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         Editorial: 

Growth has peaked: challenges in engineering a soft landing
         

         The global economy is navigating rough seas. Global GDP growth is strong but has peaked. In many countries unemployment is well below pre-crisis levels, labour shortages are biting and inflation remains tepid. Yet, global trade and investment have been slowing on the back of increases in bilateral tariffs while many emerging market economies are experiencing capital outflows and a weakening of their currencies. The global economy looks set for a soft landing, with global GDP growth projected to slow from 3.7% in 2018 to 3.5% in 2019-20. However, downside risks abound and policy makers will have to steer their economies carefully towards sustainable, albeit slower, GDP growth.
         

         Engineering soft landings has always been a delicate exercise and is especially challenging today. As central banks progressively, and appropriately, reduce their liquidity support, markets have started repricing risks as reflected by the return of volatility and the decline of some asset prices. Capital flows, which had fuelled the expansion of emerging market economies, have been reversing towards advanced economies and especially the United States. Trade tensions have heightened uncertainty for businesses and risk disrupting global value chains and investment, especially in regions tightly linked to the United States and China. Political and geopolitical uncertainty has increased in Europe and the Middle East. 
         

         An accumulation of risks could create the conditions for a harder-than-expected landing. First, further trade tensions would take a toll on trade and GDP growth, generating even more uncertainty for business plans and investment. Second, tightening financial conditions could accelerate capital outflows from emerging market economies and depress demand further. Third, a sharp slowdown in China would hit emerging market economies, but also advanced economies if the demand shock in China triggered a significant decline in global equity prices and higher global risk premia. 
         

         Political tensions other than trade have also grown. In the Middle East and Venezuela, geopolitical and political challenges have translated into more volatile oil prices. In Europe, Brexit is an important source of political uncertainty. It is imperative that the European Union and the United Kingdom manage to strike a deal that maintains the closest possible relationship between the parties. In some euro area countries, the exposure of banks to their government debt could weigh on credit growth if risk premia were to increase further, with dampening effects on consumption, investment, GDP growth, and ultimately jobs.
         

         Against this backdrop, we urge policymakers to restore confidence in international dialogue and institutions. This would help strengthen trade discussions in order to tackle critical new issues and to address concerns with the rules and processes of the existing trading system. Concrete action at the G20 level will send a positive signal and help demonstrate that countries can act in a coordinated and cooperative fashion should growth slow more sharply than envisaged. 
         

         It is all the more important to cooperate now that policymakers have limited margins for manoeuvre in case of an abrupt slowdown. In some countries, monetary policy is still very accommodative, while public and private debt-to-GDP ratios are historically high. Fiscal stimulus will be scaled back, which is appropriate. But in the event of a downturn, governments should leverage low interest rates to coordinate a fiscal stimulus. In this Economic Outlook, we report simulations showing that a coordinated fiscal stimulus at the global level would be an effective means of quickly responding to a sharper-than-expected global slowdown.
         

         The fragile environment heightens the importance of completing European Monetary Union, as suggested in the latest OECD Economic Survey of the Euro Area. It is urgent for Europe to complete the banking union. The lack of progress has led to higher domestic sovereign debt holdings by banks in some countries, magnifying hazards and maintaining the redenomination risk that undermines confidence. Progress towards establishing a common fiscal capacity would help maintain confidence in the ability of the euro area to react to shocks and sustain growth.
         

         The global recovery since the financial crisis has not led to tangible improvements in the standards of living of many people. While absolute poverty has plummeted in a number of emerging market economies, the crisis exposed decades of widening well-being gaps between the higher-skilled mobile part of the population and a larger number of less-mobile, often less-skilled people in many advanced economies. Income gaps pass from one generation to the next: one’s future prospects are framed by where one is born, educated and starts looking for a job. These entrenched inequalities threaten growth, inter-generational mobility, and fuel discontent with the integrated global economy, which has brought prosperity across large parts of the world.
         

         The general slowdown in productivity growth in many economies constrains real wage growth. But even in highly productive firms, wage growth has been more sluggish than expected, a result in part of technology driving down investment prices. This can prompt substitution of labour by capital, particularly for low-skilled, high-routine jobs. As digitalisation deepens, the divide between high-skill, low-routine jobs and low-skill, high-routine work risks widening. In addition, slower business dynamics preserve firms which are less productive and accordingly are less able to increase wages. Together with declining redistribution, this trend risks fuelling inequalities.  
         

         Governments can do more to foster higher productivity and wages. Strengthening product market competition would not only favour wider diffusion of new technologies, thereby raising productivity growth, but also help transfer productivity gains to wages. Investment in skills can help workers seize the gains from technological progress as higher-skilled labour is less easily replaced by new technologies. Effective active labour market and skills training policies can help those at risk of being excluded from the labour market. 
         

         Certain policy decisions are exacerbating many of the headwinds faced by our economies. Better policies, built on greater trust and openness, are needed now more than ever in order to create jobs, sustain growth and raise living standards. 
         

         21 November 2018
         

         [image: graphic]

         Laurence Boone 
         

         OECD Chief Economist
         

      

   
      
         
Chapter 1. General assessment of the macroeconomic situation
         

         
            Introduction
            

            The global expansion has peaked. Global GDP growth is projected to ease gradually from 3.7% in 2018 to around 3½ per cent in 2019 and 2020, broadly in line with underlying global potential output growth (Table 1.1). In the near term, policy support and strong job growth continue to underpin domestic demand. However, macroeconomic policies are projected to become less accommodative over time, and headwinds from trade tensions, tighter financial conditions and higher oil prices are set to continue. Growth in the OECD area is set to slow gradually, from around 2½ per cent in 2017-18 to just under 2% by 2020. Wage and price inflation are projected to rise, but only moderately. Considerable uncertainty remains about the strength of the relationship between capacity and inflation, and there are risks that a sharper inflation upturn could occur. The rise in oil prices this year has pushed up headline inflation, and import tariffs have begun to raise prices in a few countries. Global trade has already started to ease, with trade restrictions having adverse effects on confidence and investment plans, and global trade growth appears set to remain at under 4% per annum on average over 2018-20
            

            
               
                  
                     
                        	
                           
Table 1.1. Global growth is set to slow
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            Outcomes could be weaker still if downside risks materialise. Further moves by the United States and China to raise barriers on bilateral trade would hit output in these economies, with adverse effects on global growth and trade. A supply-driven disruption in oil markets would place upward pressure on inflation, at least temporarily, around the world and slow growth. Financial market pressures on emerging-market economies could intensify, particularly if an upside surprise in inflation in the advanced economies were to trigger a further rise in policy interest rates and a new round of asset repricing. A decade after the financial crisis, vulnerabilities also persist in many economies from elevated asset prices and high debt levels. On the upside, a quick resolution of trade tensions, or stronger structural policy ambition around the world, could improve confidence and limit the drag on investment from high uncertainty. 
            

            Recent developments and the projected outlook pose considerable challenges for policymakers. An immediate need is to reduce policy-related uncertainty by arresting the slide towards protectionism and reinforcing the global rules-based international trade system through multilateral dialogue. Macroeconomic policy requirements differ across countries, reflecting the diverging challenges they face. In the main advanced economies, monetary policy accommodation can be reduced gradually, albeit at a differing pace. Fiscal policy is projected to turn broadly neutral in most OECD countries in 2019-20 after the notable easing in recent years. The planned neutral fiscal stance is generally appropriate given the economic outlook; the further easing announced in a few countries with already high public debt could lead to adverse reactions in financial markets. In emerging-market economies, careful choices are required to maintain policy credibility. Those economies with a robust macroeconomic policy framework and flexible exchange rate may need only a modest tightening of monetary policy in line with ongoing asset repricing, and solid fiscal positions provide scope to ease policy if necessary to support demand. There is less scope for such support in emerging-market economies where there are concerns about the sustainability of fiscal or external positions. Other priorities for policy in all countries are to enhance resilience against risks, particularly continued financial vulnerabilities from high debt, and to strengthen reform efforts to improve prospects for longer-term growth that is sustainable and provides opportunities for all. 
            

            An interaction of the major downside risks would weaken global output and trade growth substantially, with the possibility that the level of global output could be over ½ per cent weaker than projected by 2020. If downside risks were to produce a sharper global downturn than currently projected, co-ordinated policy action across countries would provide the most effective counterweight. With limited scope to use monetary policy in some areas in the near term and the need to use instruments that have swift effects on growth, fiscal policy easing will be likely to have an important role in restoring growth, even if the room for manoeuvre has diminished with high public debt. Preparing for such an eventuality now by planning projects that can be rolled out rapidly would increase the effectiveness of a co-ordinated fiscal response.
            

         

         
            Global growth is set to ease
            

            Global growth is projected to moderate in the coming two years 
            

            Recent developments suggest that the global expansion has peaked and is likely to slow over the next two years. Global GDP growth has settled at around 3.7% this year (Figure 1.1, Panel A), and developments across countries and sectors have diverged, in contrast to the broad-based expansion seen in 2017. Labour market conditions are still improving, with the OECD-wide unemployment rate now at its lowest level since 1980, but investment and trade growth have proved softer than anticipated, financial market conditions have tightened, and confidence has continued to ease. Preliminary national accounts data for the third quarter of 2018 show continued solid outcomes in the United States, but slower growth in China, the euro area and Japan. Business survey data also point to easing growth in both advanced and emerging-market economies, and incoming new orders have weakened, especially in manufacturing (Figure 1.1, Panel B). Other high frequency indicators of global activity, such as industrial production and retail sales, also suggest that growth is moderating (Figure 1.1, Panels C and D). The slowdown in trade growth, tighter global financial conditions and higher oil prices are all contributing to the underlying easing of the global expansion.
            

            
               
Figure 1.1. Global growth and confidence have moderated
               

[image: graphic]Note: GDP, industrial production and retail sales aggregation using PPP weights. Data in Panel D are for retail sales in the majority of countries, but monthly household consumption is used for the United States and the monthly synthetic consumption indicator is used for Japan. Data for India are unavailable for Panel D.
               

               Source: OECD Economic Outlook 104 database; OECD Main Economic Indicators; Thomson Reuters; Markit; and OECD calculations. 
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            Amidst rising trade tensions, global trade volume growth (goods plus services) has slowed this year, with particularly weak outcomes in the first half of the year (Figure 1.2, Panels A and B). High frequency indicators, such as export orders and container port traffic, suggest that the prospects for future trade growth remain modest. A series of new tariffs and retaliatory counter-measures have already come into effect this year, and there is a risk that more may be implemented next year. New restrictive trade policy measures have resulted in marked changes in trade flows and prices in some targeted sectors, particularly in the United States and China, with some transactions being brought forward ahead of announced tariffs. Policy announcements are also affecting business sentiment and investment plans, especially in manufacturing, and have added to uncertainty (Federal Reserve Bank of Atlanta, 2018; Figure 1.2, Panels C and D).1

            
               
Figure 1.2. Rising trade tensions have affected capital spending plans and added to uncertainty
               

[image: graphic]Note: Panel C is based on combined responses of 513 firms, of which 100 are in the manufacturing sector. Decreases (increases) include all firms indicating a slight, moderate and significant decrease (increase) in their capital spending plans.
               

               Source: OECD Economic Outlook 104 database; Institute of Shipping Economics and Logistics (ISL); Duke CFO Global Business Survey, September 2018; policyuncertainty.com; and OECD calculations. 
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            Financial conditions have tightened this year, with rising long-term interest rates, particularly in the United States, triggering repricing across many asset markets and significant turbulence in a few emerging-market economies. The associated shift in risk sentiment has contributed to sizeable currency depreciations against the US dollar in many emerging-market economies, especially ones with large and rising external imbalances. As discussed below, an additional weakening of market sentiment towards emerging-market economies would cut their growth further and place renewed downward pressure on their currencies.
            

            Higher and more volatile oil prices over the past year have added to the challenges for oil-importing economies. Oil prices have been over 30% higher this year (as of mid-November) than in 2017. Production in the United States and Russia has risen to record levels, but continued uncertainty about potential supply disruptions in some OPEC economies, particularly Venezuela and Iran (who collectively account for around 4% of global supply at present), and expectations that demand growth might slow are resulting in considerable price volatility. The rise in prices over the past year is already having a mild negative effect on global growth and adding to inflation. This could intensify if further supply disruptions materialise (see below). 
            

            Overall, recent economic and financial developments and intensified downside risks suggest that global growth prospects have moderated, with outcomes diverging across the major economies. Global GDP growth is projected to ease gradually from 3.7% in 2018 to around 3½ per cent in 2019 and 2020, a rate close to global potential output growth. Outcomes could be weaker still if downside risks intensify (see below) or if policy uncertainty acts to restrain investment for a prolonged period.
            

            The growth slowdown reflects a move towards less accommodative macroeconomic policies over the coming two years, along with the continued headwinds from trade tensions, tighter financial conditions and higher oil prices. In the median OECD economy, the fiscal stance is projected to be broadly neutral in 2019 and 2020, after easing by 0.4 per cent of GDP in 2018.2 However, fiscal easing of around 0.4% of GDP is still projected in the United States, the euro area and the United Kingdom in 2019, with easing of 0.5% of GDP or more in Germany, Italy, Korea and a few smaller European economies. Monetary policy normalisation is also set to continue in most economies, including the United States, and get underway in the euro area.
            

            Strong job growth and the effects of current and past fiscal and monetary policy support should continue to help underpin domestic demand in the advanced economies in the near term. However, rising trade tensions, higher oil prices, softer confidence and heightened uncertainty are likely to temper trade and investment outcomes, with adverse effects on medium-term growth prospects. Emerging capacity constraints, particularly from tight labour markets, could also slow growth in a number of countries and add to inflationary pressures. Overall, OECD GDP growth is projected to slow from around 2½ per cent in 2018 to just under 2% by 2020 (Figure 1.3, Panel A).
            

            
               
Figure 1.3. Global growth is set to ease gradually
               

[image: graphic]Note: Calculated using PPP weights. Commodity exporters include Argentina, Brazil, Colombia, Indonesia, Russia, Saudi Arabia, South Africa and other oil-producing economies.
               

               Source: OECD Economic Outlook 104 database. 
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                  GDP growth in the United States is projected to ease from close to 3% in 2018 to just over 2% in 2020, in line with potential growth, as the support from fiscal easing wanes and gradual monetary policy normalisation continues. Tax reforms, higher government spending, elevated confidence and the strong labour market continue to support domestic demand. However, higher tariffs have begun to add to business costs and may moderate investment growth. 

               

               	
                  Growth in the euro area is set to moderate slowly from around 2% in 2018 to a little over 1½ per cent by 2020. Accommodative monetary policy, a mildly expansionary fiscal policy in 2019, solid job growth and favourable financing conditions provide support for domestic demand, but headwinds are appearing from weaker external demand and higher policy uncertainty. 

               

               	
                  GDP growth in Japan is set to be around 1% in 2018 and 2019, with high corporate profits and severe labour shortages boosting investment, before slowing to just under ¾ per cent in 2020. Fiscal consolidation will resume, following the scheduled increase in the consumption tax rate in October 2019, but higher social spending will cushion part of the short-term impact.

               

            

            Growth prospects in the emerging-market and developing economies collectively appear steady over 2018-20 (Figure 1.3, Panel B), but this masks diverging developments in the major economies. The growth outlook is particularly weak in those economies facing substantial financial market pressures and uncertainty about the future pace of reforms. However, prospects are improving in some commodity exporters, particularly oil-producing economies:
            

            
               	
                  GDP growth in China is projected to ease slowly to 6% by 2020. Infrastructure investment and credit growth have both moderated, the working-age population is declining, and trade tensions are likely to slow export growth. Recent policy measures have improved financial conditions, and scope remains to expand fiscal support if required, but this could delay the necessary deleveraging of the corporate sector and aggravate risks to financial stability. 

               

               	
                  Strong domestic demand growth in India, boosted by new infrastructure programmes and recent structural reforms, is projected to keep GDP growth close to 7½ per cent in 2019 and 2020. 

               

               	
                  Growth in Brazil is projected to strengthen gradually to between 2-2½ per cent in 2019-20, with lower inflation and improving labour markets supporting private consumption. Political uncertainty remains high, but restarting reforms, particularly the pension reform, would help to improve confidence.

               

            

            Global trade growth is projected to remain moderate, easing from around 4% in 2018 to 3¾ per cent in 2019 and 2020, on the assumption that trade tensions do not worsen. At this pace, trade intensity would remain mild by pre-crisis standards, but would be broadly in line with the average pace achieved over 2012-17 (Figure 1.4). Trade growth is projected to slow relatively sharply in China and other Asian economies, in part reflecting the likely impact of the tariff measures included in the projections and the potential disruption to regional supply chains. A further intensification of trade restrictions between the United States and China in 2019, or in other countries, could reduce global trade substantially further by 2020 (see below).
            

            
               
Figure 1.4. Global trade is slowing and trade intensity remains modest
               

[image: graphic]1. Commodity producers include Argentina, Australia, Brazil, Chile, Colombia, Indonesia, Norway, New Zealand, Russia, Saudi Arabia, South Africa and other oil-producing countries.
               

               2. World trade volumes for goods plus services; global GDP at constant prices and market exchange rates. Period averages are the ratio of average annual world trade growth to average annual GDP growth in the period shown.
               

               Source: OECD Economic Outlook 104 database; and OECD calculations.
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            Longer-term growth prospects are modest
            

            The moderate pace of trade growth is consistent with the more subdued outlook for investment in many economies. Higher policy uncertainty, a step-down in consensus expectations of future global GDP growth,3 a decline in business dynamism in several countries (OECD, 2017a) and the slowdown in reform efforts to tackle regulations that impede product market competition (OECD, 2018a) are all factors that reduce incentives to invest. In the OECD area, business investment growth is projected to ease to just over 3% per annum over 2019-20, from over 4% during 2017-18, amidst higher policy uncertainty. At this pace, growth of the net productive capital stock will remain weaker than in the pre-crisis period in most countries.4 The prospects for a stronger recovery in investment in future years are closely linked to structural policy choices. In some countries, particularly Germany, higher spending on public infrastructure capital is also needed to boost the productive capital stock and help mitigate the build-up of external imbalances.
            

            These projections suggest that the global financial crisis is having a persistent adverse impact on living standards in many economies, despite the prolonged period of exceptional policy support in its aftermath. In the majority of OECD and non-OECD economies, per capita incomes continue to fall short of what might have been expected prior to the crisis if growth had continued at pre-crisis potential growth rates over the past decade (Figure 1.5). This reflects less favourable demographic trends and the consequences of the past decade of sub-par investment and productivity outcomes. As a result, the prospects for strong and sustained improvements in living standards and incomes in the medium and long term remain weaker than prior to the crisis in both advanced and emerging-market economies (Figure 1.6).
            

            
               
Figure 1.5. The crisis has had a persistent impact on living standards
               

               Index 2000=100, per capita incomes in constant prices

[image: graphic]Note: The blue line shows a linear projection based on the average annual growth rate of potential GDP per capita in the 2000-2007 period for all countries, apart from Japan where the 1996-2007 average is used to ensure a comparison between cyclical peaks.
               

               Source: OECD Economic Outlook 104 database; and OECD calculations. 
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Figure 1.6. Potential output growth is projected to slow under current policies
               

[image: graphic]Note: 'World' refers to an aggregate of 46 countries, which today account for about 82% of world output at PPPs.
               

               Source: Guillemette, Y. and D. Turner (2018), “The Long View: Scenarios for the World Economy to 2060”, OECD Economic Policy Papers, No. 22.
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            Wage and price pressures are set to rise
            

            Wage and price pressures are projected to continue to rise in the major advanced economies as spare capacity diminishes, but only modestly given well-anchored inflation expectations. Conventional estimates of economic slack, such as output and unemployment gaps, suggest that spare capacity is now limited in most major advanced economies and is diminishing at the global level. Unemployment rates are already below pre-crisis levels in the majority of advanced economies, and in many they are lower than estimated sustainable rates. Survey indicators also point to increasing resource constraints, with signs of labour shortages, particularly for high-skilled workers (OECD, 2018b), and longer delivery times from suppliers (Figure 1.7). However, participation rates remain below pre-crisis levels in some countries, notably in the United States, and scope remains to raise hours worked in other economies, particularly in Europe.
            

            
               
Figure 1.7. Survey indicators point to rising capacity constraints
               

[image: graphic]Source: National Federation of Independent Business; European Commission; Bank of Japan; Markit; and OECD calculations. 
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            Labour markets are set to tighten further over the projection period. Steady employment growth is projected to continue in most economies over 2019-20, albeit at a slower pace than seen in the past two years, with OECD-wide employment rising by 0.9% per annum on average. The OECD-wide unemployment rate is projected to decline further to 5% by the end of 2020, nearly ¾ percentage point below the estimated long-term sustainable unemployment rate. Wage growth is now rising in most OECD economies, particularly in a number of smaller European economies where rapid demand growth has led to very tight labour markets. Overall, in the OECD economies, real wages are projected to rise by around 0.8% per annum on average in 2019-20, up from around 0.6% per annum on average in 2017-18. 
            

            There is a risk that the growth of wages (or other costs) could be stronger than projected, and add to inflationary pressures, given the degree to which wage growth has sometimes strengthened in a non-linear manner in the past as labour markets tighten (Figure 1.8). However, the extent to which this is passed through into prices will also depend on the behaviour of productivity growth and the extent to which firms can absorb higher labour costs in their margins. Stronger labour productivity growth would help to offset the impact of faster wage growth, and limit any increase in unit labour costs. 
            

            
               
Figure 1.8. Wage growth could pick up quickly as labour markets tighten
               

[image: graphic]Note: Year-on-year wage growth and the unemployment gap over 2000Q1-2018Q4. The orange dots are the observations for 2018. The unemployment gap is measured as the estimated NAIRU less the actual unemployment rate; wages are compensation per employee.
               

               Source: OECD Economic Outlook 104 database; and OECD calculations. 
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            In many countries, real wage growth has lagged behind productivity growth for some time, holding down labour cost pressures, even though productivity growth has itself been much weaker than prior to the crisis. As discussed in Chapter 2, this is associated with the expansion of global value chains, technological change and the rising market shares of a number of high-productivity, capital-intensive firms with low labour shares. However, the extent to which these underlying changes can fully account for the observed moderation of aggregate wage and price pressures remains uncertain. 
            

            Headline consumer price inflation is already close to 2% in the median advanced economy, helped by the impact of strong commodity price growth over the past year (Figure 1.9, Panel A). Core inflation is softer – at between 1-1¼ per cent in the median economy – but is projected to rise to over 2% by the latter half of 2020, as spare capacity is eroded and unit labour cost growth slowly strengthens (Figure 1.9, Panel B). In the United States, where the labour market is already tight and new tariffs are adding to price pressures in some sectors, headline and core inflation are projected to peak at just under 2½ per cent. Headline consumer price inflation is currently rising in most emerging-market economies, reflecting the impact of currency depreciations and higher commodity prices, but is likely to moderate as the impact of tighter monetary policy is felt.
            

            
               
Figure 1.9. Inflation is projected to rise modestly in the advanced economies
               

[image: graphic]Note: Based on a sample of 31 advanced economies. Data for Japan exclude the impact of the consumption tax increase in 2014 and the increase assumed to be implemented in October 2019.
               

               Source: OECD Economic Outlook 104 database; and OECD calculations. 
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            Key issues and risks
            

            An intensification of trade restrictions would have significant costs
            

            Increased trade tensions and uncertainty about trade policies remain a significant source of downside risk to global investment, jobs and living standards. Higher trade restrictions reduce living standards for consumers, particularly lower-income households, and add to production costs for businesses. Higher tariffs on intermediate goods (and services) can be particularly costly if products cross borders multiple times as part of global value chains (OECD, 2017b)
            

            A series of tariffs and retaliatory counter-measures have already come into effect since the start of the year, and more may be implemented in the coming months (Box 1.1). Although the direct economy-wide impact of the restrictive trade policies imposed this year is only starting to appear, some effects and distortions are already visible in sectors where higher tariffs have been implemented or announced. Growth in the volume of merchandise imports into the United States from China has started to slow and US domestic prices have risen sharply for some affected products (Figure 1.10).
            

            
               
Box 1.1. Trade restrictions have increased this year
               

               In the major economies, the number of new trade restrictive measures has risen in 2017-18 on balance, with a substantially broader coverage than in 2016-17 (OECD-UNCTAD-WTO, 2018). In particular, a significant number of new measures have been taken by the United States and China on their bilateral trade, with a risk that these continue to intensify in the coming months.
               

               
                  	
                     An initial set of new tariffs were imposed by the United States on imports of solar panels and washing machines (February) and steel and aluminium (March), with the latter having some exemptions. Imports of these goods into the United States were around $60 billion in 2017. Retaliatory tariffs have been imposed by some countries affected by the steel and aluminium tariffs.

                  

                  	
                     The United States has subsequently imposed additional tariffs on a range of imported goods from China. Tariffs of 25% were imposed on $50 billion of imports in July and August and a 10% tariff was imposed in September on another $200 billion of imports, with the latter rate potentially rising to 25% from January 2019. The baseline projections here incorporate the 10% tariff from September, but assume that the increase scheduled for next January is not implemented (Annex 1.1). There is also a risk of tariffs up to 25% being imposed on the remainder of US merchandise imports from China (around $260 billion in 2017). This would increase tariffs on a broad range of consumer goods, as well as the intermediate goods that were the primary focus of the tariffs introduced this year.

                  

                  	
                     In turn, China has announced a set of higher tariffs on $110 billion of imports from the United States, but has offset this in part by lowering tariffs on imports from other countries. Additional US measures could result in China either raising the tariff rates further on these categories of imports from the United States, or imposing additional tariffs of up to 25% on the remainder of Chinese merchandise imports from the United States (around $40 billion in 2017). 

                  

                  	
                     The European Union, Japan and many other economies in regional supply chains, including commodity exporters, are also affected by these bilateral tariffs and the associated trade diversion effects, especially if additional tariffs were to be imposed on imports of cars, trucks and auto parts.

                  

               

            

            
               
Figure 1.10. Tariffs are already visible in US trade and price data
               

[image: graphic]Source: United States International Trade Commission; Bureau of Labor Statistics; and OECD calculations. 
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            Simulations on the NiGEM global macro-model illustrate the adverse effects that higher tariffs may have on global output and trade in the near term (see also OECD, 2018b) and the extent to which these could be magnified if tariff increases were to induce higher uncertainty that would slow investment around the world. 
            

            
               	
                  The tariffs that have already been imposed by the United States and China this year will slow growth and add to inflation (Figure 1.11). By 2020-21, output in the United States and China could be around 0.2-0.3% lower than otherwise, with world trade reduced by around 0.4% and the combined level of import volumes in the United States and China declining by around ¾ per cent. Higher tariffs also push up costs for producers and the prices paid by consumers. In the United States, consumer price inflation is raised by around 0.2 percentage point in both 2019 and 2020. The effects of the US-China bilateral tariffs on trade and output in other economies are relatively mild, but negative. In the longer run, other countries should benefit from an improved competitive position in the US market, but in the near term the income effect from the overall decline in US and Chinese demand dominates the substitution effect, and trade and output growth decline in all economies
                  

               

               	
                  The adverse effects from tariffs would rise considerably if the United States raised the tariffs on $200 billion of merchandise imports from China to 25% from January 2019, with retaliatory action taken by China (Box 1.1). This would almost double the impact on GDP in the United States and China by 2020 and 2021...
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