Based on OECD aggregates. Turning points are calculated on the quarterly growth rates to assess changing growth momentum. Leading signals are those that came before or were contemporaneous with GDP (or consumption/investment). Lagged turning points are those that occurred following those for GDP (or consumption/investment).

Source: OECD Economic Outlook 101 database; OECD Main Economic Indicators database; Thomson Reuters; and OECD calculations.
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1. Specifically, a dummy variable is constructed which takes the value 1 if both the cyclical indicator (either year-on-year IP growth or the level of confidence) and annual growth in GDP (or investment/consumption) increases (or decreases) on a quarterly basis and is set to zero if they move in opposite directions. This dummy variable is then averaged over a 5-year rolling sample.

2. The algorithm identifies local peaks or troughs in a series as a maximum value or a minimum value within a centred 5-quarter window, forcing alternative peaks and troughs. Amongst a set of potential peaks and troughs established from the first step, turning points are determined by conditions related to the duration and amplification of phases and cycles.



The current cyclical upturn is projected to help global GDP growth pick up to a little over 3½ per cent by 2018 (Box 1.2), with the composition of growth becoming more trade-intensive. Global trade growth began to recover from exceptionally low rates through the course of 2016, and global trade intensity is starting to rise, albeit from an historically-low level (Figure 1.5, Panel A). The trade recovery reflects a rebound in investment both in advanced and emerging market economies, given the higher trade-intensity of investment spending, and a resumption of import volume growth in the non-OECD economies. Trade growth is projected to average around 4% per annum through 2017-18, which remains modest by pre-crisis standards. This pick-up is broadly consistent with global investment intensity, which is projected to rise slightly in 2017 and 2018, but remain modest by pre-crisis standards (Figure 1.5, Panel B) despite strong policy-supported infrastructure investment in many emerging market economies in Asia, and a gradual stabilisation of spending in Brazil and Russia. In part, this reflects the likelihood that the current stimulus and credit-driven buoyancy of infrastructure and housing investment in China will diminish over the next two years, as rebalancing proceeds and measures are taken to deal with rising financial vulnerabilities. Across the advanced and emerging market economies, import volume growth in 2017-18 is generally strongest in those economies with comparatively robust investment growth (Figure 1.6).



Box 1.2. Growth projections in the major economies

Global GDP growth is projected to rise to a little over 3½ per cent by 2018, helped by improving policy-supported outcomes in some emerging market economies, particularly in Asia, and the assumption of a moderately-supportive fiscal stance in a number of advanced economies, especially the United States in 2018. In the OECD economies, GDP growth is projected to be just over 2% in 2017-18 (table below). On a per capita basis, OECD GDP growth remains over ½ percentage point weaker than in the two decades prior to the crisis. Key features of the growth projections for the major economies are set out below.

In the United States, after a weak first quarter of 2017, GDP growth is projected to pick up to between 2¼-2½ per cent over 2017-18. Consumption growth continues to benefit from a firming labour market and increases in household wealth, and investment growth is recovering, helped by an upturn in energy sector spending and improved business confidence. An assumed fiscal easing of nearly ¾ per cent of GDP in 2018, via household and corporate tax reductions and a small rise in government spending, should provide an additional stimulus to domestic demand, especially business investment, despite somewhat higher long-term interest rates. In the absence of this easing, GDP growth would likely be closer to 2% in 2018. 

GDP growth in Japan is set to strengthen to 1.4% this year, supported by stronger export growth, especially in Asian markets, and a modest fiscal easing. As fiscal support wanes in 2018, amidst a renewed decline in public investment, GDP growth could moderate to around 1%. Improved corporate profitability and rising labour shortages should help to underpin business investment through 2017-18, but private consumption is likely to remain subdued given still modest wage and income growth.

In the euro area, GDP growth is projected to average around 1¾ per cent per annum in 2017-18. Accommodative monetary policy and a small fiscal easing of ¼ per cent of GDP per annum in 2017 and 2018 will help to support area-wide activity, but still high unemployment, soft real wage growth and high non-performing loans constrain domestic demand growth in some countries. Stronger growth in non-EU markets, particularly Asia and the United States, should help to support export growth, but negative effects from weaker demand growth in the United Kingdom and uncertainty about the future course of the European Union could start to emerge towards the end of 2018.

GDP growth in the United Kingdom is projected to slow from a little under 1¾ per cent this year to 1% in 2018, despite the additional support from more favourable monetary conditions and the postponement of the sizeable fiscal tightening previously planned in 2017. The depreciation of sterling has improved export prospects somewhat, but has also pushed up inflation, damping household income growth and consumer spending. Business investment is projected to decline sharply, amidst continuing uncertainty about the future relationship between the United Kingdom and the European Union and lower corporate profit margins. The projections continue to assume that trade arrangements with the European Union will be based on WTO rules following the UK departure from the union in 2019.

In China, near-term demand is being supported by strong infrastructure and housing investment driven by expansionary fiscal policy, including via support for public investment from policy banks, and buoyant credit growth. As efforts intensify to manage financial risks and encourage the necessary transition towards consumption and service sectors, GDP growth is projected to ease gradually to between 6¼-6½ per cent in 2018. 

In India, the impact of demonetisation has faded quickly, and GDP growth is projected to strengthen to around 7¾ per cent in fiscal year 2018/19. Sizeable increases in public sector wages and pensions are supporting private consumption, and structural reforms, particularly the introduction of the goods and services tax and measures to improve the ease of doing business, are projected to help private investment revive. 

Solid domestic demand growth is set to persist in a number of other Asian economies, including Indonesia, the Philippines, Malaysia and Thailand, helped by strong policy-supported investment in infrastructure and improved external demand, especially from China. 

A resumption of growth in a number of major commodity-producing economies also accounts for a sizeable proportion of the improvement in global growth in 2017-18, although their collective contribution remains modest relative to 2013-14. In both Brazil and Russia, where output has begun to rise after protracted recessions, GDP growth is set to be supported in 2017-18 by firmer commodity prices, monetary policy easing as inflation wanes, and gradual improvements in sentiment. However, the near-term boost provided by higher oil prices in some oil-producing emerging market economies may be a little smaller than usual, given the extent to which a number of these countries are keeping supply fixed following the agreement of OPEC members and select non-OPEC producers to restrict near-term production levels, but GDP growth should pick up in 2018. 


A modest pick up in global growth is projected

[image: graphic]StatLink  http://dx.doi.org/10.1787/888933505049







Figure 1.5. Global trade and investment intensity are set to increase

Ratio of global trade and investment growth to global GDP growth

[image: graphic]1. World trade volumes for goods plus services; global GDP at constant prices and market exchange rates. Based on growth through the year to the fourth quarter in the year shown. Period averages are the ratio of average annual world trade growth to average annual GDP growth in the period shown.

2. Fixed capital investment and GDP growth in the OECD, Brazil, China, Chinese Taipei, Hong Kong - China, India, Indonesia, Malaysia, the Philippines, Russia, Singapore, South Africa, Thailand and Vietnam, at constant prices. 

Source: OECD Economic Outlook 101 database; IMF World Economic Outlook database; Consensus Economics; and OECD calculations.
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Figure 1.6. Contributions to the growth of OECD and non-OECD import volumes

Contributions to the year-on-year growth of total import volumes

[image: graphic]1. Asia-Pacific includes Australia, Chile, Japan, Korea and New Zealand.

2. The group 'Other Asia' comprises Chinese Taipei, Hong Kong - China, India, Indonesia, Malaysia, the Philippines, Singapore, Thailand and Vietnam.

Source: OECD Economic Outlook 101 database.
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In the OECD economies, a key issue will be the extent to which the recovery can gain sufficient momentum to escape from the low-growth trap. Estimated cyclical slack is continuing to decline, but in part this stems from soft potential output growth – reflecting weak productivity and investment as a result of weak demand – rather than from more robust demand growth (Figure 1.7). Some improvement in business investment is projected in 2017-18 (Figure 1.8, Panel A), helped by a gradual increase in spending as a result of higher commodity prices in the United States, Canada, Australia and Norway, and improved profitability in Japan and the euro area. This will, however, do little to reverse the substantially weaker growth of the productive capital stock experienced in recent years (Figure 1.8, Panel B).



Figure 1.7. Weaker supply growth is helping to narrow measured cyclical slack
in the OECD economies

[image: graphic]1. Per cent of potential GDP.

Source: OECD Economic Outlook 101 database.
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Figure 1.8. Investment intensity is projected to improve in the OECD economies
but capital stock growth is set to remain weak

[image: graphic]1. Ratio of OECD investment growth to OECD GDP growth in period shown.

Source: OECD Economic Outlook 101 database; and OECD calculations.

StatLink  http://dx.doi.org/10.1787/888933501781



In the United States, the May 2017 Semi-annual Economic Forecast from the Institute of Supply Management suggests that businesses are now more optimistic about investment spending in 2017 than in the previous report in December 2016, both in manufacturing and services sectors. Survey evidence from Europe suggests that companies are largely seeking to upgrade their existing capital assets rather than to expand capacity (Figure 1.9, Panel A). This is consistent with the recent Business and Industry Advisory Committee (BIAC) Business Climate Survey, which suggests that there has been only a modest improvement in the enabling conditions for private investment in many countries (Figure 1.9, Panel B). 



Figure 1.9. Surveys suggest that firms are likely to replace rather than expand capacity

Percentage of respondents

[image: graphic]1. Responses to the categories 'Replacing existing buildings, machinery, equipment and IT', 'Capacity expansion for existing products/services', and ‘Developing or introducing new products, processes or services’.

2. Responses to the questions 'How have the enabling conditions for private investment in your country changed in the past year?' and 'In the coming year, how do you expect the enabling conditions for private investment in your country to change?'.

Source: EIB Group Survey on Investment and Investment Finance, 2017; and BIAC Business Climate Survey 2017.
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Upgrading an ageing capital stock would not only contribute to the cyclical upturn, but would also help to boost total factor productivity and potential output, given the likely improvement in capital quality as a result of the diffusion of state-of-the-art technologies and software embodied in new equipment. Recent signs that the global IT cycle has started to regain momentum (Figure 1.10) suggest that a key part of any capital stock upgrade could be the replacement of old equipment with new digital technologies.1 More broadly, there is a substantial scope for firms in all countries and sectors to catch up with the technological frontier (EIB, 2017).



Figure 1.10. The global IT cycle points to a possible upturn in high-tech investment

Year-on-year percentage changes of the 3-month moving average

[image: graphic]Note: World semi-conductor billings in nominal US dollars. Computer and electronics output is a weighted average of production of computer and electronic products (United States), output of computer, electronic and optical products (Germany), and production of information and communications electronics equipment plus electronic parts and devices (Japan).

Source: World Semi-Conductor Statistics; Eurostat; Board of Governors of the Federal Reserve System; Ministry of Economy, Trade and Industry, Japan; and OECD calculations.

StatLink  http://dx.doi.org/10.1787/888933501819



Even with such capital upgrading, a much stronger recovery in investment and expansion in the capital stock will be needed to help strengthen productivity growth substantially, and ultimately real wages and incomes. As discussed below, enhanced use of fiscal initiatives and structural reforms to improve product market dynamism and competitive pressures would help to further boost investment and the diffusion of new technology.




Imbalances and vulnerabilities remain and wage growth is still modest 

Labour markets are healing, but remaining cyclical slack will restrain wage growth

The key underpinnings of sustainable consumption growth are employment and wage growth. Both are ultimately dependent on private investment behaviour, via its impact on labour and total factor productivity growth. Employment growth, though modest, has recovered relatively well in recent years given the subdued upturn in output. Moreover, in many advanced economies, the underlying employment rate and the underlying labour force participation rate are now higher than in the decade prior to the crisis (Figure 1.11), with the United States a notable exception. In part, this reflects the cumulative impact of past labour market reforms to...
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