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ARGENTINA

A combination of massive fiscal and monetary tightening will keep the economy in
recession during 2018 and 2019. Private consumption and investment will remain
depressed due to lower real incomes and high interest rates, and unemployment will
rise. However, a better harvest and a lower real exchange rate will support stronger
exports.

In the wake of the crisis, Argentina adopted a large IMF programme. Faster fiscal
consolidation and tight monetary policy will be a drag on growth in the short run, but are
needed to reduce persistent fiscal and current account imbalances. This, and the
planned greater independence of the central bank, if implemented, will help to restore
confidence. Envisaged increases in social transfers would cushion the social impact of
the recession. In the longer term, reforms in taxes, competition and administrative
procedures will strengthen productivity. Tariffs have fallen in a few sectors, but more is
needed to foster integration into the global economy. Reducing barriers to
entrepreneurship is also essential.

The economy is in recession

Against the background of significant vulnerabilities related to persistent imbalances

and high foreign-currency debt, a capital flight and a currency run that began in April

intensified during August, causing the peso to lose around half of its value this year. As risk

premiums rose, financing the large twin deficits became difficult, triggering a large fiscal

contraction and recourse to a large IMF programme. Rising interest rates in response to the

currency run, as well as faltering confidence, have led to a contraction of investment.

A spike in inflation, lower real wages and rising unemployment are depressing domestic

demand and growth further. An exceptional drought in 2018 reduced exports, exacerbating

the large current account deficit.

Argentina

Source: INDEC; Ministry of Economy; CEIC; and Thomson Reuters.
1 2 http://dx.doi.org/10.1787/888933876290
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Fiscal and monetary policies are aimed at reducing imbalances and restoring
confidence

To fight persistently high inflation, in September the central bank committed to cut

growth of the monetary base sharply, from 44% to 0%, and to freeze the base in nominal

terms until June 2019. Financing constraints and the sharp rise in the public debt burden

required revised fiscal targets, which now aim at a balanced primary budget in 2019 and a

primary surplus of 1% of GDP in 2020. This is equivalent to a cumulative fiscal tightening of

almost 4% of GDP in 2019-2020. Tight macroeconomic policies will depress domestic

demand in the short run, but are necessary to restore confidence and reduce imbalances

over time. The continued commitment to a floating exchange rate, with interventions

limited to cases of extreme volatility, should preserve the more competitive exchange rate

and support stronger export performance.

Structural reforms are key for stronger and more inclusive growth

Significant progress has been made in undertaking structural reforms, but more is

needed to improve productivity, boost exports and raise growth. Competition remains

weak in many sectors, owing to domestic restrictions on firm entry and high import

barriers. Lower consumer prices resulting from stronger domestic and foreign competition

would improve household purchasing power, especially among low-income households.

Better access to intermediate inputs would raise productivity and competitiveness,

allowing firms to create better-paying jobs. Lowering barriers to entrepreneurship would

also strengthen productivity and job creation. Improving access to quality education and

training would help workers prepare for these new opportunities, while more effective

unemployment insurance could provide income support for workers as jobs move across

firms or sectors. Development of capital markets would diversify sources of funding for

investment and public debt.

Argentina: Demand, output and prices
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Emerging from the recession will take time

GDP is projected to continue to fall in 2019 and unemployment will rise until 2020.

Exports will lead the recovery, but domestic demand will take longer to recover from tight

monetary and fiscal policies. Using the fiscal space foreseen in the IMF agreement to spend

more on well-targeted social benefits would mitigate the likely increase in unemployment

and poverty. Inflation and the current account deficit are projected to decline. Once

completed, the adjustment process will leave the economy with more solid

macroeconomic fundamentals and reduced vulnerabilities.

The projection is subject to large downside risks. Domestic demand could contract

more than projected, given the large size of the needed macroeconomic policy adjustment.

Rising unemployment and a deterioration of social indicators could undermine political

support for the adjustment. At the same time, fiscal slippage could cause a further loss in

confidence. As 70% of public debt is denominated in foreign currency, the depreciation has

raised its domestic currency value relative to GDP. While the currency has been stable in

recent weeks, further depreciations cannot be ruled out and would add to public debt risks.
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AUSTRALIA

Robust economic growth is set to continue. New capacity coming on stream in the
resource sector will support exports and business investment will pick up. Growth of
wages and prices will rise gradually, while the unemployment rate will edge lower.
Output growth will moderate slightly in 2020 as capacity constraints tighten,
export-market growth slows and households become less willing to draw down savings
to fuel consumption.

Monetary policy tightening will be required as the pick-up in wages and prices
gathers pace. Risks from the housing market and high household indebtedness warrant
continued vigilance. The government is projected to reach a budget surplus in 2019,
giving sufficient room to support activity and protect the incomes of vulnerable groups
in the event of an unexpected downturn.

Domestic and external demand underpin growth

Favourable terms of trade and additional resource exports are supporting the

economy. The drag from falling mining investment is coming to end, while other forms of

business investment are picking up, partly fuelled by public infrastructure investment.

Rising employment is boosting incomes and consumption.

The unemployment rate has reached its lowest level in five years and labour

participation has risen to levels last seen during the mining investment boom.

Nevertheless, under-employment measures indicate that a significant share of part-time

workers would like to work longer hours, suggesting remaining labour market slack. Wage

rates have not picked up significantly, and inflation has remained subdued.

Policy support for demand can be withdrawn gradually

Monetary policy remains supportive: the policy rate has been unchanged at 1.5% for

more than two years. Withdrawal of stimulus will begin in the coming two years as wage

Australia

1. Terms of trade is the ratio between export and import prices. The dotted line represents the 20-year average of the terms of trade.
2. Household liabilities as percentage of net household disposable income.
Source: OECD Economic Outlook 104 database; and OECD Analytical House Price database.
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and price growth pick up further and as continued output growth tightens the labour

market.

House prices have started to decline and housing credit growth has eased, but

household indebtedness remains high. Regulators have taken steps to limit the growth of

investor lending and have discouraged loans with high loan-to-value ratios. The banking

sector is well capitalised and indicators of household financial stress are low, although

some areas – mining regions in particular – remain a concern. Given the potential financial

and macroeconomic risks, supervisors should remain vigilant.

The government debt-to-GDP ratio has risen in recent years, but remains relatively

low. Furthermore, it is projected to start falling given the federal government’s

commitment for a deficit reduction of around ½ percentage point of GDP per year over the

four-year budget horizon. Budget plans envisage reductions in personal taxation over the

short and medium term being financed with strong revenues from economic growth, as

well as expenditure control and measures to combat tax avoidance and evasion. Efforts to

reduce fiscal imbalances are important. However, the priority on combatting

socio-economic exclusion, for instance through education reform and improved support

for job seekers, should be maintained.

Australia: Demand, output and prices

1 2 http://dx.doi.org/10.1787/888933877430
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Growth will remain robust

Economic growth is projected to continue at a robust pace, with a slight moderation in

2020 due to slowing global growth and capacity constraints. Exports and investment will

support growth. Household consumption growth will slow, as households become less

willing to draw down savings amid falling house prices and tightening financial conditions.

Drought in the farming sector will likely have a modest negative effect on growth. Inflation

will pick up only gradually and the unemployment rate will fall further. Global commodity

markets remain an important source of income gains and growth, but also of uncertainty

and risk, particularly through exposure to any slowdown and rebalancing in China. High

indebtedness of households remains a risk. Unexpectedly large corrections in house prices

could reduce household wealth and consumption, and impact the construction sector.
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AUSTRIA

Economic growth is projected to remain solid, but will slow in 2019 and 2020. A
deterioration in the external environment will damp export and investment growth.
Solid employment growth is fostering wage and private consumption growth. Inflation
remains moderate.

Robust economic growth, a low interest rate environment and efforts to constrain
government spending have helped to reduce public deficits. Nevertheless, further
measures, including addressing inefficiencies in education, health care and public
administration would help to address the costs of an ageing society and free up funds to
better reconcile work and family life.

Robust internal and external demand underlie broad-based economic growth

A broad-based combination of internal and external drivers continues to support

economic growth. Strong demand and capacity constraints on current production facilities

are favouring the expansion of business investment, although skill shortages and

regulatory barriers may hold back scope for productivity gains. Further reductions in the

unemployment rate and high levels of job vacancies are contributing to wage growth and

robust private consumption, although an inflow of foreign labour, rising participation rates

of women and the elderly, and collective wage bargaining are helping to moderate the

impact of the tightness of the labour market.

Structural reforms are key for greater inclusiveness and stronger long-term growth

The fiscal stance is broadly neutral with revenue growth only slightly outpacing

spending increases. With a budget close to balance and low interest rates, the government

debt-to-GDP ratio is falling at a steady pace. The tax burden on labour remains high relative

to comparable countries, although the reform of the tax system in 2016 has helped to

stimulate private consumption by reducing personal income taxation.

Austria

1. Agriculture, activities of households as employers and activities of extraterritorial organisations are excluded.
2. Current capacity level of utilisation in manufacturing industry.
Source: OECD Economic Outlook 104 database; and Eurostat.
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Impediments to full-time female employment remain high and contribute to women

leaving, fully or partially, the workforce after the arrival of the first child. Addressing

spending inefficiencies would help to provide funds to improve access to full-day

child-care facilities and schooling. Policymakers should further consider tackling fiscal

incentives to part-time work in order to raise the labour force participation of women from

its current relatively low level. Productivity would benefit from strengthened competition

in professions that provide services and a faster transition to digitalisation.

Economic activity is set to be less dynamic

Following the broad-based upswing in 2018, economic growth is projected to revert

towards the potential growth rate of around 2% in 2019 and 2020. This reflects capacity

constraints holding back production and a weaker external environment. Private

consumption will remain solid. Inflation is set to slow to 2% over the coming two years.

Uncertainties surrounding global trade, the euro area and Brexit could further damp

exports and investment. Private consumption could surprise on the upside if the current

posi t ive sent iment pers ists and strong compet i t iveness could lead to

higher-than-expected export growth.

Austria: Demand, output and prices

1 2 http://dx.doi.org/10.1787/888933877449
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BELGIUM

Economic growth slowed in 2018 and is projected to remain at around 1½ per cent
in 2019 and 2020. Domestic demand will be the main driver of growth. Government
investment will be strong in 2020, and private investment will also support growth in the
coming two years. Underlying price inflation will pick up gradually due to increasing
wage growth in a tight labour market.

Public debt is projected to decline throughout the projection period, despite some
loosening of fiscal policy due to a reduction of taxes. Raising skills and work
opportunities for disadvantaged groups would make growth more inclusive. To make
growth greener, transport infrastructure should be improved and congestion charges
extended, while productivity would be enhanced by reducing barriers to firm entry and
exit.

Growth has weakened

Economic growth has weakened as private consumption growth has decreased,

despite continued employment growth supported by labour tax cuts. Consumer and

business confidence have weakened somewhat in recent months but remain above

average. Government investment has increased and business investment is strengthening.

Exports show signs of recovering somewhat after a weak start to 2018. Inflation increased

during 2018 reflecting sharp price rises for energy products. Wage growth has increased,

outpacing underlying inflation, notwithstanding recent reforms of the wage setting system

designed to allow the framework to better take into account international cost

competitiveness.

Inclusiveness and productivity could be enhanced

The budget deficit will rise in the coming two years, reaching 1.4% of GDP in 2020. As

public debt is high, it is important that the government adheres to its medium-term fiscal

targets to ensure a steady reduction of the debt-to-GDP ratio. Public investment, which has

Belgium

Source: OECD Economic Outlook 104 database.
1 2 http://dx.doi.org/10.1787/888933876347
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been low for several decades, should be increased to boost productivity growth. To ensure

fiscal sustainability, this investment should be financed through reductions in inefficient

public spending, higher user fees or through tapping private sources of finance.

Improving transport infrastructure around major urban areas, extending congestion

charges and amending the favourable tax treatment of company cars would make growth

greener. To make growth more inclusive, the skills and labour market performance of

immigrant, low-skilled and older workers should be enhanced. Further reducing labour

taxes, especially for low-skilled workers would help, as the tax wedge on labour earnings

remains one of the highest in Europe. Further engaging social partners in firm-level

diversity plans, including in the public sector where the share of immigrant employees is

low, would facilitate the increased employment of immigrants in particular.

Productivity would benefit from increased competition, innovation and business

dynamism. Regulatory barriers to firm entry and exit should be reduced and the insolvency

regime reformed. Ensuring that appropriate financing tools are available for the scaling up

of young, innovative firms and further streamlining public support for R&D and innovation

are of particular importance. The regulation of retail services should also be eased, and a

single regulator for each network industry established.

Belgium: Demand, output and prices

1 2 http://dx.doi.org/10.1787/888933877468
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Growth is projected to stabilise

GDP growth is projected to remain at around 1½ per cent in 2019 and 2020. Private

consumption will be an important driver of growth, supported by past and announced

additional reductions in labour taxation. Private investment will remain robust over the

projection period, supported by favourable financing conditions and high levels of

profitability. Government investment will contribute to economic activity in 2020 with the

launch of some major public investment projects. Employment growth is projected to

continue, leading to further declines in the unemployment rate to 5.9% in 2020.

Economic growth could be weaker if private consumption growth is lower than

expected. On the upside, business investment could be stronger than expected, if the tight

labour market leads to more labour-saving investment than projected.
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BRAZIL

Growth will gain momentum during 2019 and 2020 as private consumption,
supported by improvements in the labour market, will increase. Recovering credit and
greater policy certainty as a new administration takes office will buttress the recovery.
Political uncertainty around the implementation of reforms remains significant and
could derail the recovery, but if uncertainty fades and reforms advance as assumed,
investment will become stronger.

Monetary policy is projected to tighten during 2019 as the economy gathers
momentum. Without a major expenditure reduction, the sustainability of the fiscal
accounts remains at risk, especially due to rising pension spending. Building a political
consensus for a pension reform will be an important challenge for the incoming
administration. Maintaining strong growth will require further efforts to strengthen
productivity, including closer integration into the global economy.

After a temporary setback from a transport strike, the expansion continues

After a temporary strike-related setback, growth momentum appears to be

strengthening, supported by recovering credit flows. A repricing of risks in international

capital markets has led to capital outflows and a depreciation of the currency, but low

foreign debt exposure has limited the impact on the domestic economy. Inflation and core

inflation are below target and interest rates have remained low, supporting household

spending. Moderate wage growth and improvements in labour markets, though gradual,

are adding to private consumption. However, the composition of jobs created has been of

low quality so far, with a disproportionate number of jobs created in the informal sector.

Improving the quality of the public finances remains a priority

Gross public debt has risen to 77% of GDP and the primary balance of -1.2% of GDP

remains significantly below the estimated +2% required to stabilise public debt.

Brazil

1. Core inflation is defined as the average of the three core inflation measures published by the Central Bank of Brazil.
Source: Central Bank of Brazil; IBGE; and OECD Economic Outlook 104 database
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The deterioration of the fiscal accounts over the past years is mainly due to rising social

security expenditures and this trend is likely to continue without a reform of social

benefits, most notably old-age pensions.

A pension reform remains the key priority to ensure a stabilisation of public debt over

the medium term and maintain investor confidence in sound public finances and

Brazil: Demand, output and prices

1 2 http://dx.doi.org/10.1787/888933877487

Memorandum items

Source: 

Brazil

1. Accumulated over 12 months.
Source: Central Bank of Brazil; and National Treasury.

1 2 http://dx.doi.org/10.1787/888933876385

−12

−10

−8

−6

−4

−2

0

2

4

−12

−8

−4

0

4

2014 2015 2016 2017 2018

% of GDP                                                                                    
 Interest balance

 Primary balance

 Fiscal balance

Fiscal outcomes have improved gradually  

  after a significant deterioration

−200

−100

0

100

−250

−200

−150

−100

−50

0

50

100

150

2014 2015 2016 2017 2018

                                                                                  BRL billion

Primary balance

Primary balance: social security only

Primary balance: all other items

Pension expenditures have contributed to the

  deterioration of fiscal outcomes in the past¹ 



3. DEVELOPMENTS IN INDIVIDUAL OECD AND SELECTED NON-MEMBER ECONOMIES

OECD ECONOMIC OUTLOOK, VOLUME 2018 ISSUE 2 – PRELIMINARY VERSION © OECD 2018 81

management of the economy. Increases in pension spending have left fewer resources for

social benefits to fight inequality and poverty, which is concentrated among children and

youth. The minimum wage serves as a floor for all pension benefits and has increased

rapidly over the past years. As a result, rising pension benefits have benefitted mostly

middle-class households, while highly effective transfers to poor households have

stagnated. Limiting future increases in pension benefits could finance more social

transfers to the most needy, while putting fiscal accounts on a more sustainable path.

Raising participation thresholds in the conditional cash transfer programme Bolsa

Família, which costs only 0.5% of GDP, would also strengthen incentives for school

attendance and medical check-ups, thus reducing inequalities with respect to education

and health. Efforts to reduce tax expenditures and credit subsidies for private sector

enterprises, which have created fertile grounds for corruption without generating any

discernible benefits for either well-being or productivity, should continue.

Policies designed in response to the recent trucker strike included lower taxes on

diesel fuel and price regulations in cargo transportation services. These measures should

eventually be rolled back as they have undermined fiscal consolidation efforts, curtailed

competition and hurt export competitiveness by raising input prices for many other

sectors. Diesel fuel was already taxed less than petrol, while environmental considerations

would suggest the contrary. As the CO2 intensity of the economy has increased recently,

fossil fuel taxes should be raised rather than reduced. Moreover, the poor are most exposed

to the negative health effects from air pollution.

Productivity growth will be the main engine of growth in the longer term.

Strengthening it will require more competition in many sectors to allow labour and capital

to move to activities with strong potential. Closer integration into the global economy

would raise efficiency by exposing more firms to foreign competition and improving access

to lower cost intermediate and capital goods. Efficiency would also be enhanced by

reducing domestic barriers to entry and implementing policies to reduce costs, such as

easing tax compliance or improving contract enforcement. A substantial overhaul of the

fragmented indirect tax system, with a view towards a unified value added tax, could raise

the competitiveness of firms across the country.

Growth is projected to rise

Growth is projected to increase during 2019 and 2020 as low inflation, moderate wage

growth and falling unemployment support stronger private consumption and reform

progress stimulates investment. As business confidence improves, unemployment is

projected to continue to decline, including through the creation of more jobs in the formal

sector.

Risks are mainly related to the implementation of reforms. The fragmented political

landscape will make it difficult to create political consensus for key reforms, including a

pension reform, without which public debt is set to rise. While Brazil’s external

vulnerabilities are limited due to a low current account deficit and a low share of public

debt denominated in foreign currency, spill-overs from a deterioration of the situation in

Argentina are conceivable. Argentina accounts for around 7% of Brazil’s exports, but is a

key destination for industrial exports. The possibility of rising trade tensions also bears

risks for Brazil, as China and the United States are Brazil’s two major trading partners.
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CANADA

Growth is on course to moderate to slightly below 2% by 2020, with consumption
slowing in response to smaller increases in housing wealth, and employment and
exports moderating as US growth declines. Unemployment is projected to remain near
record lows and inflation to edge up to slightly over 2%.

The Bank of Canada is projected to continue withdrawing monetary stimulus to
stabilise inflation around the mid-point of its 1-3% medium-term target band. While
fiscal policy is projected to remain neutral, reducing the structural budget deficit would
ease the burden on monetary policy and create more room to support the economy in the
event of an unexpected downturn. Macro-prudential policies have been tightened and
housing markets are stabilising. The government should monitor the effects of recent
tightening, especially the prevalence of highly indebted borrowers, and act if it does not
decline significantly.

Economic growth remains solid

Economic growth remains strong, even after looking through the rebound from

temporary factors (an anticipated adjustment in automobile production and the outage of

an oil and gas pipeline) that depressed growth in late 2017. However, its composition is

changing. Consumption and residential investment are slowing in response to declining

house price gains and rising interest rates. Exports and business investment, in contrast,

are strengthening owing to buoyant export markets and growing capacity constraints,

respectively. The recently agreed United States-Mexico-Canada Agreement (USMCA) to

replace NAFTA reduces uncertainty about access to the US market, which had been

weighing on the export and business investment outlook. The legalisation of cannabis in

October 2018 has resulted in cannabis activity being included in official economic

statistics, increasing the level of real GDP by 0.2 percentage point in 2019; this effect will

disappear once GDP is revised to include such activity in earlier periods.

Canada

Source: Teranet and National Bank of Canada, House Price Index; and Statistics Canada.
1 2 http://dx.doi.org/10.1787/888933876404
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Canada: Demand, output and prices

1 2 http://dx.doi.org/10.1787/888933877506
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Source: 

Canada

1. Percentage of firms reporting more intense capacity pressures (or labour shortages) minus the percentage of firms reporting less,
compared with 12 months ago.

2. Median of hourly wage growth measures from the Labour Force Survey, National Accounts, Productivity Accounts, and Survey of
Employment, Payrolls and Hours.

3. Average of the Bank of Canada's three preferred core inflation measures (CPI-trim, median and common).
Source: Bank of Canada (2018), Business Outlook Survey; Bank of Canada (2018), Monetary Policy Report, July; and Statistics Canada,
Tables 18-10-0006-01 and 18-10-0256-01.
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Employment growth is slowing and the unemployment rate has fallen to less than 6%,

near a 40-year low. Hourly wage growth is rising and will receive a further boost from

increases in provincial minimum wages over the next few years. Consumer price inflation

has increased to above the midpoint of the Bank’s 1-3% annual medium-term target band,

boosted by rising energy prices. The average of the Bank’s preferred underlying inflation

measures has edged up to 2.0%. Inflation expectations remain well anchored, with almost

all firms expecting inflation to fall within the target band over the next two years, albeit

with most seeing inflation in the upper half of the band.

Macroeconomic policies are becoming less accommodative

Monetary policy stimulus has been withdrawn gradually since mid-2017. With core

inflation already at the mid-point of the target band and excess capacity being absorbed,

further rate increases will be needed to stabilise the inflation rate close to the midpoint of

the band over the medium term. The OECD projects additional official rate increases of 125

basis points by the end of 2020, taking the rate to 2.75%, which falls within the Bank’s

estimate of the neutral rate (2.5-3.5%). Long-term interest rates will also increase in

response to rising global term premia, further tightening financing conditions. Interest rate

increases are likely to have a greater impact on the housing market and economic activity

than in the past owing to high household indebtedness (around 170% of disposable

income, compared with 100% two decades ago).

A series of macro-prudential measures, culminating in the tightening of mortgage

underwriting requirements for uninsured mortgages that came into effect in January 2018,

have mitigated risks from the recent housing boom. Even so, house prices and household

debt are high relative to disposable income, especially in Toronto and Vancouver. Many

new mortgage holders, especially in those high-priced markets, have such high

loan-to-income ratios that they are vulnerable to falling into arrears in the event of a

negative economic shock, such as an increase in mortgage rates (few of which are locked

in for more than five years). The government should monitor the effects of recent

macro-prudential tightening, especially on the prevalence of highly indebted borrowers,

and act if it does not decline significantly. Moreover, co-ordination between federal and

provincial regulatory authorities needs to be improved, including by encouraging

provincially regulated financial institutions to adhere to federal mortgage underwriting

standards.

The fiscal policy stance has been expansionary over the past two years, during which

time the underlying primary balance has fallen by an estimated 1.1 percentage points of

GDP, but it is estimated to be neutral over the next two years. At this advanced stage of the

business cycle, greater budget consolidation would be more appropriate – it would ease the

burden on monetary policy and create more fiscal space to support the economy in the

event of a downturn.

Growth is projected to ease towards potential

The main contribution to slowing growth is private consumption expenditure, which

will weaken in response to slower growth in employment and household wealth and rising

interest rates. Business investment should remain robust in the face of capacity

constraints. The unemployment rate is projected to edge down to 5.8% in 2020, and wage

pressures to rise modestly. With production costs rising, inflation should edge up to just

over 2% by late 2020. A major downside risk is greater-than-expected increases in mortgage
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interest rates, which could impair many households’ ability to service their mortgages,

lead to a housing market correction and, through lost wealth, lower consumption

expenditure. Another is that access to the US market becomes less favourable, even if the

USMCA is ratified. On the upside, oil-sector income would be boosted by higher global oil

prices and a resolution to regulatory difficulties to increasing oil pipeline capacity.
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CHILE

Growth is projected to remain strong over the next two years. With an uncertain
external environment, solid domestic demand will underpin growth, aided by a stable
inflation environment, public infrastructure projects and a tax reform. Inequality, though
decreasing, remains high as informality and unemployment remain high and social
transfers low.

The central bank has started to tighten monetary policy gradually and is projected
to continue doing so as stronger wages and reduced labour market slack start putting
pressure on prices. The planned gradual fiscal consolidation is appropriate and will
stabilise the public debt-to-GDP ratio in the short-term. However, social spending and
public investment needs may require higher revenues. Improving skills, integrating the
recent flow of migrants, streamlining licencing and regulations, and increasing
competition in network services are key for stronger and more inclusive growth.

Economic growth is peaking but job creation remains low

Robust domestic demand drove growth in the first half of 2018 as household

consumption accelerated amid subdued inflationary pressures and rising confidence.

Investment also rose, reflecting buoyant non-mining sector spending. The labour market

remains subdued, with a stable unemployment rate, as more migrants are coming into the

labour force faster than employment grows. Excess capacity in the labour market has

contained wages. Headline inflation has risen, and is around the 3% central bank’s target,

driven by higher oil prices and the peso depreciation against the dollar.

Measures to boost productivity are needed

The central bank has started increasing its policy rate and is projected to proceed

gradually as slack in the labour market shrinks and wages start growing. Fiscal policy is

Chile

1. Four-quarter moving average.
2. Data above (below) 50 indicates optimism (pessimism).
Source: OECD Economic Outlook 104 database; and Central Bank of Chile.

1 2 http://dx.doi.org/10.1787/888933876442
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broadly appropriate with a gradual consolidation in line with the fiscal rule.

The government has set a target of containing spending to reduce the structural deficit of

the public sector by around 0.2 percentage points of GDP per year. There is room to increase

revenues and change the tax mix to make the tax system more equity and growth friendly

by increasing green or property taxes or by broadening the personal income tax base. This

would help spread the benefits of growth more broadly.

The structural reform agenda is ambitious. The law that requires banks’ compliance

with Basel III standards, approved in October 2018, will increase financial stability and

resilience. A tax reform, in congress, that seeks to make the tax code simpler and includes

accelerated depreciation and faster VAT reimbursement is expected to boost investment.

The new office for productivity will seek to reduce procedures and ease the establishment

of small businesses. Streamlining regulations and licensing procedures and increasing

investment in research and development will be key to boosting medium-term growth.

A reform to improve pensions, recently submitted to congress, increases the low

contributions and the solidarity pillar while introducing more competition to the system.

A public subsidy to encourage delayed retirement is also included. Aligning the retirement

age of women and men and linking it to life expectancy would further improve old-age

pension sustainability.

Growth will remain robust but external risks are looming

Growth is projected to ease somewhat but still remain robust. Solid macroeconomic

fundamentals and improvements in business confidence support growth prospects. Strong

Chile: Demand, output and prices

1 2 http://dx.doi.org/10.1787/888933877525

Memorandum items

Source: 
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investment growth aided by public investment projects, solid copper prices and

investment incentives will drive employment and wage growth. A stable inflationary

environment and stronger job creation will bolster private consumption. However, the

worsening of the external environment – mostly due to escalating global protectionism,

regional instabilities and faster-than-expected normalisation of US monetary policy –

remains an important downside risk to the outlook. On the upside, full implementation of

the ambitious structural reform agenda could raise investment more than anticipated.
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CHINA

After having held up well into 2018, growth has recently weakened and is projected
to decline in 2019-20. Signs of slowdown include the weakening of industrial
production, profits and revenues. Foreign trade flows will lose some momentum
following the escalation of trade tensions. The slowdown of activity also reflects the
cutback of infrastructure investment, as local government debt has been subject to
greater scrutiny, though it could rebound following the recent acceleration of debt
issuance and announcement of new projects.

Monetary conditions are now being eased to support economic activity.
The escalation of trade tensions resulted in a fall of the exchange rate, which was halted
by government interventions, and a decline in stock prices. Fiscal policy will remain
supportive to counteract the weakening of growth. Government spending efficiency will
benefit from newly introduced comprehensive performance budgeting, but capital
allocation efficiency needs to be improved by gradually removing implicit guarantees to
state-owned enterprises and other government entities. Measures introduced recently to
lower average tariffs are welcome and should continue alongside further easing of the
operation of foreign companies.

The economy has remained relatively unscathed by rising global uncertainties

Growth has been holding up well, notwithstanding the escalation of trade tensions

and heightening global uncertainties. The frontloading of exports and the depreciation of

the renminbi have mitigated the impact of tariff hikes so far. Imports have also held up

well on the back of tariff cuts coming into effect earlier this year and subsequent targeted

retaliatory tariff increases and as outbound tourism remained robust. As a result, the

current account registered its first deficit in two decades in the first half of the year.

Domestic demand, in particular consumption, has remained robust and will continue to be

a stable driver of growth thanks to rising disposable incomes. Infrastructure investment

has slowed following restrictions imposed on shadow banking, a major source of

China

1. Monthly industrial value added data for January and February are not published separately, but for the two months combined. The
missing data are computed by linear interpolation.

Source: CEIC.
1 2 http://dx.doi.org/10.1787/888933876461
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infrastructure financing. Excess capacity still plagues a number of industrial sectors,

weighing on business investment. Services, in contrast, are expanding steadily, especially

in the digital and sharing economies.

Monetary and fiscal policy may ease, but structural reforms should accelerate

Monetary policy was tightened somewhat by the restrictions put on shadow banking,

which were necessary to maintain financial stability. This affected disproportionately

China: Demand, output and prices

1 2 http://dx.doi.org/10.1787/888933877544

Memorandum items

Source: 

China

1. Core shadow banking items include entrusted loans, trusted loans and undiscounted bankers' acceptance.
Source: CEIC; and BIS.

1 2 http://dx.doi.org/10.1787/888933876480
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private and smaller firms, which have less access to commercial bank loans, and prompted

the authorities to incentivise lending to smaller firms by exempting banks from tax

liabilities related to their lending to such firms. Rising bond defaults resulted in a higher

credit risk premium. Going forward, moderate easing of monetary policy is envisaged to

reduce the debt burden. Corporate debt has levelled off relative to GDP, but deleveraging

remains slow. Sliding stock prices will damp confidence.

Fiscal stimulus will hold growth up but better pricing of risk is needed to reduce

misallocation of capital. Removal of implicit guarantees to state-owned enterprises and

other public entities would help, and the recent announcement to let ailing local

government investment vehicles exit the market is pointing in that direction. The impact

of tax cuts aimed at boosting consumption may be mitigated by adverse confidence effects

and slow progress in structural reforms. A minimum level of public services should be

ensured through better allocation of resources to provide more equal opportunities to

individuals regardless of their place of birth. Central funding for basic public services, such

as education and health, is needed ensure a sufficient level of service provision.

Poverty reduction should focus on equipping people with marketable skills to avoid

dependency on social assistance. Expanding low-cost childcare facilities and early

childhood education across the country would help to curb child poverty and would

provide more equal chances for moving up the social ladder. Furthermore, entrance exams

to upper-secondary education should not require knowledge and skills that public

education is not providing, so as to avoid leaving behind students whose families cannot

afford expensive preparatory schools. Housing prices in the largest cities are unaffordable

for low-income earners and there is insufficient social housing.

Growth is projected to remain robust

Growth is projected to slow modestly, which will ease producer price inflation.

Consumer price inflation will nonetheless pick up due to surging fresh food prices, partly

reflecting African swine fever, but these one-off pressures will remain benign. Goods

exports and imports will slow somewhat, though import tariff cuts recently introduced by

China and an increased VAT refund on exported products will mitigate the impact of trade

tensions. In processing industries, where the share of intermediate inputs is high and

value-added is low, this will significantly strengthen competitiveness. Round tripping of

exports destined to the US market through third countries not affected by tariff hikes is

already picking up. Surging overseas tourism will continue to reduce the current account

surplus. Infrastructure investment will rebound thanks to the revival of bond-financed

local projects.

Reining in shadow banking would enhance financial stability and transparency, but

may cause funding difficulties for smaller firms. Acceleration in corporate deleveraging is

necessary to restore balance sheets amid rising debt service costs. Slow deleveraging

would result in stronger growth in the short term, but increases imbalances later. A weaker

fiscal stimulus might adversely affect growth, but would reduce the risk of a further

build-up of implicit government liabilities. Infrastructure investment is mainly financed by

public funds, but only partly from the budget, thereby reducing transparency. Trade

frictions may disproportionately affect smaller firms that are less able to squeeze profit

margins to accommodate the tariff hikes and some geographical regions that are more

reliant on exports for their growth. The exchange rate may again depreciate, which will

provide some cushion against export restrictions.
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COLOMBIA

Growth is projected to pick up as infrastructure projects, lower corporate taxes and
higher oil prices will boost investment. Improving confidence and financing conditions
will support consumption. As growth gains traction, unemployment will edge down.
Social indicators are improving but informality and inequality remain high.

The accommodative monetary policy stance is appropriate. Fiscal policy will need to
remain moderately prudent to ensure that the budget deficit declines gradually in line
with the fiscal rule. Boosting productivity requires more competition, streamlining
regulations and increased openness to trade. Further efforts to reduce labour market
informality, by reducing non-wage labour costs, and gender gaps, by expanding the
provision of childcare, would make growth more inclusive.

Growth has strengthened

Economic growth is gradually firming up, as investment has been supported by low

interest rates, and consumption has picked up as declining inflation boosts household real

incomes. The improvement in terms of trade has increased export earnings and

contributed to a reduction in the current account deficit, which is financed largely by

foreign investment. The unemployment rate has recently edged up, as the labour market

has not been flexible enough to accommodate increased labour force participation.

The spending and revenue mix could be more balanced and efficient, and structural
reforms would boost medium-term growth

Timely action by the central bank has lowered inflation back to the 3% target. Going

forward, monetary policy is projected to remain accommodative, gradually normalising as

the output gap closes. Fiscal policy will remain prudent, reducing the central government

deficit to 1% of GDP by 2022, in line with the fiscal rule. This strikes an appropriate balance

between spending needs, the need to support the gradual recovery and the need to ensure

Colombia

1. Terms of trade is defined as the ratio of export prices to import prices for goods and services.
Source: OECD Economic Outlook 104 database; and OECD Revenue Statistics database.

1 2 http://dx.doi.org/10.1787/888933876499
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debt sustainability. Oil-related fiscal revenues will increase in 2018, but further measures

to improve spending efficiency and raise revenues are needed to meet the fiscal rule. There

is also a need to make the tax mix more efficient and fair, as formal sector companies face

a high and complex tax burden, while only few individuals pay income taxes.

Stronger and more inclusive growth requires boosting productivity through structural

reforms, which would also support more balanced regional development. Improving road,

ports and customs logistics and reducing regulatory burdens would make firms more

competitive and create better paying jobs. Increasing openness to trade would boost

competition and productivity. Educational outcomes have improved over time but there is

still significant room to better align skills to labour market needs.

Informality has fallen in recent years, but nearly half of all workers in the main cities

still work in the informal sector. This calls for stronger efforts to reduce informality by

further reducing non-wage labour costs, reviewing the minimum wage to promote job

creation and simplifying procedures for the registration of companies and workers’

affiliation to social security. The pension system has low coverage and is very unequal, as

it mostly benefits high-income formal workers. A thorough reform of the pension system

is needed to foster inclusive growth. Increasing the coverage and benefits of the public

minimum income-support programme would particularly help to reduce old-age poverty.

Expanding early childhood education would improve school outcomes and allow more

women to take up paid work.

Colombia: Demand, output and prices

1 2 http://dx.doi.org/10.1787/888933877563

Memorandum items

Source: 
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Growth will gather pace

Growth is set to rise, supported by higher domestic demand. Investment will be a key

driver of growth, aided by higher oil prices and infrastructure projects. Improving

confidence and low inflation will support consumption. Upside risks include stronger oil or

coal prices, which would boost investment further. Thanks to the end of the armed

conflict, the tourism sector holds potential for upside surprises. Downside risks include

additional delays in planned large infrastructure projects, increasing global protectionism,

policy uncertainty in the region, and a spill over of financial volatility in emerging market

economies. Increasing migratory flows from Venezuela may imply higher spending, but, if

well managed, can also boost medium-term growth.
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COSTA RICA

Growth is projected to recover to around 3¼ per cent in 2020 and be broad-based,
underpinned by both domestic and external demand. However, uncertainty, particularly
surrounding the planned fiscal reforms, is weighing on growth in the near term. The
projections are based on the assumption that the fiscal reforms will be implemented
from 2019, with modest fiscal tightening holding back growth in 2019 and 2020.

Costa Rica’s unsustainable fiscal situation needs to be addressed urgently to avoid a
further deterioration in investor sentiment. The fiscal reform bill is an important step in
the right direction, but further action will be needed to restore fiscal sustainability.
Structural reforms to address labour market mismatches and informality, improve
education, lower infrastructure gaps and strengthen competition would boost
productivity and reduce inequality.

Growth is slowing but remains broad based

Growth continues to slow as the fiscal situation weighs on confidence and global

financial conditions tighten. Strike action in protest of proposed fiscal reforms disrupted

public services (particularly education) in September and October 2018, but its impact on

private sector activity has largely been confined to retail trade. However, the fiscal reform

bill has passed its first reading in the legislative assembly and the projections assume that

it will be approved by year-end. While the reform will lower growth in the short term, its

effects will be limited by the small magnitude of the consolidation and the low fiscal

multiplier. External demand will moderate but remain robust, supported by foreign direct

investment and increasingly diverse and sophisticated exports.

Import growth is estimated to have contracted in the second half of 2018 as

heightened uncertainty lowered spending on durables. However, private investment is

recovering and public investment is projected to increase strongly in 2019 and 2020 due to

planned infrastructure projects. Uncertainty has also contributed to recent currency

depreciation, and to counter pass-through effects the central bank raised the monetary

Costa Rica

Source: OECD Economic Outlook 104 database; and Costa Rican Ministry of Finance.
1 2 http://dx.doi.org/10.1787/888933876518
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policy rate by 25 basis points, to 5.25%, in November. The planned broadening of the

value-added tax base will result in a one-off increase in the price level, but inflation is

projected to remain within the central bank’s 2-4% target range.

Not everyone has benefited from broad-based growth. Inequality has been rising and

labour market informality remains prevalent. Unemployment also remains high, reflecting

structural mismatches between the skills demanded and supplied as the economy has

moved towards more knowledge-intensive activities.

The unsustainable fiscal situation needs to be addressed urgently

Public debt increased rapidly from 24% of GDP in 2008 to 49% in 2017. Without reforms,

official estimates indicate that the debt-to-GDP ratio will grow to 71% of GDP by 2022 as the

fiscal deficit rises from 6.2% of GDP in 2017 to a peak of 8.3% in 2020. The government’s

financing options are becoming increasingly limited. In September, the government

resorted to 90-day borrowing from the central bank amounting to 5% of the national

budget, which is the maximum allowed by law. The planned reforms are positive but

further measures to better control public sector payroll costs and reduce budget rigidity

stemming from legally mandated spending and earmarking of government revenues are

needed.

The fiscal situation presents a major downside risk to the outlook

Although fiscal measures are projected to moderate growth in the near term, the

economy is set to recover in 2020, supported by private consumption, investment and

Costa Rica: Demand, output and prices

1 2 http://dx.doi.org/10.1787/888933877582

Memorandum items

Source: 
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exports. However, the unsustainable public debt trajectory represents a large downside

risk. If left unaddressed, this will threaten macroeconomic stability and force more drastic

consolidation. Uncertainty about when the fiscal reform bill will be approved remains,

with a significant risk that it will be delayed. However, if implemented in a timely manner

the planned fiscal reform should ease the immediate pressure, although there is a risk that

it will not substantially improve the government’s financing options given the modest size

of the adjustment. On the positive side, the reforms could boost confidence and therefore

domestic demand more than anticipated.

Financial volatility in emerging market economies and faster-than-expected

monetary policy normalisation in advanced economies could trigger capital outflows that

would lead to unanticipated currency depreciation. This presents a risk to financial

stability as the Costa Rican banking sector is still heavily dollarised and the majority of

dollar-denominated loans are extended to unhedged borrowers. In addition, it would

further weaken the fiscal situation, although the favourable currency composition of Costa

Rica’s sovereign debt would help moderate the effect.
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CZECH REPUBLIC

Economic growth is projected to remain strong in 2019 and 2020, although it will
slow. Increasing wages and low unemployment will keep household consumption
growth high. Private investment will stay robust, in particular in housing and
manufacturing. Export growth will continue to be solid. However, labour shortages will
remain a bottleneck to higher economic growth.

Inflation will stay above the target of the central bank. As the exchange rate remains
relatively stable, monetary policy should keep on progressively normalising interest
rates. Fiscal policy is slightly expansionary and, if needed, further government spending
could be used to support long-term growth. Fiscal space is ample to invest in
infrastructure, childcare facilities and training to boost productivity, labour participation
of women with young children and older workers.

Household consumption and investment are boosting growth

Private investment has increased markedly. Firms are investing to increase capacity

but also to augment capital intensity to cope with labour shortage. Government

infrastructure projects and high demand for residential housing will keep pushing up

construction through 2019. Household consumption remains strong, supported by income

and employment growth and lower saving. Imports are growing faster than exports,

reflecting import-intensive investment and household demand for imported goods in line

with consumption patterns. Exports, though increasing, are impeded by limitations on

production capacity, in particular in the car industry. The labour market is tight despite

increasing labour participation, in particular from older people.

Policy measures are needed to address labour shortages and rising house prices

High oil prices and strong wage growth will keep inflation slightly above the central

bank’s target. Therefore, the Czech National Bank is projected to keep raising interest rates

throughout 2019 and 2020. Higher rates in the euro area will ease the risk of further

Czech Republic

Source: OECD Economic Outlook 104 database.
1 2 http://dx.doi.org/10.1787/888933876537

0.0

0.5

1.0

1.5

2.0

2.5

3.0

3.5

90

95

100

105

110

115

120

125

2013 2014 2015 2016 2017 2018 2019 2020

Y−o−y % changes                                          Index 2013 = 100

← Headline inflation

    Real effective exchange rate →

Inflation remains anchored 

 

0

1

2

3

4

5

6

7

8

62

63

64

65

66

67

68

69

70

2013 2014 2015 2016 2017 2018 2019 2020

% of labour force                                               % of population

← Unemployment rate, 15+

     Labour force participation rate, 15−74 →

The labour market is tight 

 despite increasing participation



3. DEVELOPMENTS IN INDIVIDUAL OECD AND SELECTED NON-MEMBER ECONOMIES

OECD ECONOMIC OUTLOOK, VOLUME 2018 ISSUE 2 – PRELIMINARY VERSION © OECD 2018 99

appreciation of the koruna. Higher domestic interest rates will reduce strong housing

demand and household credit. Nevertheless, allowing the central bank to set binding

prudential rules applicable to individual loans would limit excessive indebtedness of

households and the risks it poses to the financial system.

The fiscal position is strong and continues to be mildly expansionary. The primary

balance will remain positive in the next two years, further bringing government debt down.

Therefore, government spending could be mobilised to expand and update transport

infrastructure, offsetting monetary policy tightening.

To ensure continued economic growth, mobilising all potential sources of labour

supply is necessary. The increasing labour shortage has already led to a higher

participation of traditionally disadvantaged groups, such as the young, non-native and

older people. However, the participation of inactive persons could be enhanced through

special training and adaptation programmes. In addition, labour participation of women

with young children remains low compared to the OECD average. The strong fiscal position

could also be used to finance the development of affordable and quality childcare facilities

and to accompany the reduction in the duration of parental leave. Finally, augmenting

migration quotas from non-EU countries would ease tensions in the labour market.

Czech Republic: Demand, output and prices

1 2 http://dx.doi.org/10.1787/888933877601

Memorandum items

Source: 
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Growth is projected to remain robust though slowing down

Economic growth will remain above potential in 2019 and 2020 and rely slightly more

on domestic demand than on external sector. In particular, investment and consumption,

including government spending, will be the main engines of economic growth. Labour

shortages will remain a drag on growth. The main source of internal risk is accelerating

wage and price inflation leading to a more aggressive monetary policy response. On the

external side, the Czech economy remains exposed to any disruption on trade given its

strong integration into global value chains.
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DENMARK

The broad-based economic expansion is projected to continue in 2019 and
moderate in 2020. Strong real income growth and continued employment gains will
support private consumption. Labour shortages are expected to intensify and result in
faster wage growth and a pick-up in inflation. Strong domestic demand will bolster
imports and help to reduce the very large current account surplus.

The fiscal stance is expansionary in the near term, reflecting previous policy
initiatives, after which it will become broadly neutral. Highly accommodative monetary
conditions, resulting from the pegging of the krone to the euro, are expected to continue,
which warrants prudent fiscal measures if capacity constraints tighten further. Shifting
the tax burden further away from labour and corporate incomes would strengthen
incentives to work more hours.

Steady expansion is being led by domestic demand

The economy is on a steady upturn, increasingly supported by private consumption

and business investment. Consumer and business confidence is high and rising in

manufacturing and construction. Strong employment growth has pushed unemployment

well below its estimated structural level and resulted in emerging wage growth.

Nevertheless, consumer price inflation remains low, especially due to food prices. GDP data

have been distorted by the statistical recording of the export of a single Danish patent,

pushing growth up in 2017 and down in 2018. Slowing exports and rising imports are

reducing the growth contribution of net exports.

Further structural reforms would help to sustain inclusive growth

Fiscal policy is currently supporting growth, but is set to become neutral to reach the

government’s target of a structural balance after 2020. The tightening labour market calls

for prudent economic policy to reduce the risk of accelerating wage and price inflation,

Denmark

1. Private non-residential gross fixed capital formation.
Source: OECD Economic Outlook 104 database; and Statistics Denmark.

1 2 http://dx.doi.org/10.1787/888933876556
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especially given continued low interest rates, which could fuel a spike in private

consumption and overheat the economy. The exceptionally low interest rates pose an ideal

opportunity to reduce the tax deductibility of interest payments further, which would

mitigate vulnerabilities deriving from excessive household balance sheet expansion.

Sustaining growth, and ensuring sufficient access to labour resources, requires further

reforms of the tax mix to boost investment and average hours worked, which are lower than in

most OECD countries. Lowering marginal taxes on income further and reducing the debt-bias

in corporate income taxation will help in this regard.The statutory retirement age will increase

from 65 to 67 during 2019-2022, which will support labour force growth. Previous pension and

benefit reforms have been successful in boosting labour market inclusiveness. Stepping up

efforts to maintain seniors with reduced work capacities in work and bringing groups with low

labour market attachment into jobs could yield additional employment gains in the buoyant

labour market. A recent trial integration programme for refugees and migrants, managed with

social partners, should be further improved and made permanent, as it has proven to be

successful in addressing barriers posed by high entry wages.

Growth is projected to moderate

The economy is projected to grow by around 2% in 2019 followed by a slowdown

in 2020. Private consumption will be an important driver of growth, supported by rising real

Denmark: Demand, output and prices

1 2 http://dx.doi.org/10.1787/888933877620

Memorandum items

Source: 
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wages and the implementation of income tax reductions. Business investment will

continue as capacity constraints intensify. Inflation is set to pick up and return to a level

around 2% by the end of 2020. Downside risks to the outlook are large. A hard Brexit would

cause substantial disruption given the importance of the United Kingdom as a main

trading partner. Recent disclosure of a massive money laundering scandal in the Estonian

branch of the largest Danish bank could escalate and trigger financial sector turmoil with

consequent economic distress.
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ESTONIA

Economic growth is projected to reach 3.5% in 2019, before slowing to 2.3% in 2020
in line with weakening external demand. Increasing real wages will support robust
private consumption growth. Investment is set to pick up, supported by strong business
confidence and the recovering housing market. Inflation will remain at a high level,
sustained by further tightening of the labour market.

The government budget is projected to be in surplus during the projection period,
while the public debt-to-GDP ratio will remain among the lowest in the OECD. While
procyclical fiscal policy should be avoided, there is space to let fiscal policy play a more
active role to boost job creation, invest in infrastructure, and mitigate environmental
concerns.

Strong and broad-based growth continues

The economy continues its expansion with relatively broad-based economic growth.

Strong household and business confidence is supporting private consumption. Residential

investment has picked up following a housing downturn, and now makes a sizeable

contribution to growth. Robust foreign demand has supported export growth. As slack is

being eliminated from the economy and employment has risen, nominal wage growth has

been strong, around 6% a year, and labour shortages are emerging, particularly in sectors

such as retail. Thus far, strong wage growth has not given rise to an acceleration of price

inflation. Core inflation is currently around 1%, whereas headline is around 3-4%, lifted by

higher excise taxes and large movements in energy prices.

Sustainable growth requires productivity-enhancing reforms and immigration

Monetary policy for the euro area is projected to remain very accommodative for a

prolonged period. While fiscal policy should avoid being expansionary, which would

aggravate labour and product market tensions, there is space to address supply constraints

Estonia

Source: OECD Economic Outlook 104 database; and OECD Labour Force Statistics database.
1 2 http://dx.doi.org/10.1787/888933876575
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and step up redistribution through taxes and transfers to improve opportunities for those

currently at risk of poverty.

Negative demographic trends and emigration of workers accentuate labour shortages

and make finding labour increasingly expensive. Around a third of the registered

unemployed are people with reduced working ability, reflecting implementation of the Work

Ability reform to bring individuals back into the labour force. Policy measures to help people

into employment can help ease some of the pressures while also boosting household

incomes. Labour market tensions will be aggravated further in the future by a shrinking

working-age population, limiting the growth potential of the economy. Recent reform of

immigration policies has eased access to skilled workers from non-EU countries. Annual

quotas remain tight, but could be relaxed further, which would help to ease labour shortages.

Business fixed investment has slowed markedly and is now at historically low levels as

a share of GDP. Furthermore, investment is lacking in sectors with low productivity. The

weakness of investment has meant that the economy has hit capacity constraints. This

puts competitiveness at risk of deteriorating. However, Estonian exports have moved up in

the value-added chain, facilitating higher prices, which have partly compensated for

higher labour costs. Structural policies to boost productivity growth will help sustain

income growth. Improving insolvency procedures to speed up the reallocation of resources

will help in this regard.

Estonia: Demand, output and prices

1 2 http://dx.doi.org/10.1787/888933877639
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Source: 
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Growth is projected to slow

The economy is projected to slow to a more sustainable pace during the projection

period. Business investment will nevertheless recover, partly with the assistance of EU

structural funds. For example, the construction of Rail Baltica will boost both public and

business investment in 2020. As the economy slows, inflation will stabilise. With the

economy approaching its supply constraints, there is a risk of higher wage and price

inflation, which can further deteriorate competitiveness. In addition, Estonia is

particularly vulnerable to drops in external demand, being a very open economy.
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EURO AREA

Economic growth is set to moderate, to just above 1½ per cent in 2020.
Accommodative monetary policy and some fiscal easing will support domestic demand,
in particular private consumption, and employment. Investment will remain reasonably
strong, reflecting continued favourable financing conditions and a need to expand
capacity. Inflation is projected to rise gradually, as stronger wage growth and dissipating
slack translate into sustained increases in core inflation.

Monetary policy should be firmly committed to remaining accommodative as long
as needed to attain the inflation objective, while preparing for a gradual normalisation.
The euro area fiscal stance is projected to be slightly expansionary in 2018-20. As the
expansion continues, governments should improve their fiscal positions and reduce
debt. Improving skills, reforming product markets, completing the single market for
goods and services, and progress with the banking union, are the best guarantee for
stronger, more resilient and inclusive growth.

The expansion continues

Domestic demand continues to support growth, compensating for uncertainties

weighing on global trade. Private consumption has slowed, as inflation has picked up and

reduced households’ purchasing power, but remains resilient owing to strong employment

growth. Capital spending remains solid, supported by favourable financing conditions,

robust confidence and the need, in some countries, to expand productive capacity. The

recovery in residential investment moderated in 2018, despite continuing support from

favourable financing conditions and rising incomes. Export growth has weakened this year,

following a strong performance in 2017, as uncertainties in global trade increased.

Euro area

1. Private investment is obtained as gross fixed capital formation of the total economy minus government fixed capital formation
(appropriation account), deflated by the GDP deflator.

2. New business loans to non-financial corporations in the euro area (19 countries); loans other than revolving loans and overdrafts,
convenience and extended credit card debt, with an initial rate fixation period of less than one year.

Source: OECD Economic Outlook 104 database; and European Central Bank, Statistical Data Warehouse.
1 2 http://dx.doi.org/10.1787/888933876594
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Euro area: Demand, output and prices

1 2 http://dx.doi.org/10.1787/888933877658

Memorandum items

Source: 

Note

Euro area

1. Harmonised consumer price indices, net of energy and food products for core inflation.
2. Nominal wages per employee.
3. Measured in per cent of potential GDP.
Source: OECD Economic Outlook 104 database.
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Labour market conditions are improving. The unemployment rate has fallen further,

to close to the pre-crisis level. Employment has continued to grow, more recently also in

terms of average hours worked, and labour force participation has increased in a number

of countries, pointing to sustainable improvements in labour supply. Nominal wage

growth, mainly reflecting annual growth of negotiated wages, has been strengthening for

several quarters, in line with improving labour markets. Nonetheless, there have not yet

been signs of strong real wage growth. Headline inflation has temporarily increased to

above the ECB objective, but core inflation remains stuck around 1% in annual terms. A

gradual build-up in domestic cost pressures from continuing wage growth and dissipating

slack will be necessary for a sustainable increase in core inflation.

Resilient and more inclusive growth requires further institutional and structural
reforms

In September, the ECB reiterated the timeline for withdrawing its asset purchase

programme, which is appropriate given that deflation risks have receded and monetary

policy will have to gradually shift to a less accommodative stance as the recovery

continues. As inflation is set to progressively return to the objective of below, but close to

2%, the ECB is projected to gradually tighten its policy stance, in line with the guidance that

the rates will remain unchanged at least through the summer of 2019. A cautious and

gradual reduction of support is warranted in an environment of continuing weakness in

core inflation, and to avoid potential disruptions in financial markets. It is assumed that

the deposit rate will return to positive levels, reaching 0.2% at the end of the projection

period, while the main refinancing rate will reach 0.4%, an increase of, respectively, 60 and

40 basis points between now and end-2020.

In the euro area as a whole, the fiscal stance is expected to be slightly expansionary in

2019 but become neutral in 2020. Public debt-to-GDP ratios remain above historical

averages in many countries. As the recovery continues, governments should ensure that

debt-to-GDP ratios fall significantly by improving fiscal positions and by introducing

structural reforms to strengthen growth. The credibility and effectiveness of the EU fiscal

governance should also be strengthened by simplifying fiscal rules. Progress in completion

of the banking union, in particular by creating a common fiscal backstop to the Single

Resolution Fund and reaching an agreement on the European Deposit Insurance Scheme,

remains key to enhancing the resilience of the euro area to a future downturn and financial

stability risks. The creation of a common fiscal capacity would also buttress the capacity of

the euro area to withstand negative shocks.

Sustained improvements in living standards are held back by weak productivity

growth and investment in many countries. Deepening the Single Market requires further

product market reforms to boost competition, in particular in the services sector, and to

enhance diffusion of new technologies. Swift completion of the single market in network

sectors and services would also foster productivity growth and unlock further investment,

particularly in trans-European transport and energy networks.

Growth will gradually moderate

GDP growth is projected to ease from 1.9% in 2018 to 1.6% in 2020, supported by

strongly accommodative monetary policy, improving job creation and slight fiscal support.

Private consumption growth will benefit from rising employment and more wage growth.

The recovery in business investment is expected to continue, supported by favourable
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financing conditions and the need to expand production capacity. Inflation is projected to

strengthen gradually in an environment characterised by disappearing slack and higher

wage growth.

Policy uncertainty is high and could increase further. An escalation of trade tensions

could further undermine trade and investment. Brexit is not a major macroeconomic risk

for the euro area as a whole, but countries with the closest trade links to the United

Kingdom could be severely impacted if the United Kingdom left the European Union

without a negotiated agreement. High-debt countries may have difficulties coping with

higher borrowing costs and possible contagion effects in the event of renewed stress in

sovereign bond markets or a faster-than-expected withdrawal of monetary policy support.

On the upside, a faster labour market recovery and resulting wage growth or stronger

confidence generated by an agreement on major euro area institutional reforms could lead

to stronger-than-expected growth.
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FINLAND

Output growth is projected to remain healthy, albeit moderating after the vigorous
2016-18 upturn. Exports will continue to benefit from expanding external demand and
regained competitiveness. Private consumption will be supported by rising wages and
improved employment. Inflation will pick up gradually as the economy nears full capacity.

The economic recovery and fiscal consolidation measures are stabilising government
debt. Nevertheless, rising ageing-related costs pose a longer-term challenge to fiscal
sustainability. Recent pension and labour market reforms strengthen public finances, but
enhanced work incentives are needed to lift employment further. Efficiency gains are also
key to continue providing high-quality public services in a sustainable way.

Growth has been strong and broad-based

Following several years of subdued growth, the economy has been expanding strongly

over the past three years on the back of robust domestic and foreign demand. Private

consumption has been buoyed by earnings and employment gains. Residential investment

has risen to an exceptionally high level, thanks to low interest rates and strong income

growth. Business investment is being boosted by high capacity utilisation and strong

export demand. Employment has risen substantially and the employment rate is now

approaching the 72% target set by the government for 2019. The unemployment rate has

fallen markedly but remains relatively high, partly due to labour market mismatches.

Headline inflation has picked up as energy prices soared, but core inflation remains very

muted. However, wage growth is starting to gather speed as productivity picks up and the

labour market tightens.

Raising employment further is key for sustainable public finances

The fiscal position of general government has improved on the back of increased tax

revenues and consolidation measures. Nevertheless, reducing public debt further is

Finland

1. Maastricht definition.
Source: OECD Economic Outlook 104 database.

1 2 http://dx.doi.org/10.1787/888933876632
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challenging as population ageing pushes up social spending and shrinks the working-age

population. Public spending growth needs to be contained through efficiency gains in

public services, notably health and elderly care, and lifting employment further is

necessary to increase tax revenue. A range of policy reforms have been implemented.

Pension reform entered into force in 2017, a health care and social services reform is set to

be implemented in January 2021, taxes on health and environmentally harmful

consumption have been raised and measures to contain public expenditure growth have

been taken.

Raising employment is key to address long-term fiscal challenges. The employment

rate is still lower than in any other Nordic country and structural unemployment remains

relatively high. To increase work incentives, the duration of the earnings-related

unemployment insurance benefit has been shortened. At the start of 2018, a revised labour

activation model, with stricter conditionality, entered into force and early childhood

education fees were lowered for low and middle-income families, which should increase

opportunities for more women to work in paid employment. However, boosting

employment further will require welfare reform, as high tax rates upon return to work and

complex benefit rules still undermine work incentives.

Finland: Demand, output and prices

1 2 http://dx.doi.org/10.1787/888933877677

Memorandum items

Source: 
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Economic growth will slow amid growing uncertainty

Economic growth is expected to slow as the economy approaches full capacity and as

uncertainty weakens business and consumer confidence. Private consumption growth will

subside somewhat, as rising inflation weighs on household real income. A declining

number of building permits suggests residential investment will decelerate.

Non-residential investment, however, will be strong in 2020 due to several planned major

projects, notably in the forest industry. Exports will continue to grow, with a strong

contribution from the forest and shipping industries, while import growth will be

supported by the pick-up in non-residential investment. Employment growth will be

moderate as the working-age population continues to shrink. The main downside risk to

the outlook is a slowdown in external demand. On the upside, private consumption and

investment could prove stronger than projected if the external risks recede.
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FRANCE

Economic growth is projected to continue at a pace of around 1½ per cent in 2019
and 2020. Still supportive financing conditions and business tax cuts will boost business
investment, despite slowing external demand. Lower labour taxes, a more flexible
labour market and improved training opportunities will help job creation, notably for
low-skilled workers, supporting household consumption. Core inflation will strengthen,
underpinned by the firming of the economy and a pick-up in wages.

The fiscal deficit will progressively decline, despite a temporary increase due to a
tax credit reform in 2019. Consolidation efforts remain limited, though. A further
reduction in non-priority spending is needed to put the public debt-to-GDP ratio,
currently close to 100% (Maastricht definition), on a firmly declining path and
sustainably finance ongoing tax cuts for businesses and households. In parallel, the
government should continue to pursue structural reforms to generate more inclusive
and sustainable growth.

Growth is solid

Economic activity has rebounded after a temporary slowdown. Warm weather,

prolonged strikes and some reduction in household’s purchasing power, owing to a peak in

inflation and an increase in some taxes, reduced consumption and household investment

at the beginning of 2018. However, household purchasing power has risen since then, as

employment gains have remained strong and the lowering of the housing tax and some

social contributions have taken effect.

The unemployment rate is declining and dependence on subsidised jobs and

short-term contracts has diminished. Skills shortages for high-skilled jobs are increasing

and wage growth has gathered pace. However, employment rates remain low and

lower-skilled workers face higher unemployment, lower quality jobs and worse access to

training, limiting well-being and incomes.

France

1. Four-quarter moving average.
Source: OECD Economic Outlook 104 database.

1 2 http://dx.doi.org/10.1787/888933876651
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France: Demand, output and prices

1 2 http://dx.doi.org/10.1787/888933877696

Memorandum items

Source: 

France

1. Year-on-year percentage changes of 3-month cumulated flows.
2. Maastricht definition.
Source: OECD Economic Outlook 104 database; and Ministry of the Environment.
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The effects of the recent oil price increases and gradual tax hikes on tobacco and energy
have temporarily raised consumer price inflation this year. The strengthening of the economy,
as well as second-round effects from higher energy prices, are supporting a gradual pick-up in
core inflation, but it is partly held back by the past appreciation of the euro. Higher oil prices
and the recent soft patch of exports have weakened the trade balance, but exports are set to
accelerate on the back of stronger aircraft deliveries and a rebound in tourism.

Structural reforms will support more inclusive growth

The fiscal deficit will be increased due to a large one-off business tax reduction in
2019, but is then set to decline to close to 1.7% of GDP in 2020. However, consolidation
efforts are limited. Measures to reduce the tax burden for households and firms broadly
compensate efforts to lower current public expenditures, as well as welcome hikes in
environmental and tobacco taxes, over the projection period. Lower labour and business
taxes will enhance employment incentives and boost economic performance. However,
public debt will remain historically high, at close to 100% of GDP (Maastricht definition).

Additional efforts to cut inefficient and non-priority spending are key to make room
for the ongoing tax reductions, rebuild fiscal buffers and put public debt on a firmly
declining path. The effective use of targeted expenditure reviews will be particularly
important to reduce overlap in sub-central governments’ responsibilities and to identify
areas where there is room not to replace every retiring civil servant. The rapid
implementation of reforms of adult training, health care and pensions could also foster
inclusiveness and long-term growth and reduce debt more rapidly.

Recent labour market reforms will help raise inclusiveness, skills and job quality.The 2017
labour reforms facilitate firm-level negotiations, reduce legal uncertainty surrounding
economic dismissals, simplify workers’ representation and better take into account the
situation of smaller firms in branch-level agreements. Their implementation and the
development of new firm and sector-level agreements will better align firm-level wage and
productivity developments and encourage hiring on open-ended contracts. Additional
financing for the training of low-skilled and unemployed workers, the overhaul of vocational
training, and the increased focus on apprenticeships will also improve skills and ensure better
job matches. Increasing competition in services would also strengthen employment growth.

Growth is projected to remain robust

Economic growth will remain at 1.6% in 2019 before edging down to 1.5% in 2020.
Ongoing labour market and fiscal reforms will sustain business investment and exports.
Employment gains and favourable financing conditions, as well as lower taxes on
households, will raise private consumption and support housing investment. In turn, the
tighter labour market is projected to result in higher wage and price inflation. Public
investment will continue to recover. However, weaker international momentum will weigh
on exports and business investment towards the end of the projection period.

Consumption growth might turn out stronger or weaker than expected, as the impact
of ongoing tax changes on consumer confidence and saving behaviour are hard to predict.
The effects of lower taxes and social charges on businesses, and the temporary
improvement of their financial situation in 2019, could also be stronger than expected,
leading to more dynamic investment, employment growth and consumption. However,
businesses may prefer to lower their debt instead, which would weaken growth. Renewed
financial market turbulence and economic shocks in large European economies could also
reduce exports and investment.
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GERMANY

Economic growth is projected to decline but remain solid, backed by strong job
creation and a fiscal stimulus. Trade-related uncertainties and moderating world
demand will weigh on exports. Private consumption will accelerate due to strong wage
growth and fiscal measures that increase household disposable income. Low interest
rates, high capacity utilisation and growing housing demand will support residential
and business investment. The current account surplus will fall as stronger domestic
demand fuels imports.

Strong cyclical revenue growth will keep the fiscal balance in surplus. Fiscal space
should be used to increase spending on education, high-speed broadband and
low-emission transport infrastructure, which would strengthen productivity growth and
inclusiveness. Tax reductions for low-wage and second earners along with higher
environmental and real estate taxes would promote greener and more inclusive growth.
Strengthening lifelong learning would help workers cope with technological changes
and prepare for the future of work.

Economic growth is driven increasingly by domestic demand

Strong export growth came to a halt in 2018, on the back of uncertainties about trade

policies. Moreover, new emission tests caused delays in car production. However, business

confidence and the appetite for investment are still strong due to high capacity utilisation

and low credit costs. Immigration, rising household incomes and low interest rates have

boosted housing demand and construction. House prices have risen markedly, especially in

urban areas where the supply of buildable land is scarce and inflexible. As a result, access

to affordable housing is increasingly difficult for lower and middle-income households in

booming cities. While national aggregate house prices are still low by historical standards,

residential property is starting to look overpriced in some booming urban areas. Mortgage

Germany

1. The ratio of nominal house prices to nominal disposable income per head normalised by the long-run average since 1980.
Source: Ifo Business Survey, October 2018; and OECD, Analytical House Price database.
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lending has only grown in line with income, and household indebtedness, which is

moderate relative to other countries, has been stable.

Vigorous employment gains have pushed the unemployment rate to a record low,

while the number of vacant jobs has continued to rise, in particular in long-term care and

construction. The strong labour market has resulted in a broad-based wage growth, which

supports private consumption. Job quality has also improved as the number of full-time

permanent contracts has grown strongly. Headline inflation has picked up recently on the

back of higher energy prices, but the core inflation rate remains modest.

Fiscal policies should aim to improve productivity growth and inclusiveness

Fiscal policy is supporting the expansion. Child tax allowances and benefits are

increasing along with pensions for mothers, while social contributions will be lower, in

particular for low-paid jobs. The government plans to invest 37.9 billion euros per year

from 2019 in infrastructure, education, housing and digital technology. A fund of 2.4 billion

euros was set up to expand high-speed broadband and support municipalities’ investment

in digital infrastructure in schools. Such discretionary tax cuts and spending increases will

reduce the government budget balance in 2019 and 2020.

Most of these fiscal measures are appropriate, as they promote long-run growth and

inclusiveness. However, subsidies for families who want to buy homes are likely to further

Germany: Demand, output and prices

1 2 http://dx.doi.org/10.1787/888933877715

Memorandum items

Source: 



3. DEVELOPMENTS IN INDIVIDUAL OECD AND SELECTED NON-MEMBER ECONOMIES

OECD ECONOMIC OUTLOOK, VOLUME 2018 ISSUE 2 – PRELIMINARY VERSION © OECD 2018 119

fuel an already booming housing market, which suffers from labour shortages and

insufficient flexibility of supply. This would further complicate access to affordable

housing for lower-income households. It would be preferable to concentrate on further

investment in education and infrastructure that contributes to productivity growth and

inclusiveness. Providing more opportunities for young children from disadvantaged

socio-economic backgrounds to enrol in high-quality childcare and increasing places in

full-day primary schooling will improve human capital in the long term, while making it

easier to reconcile family life and longer working hours, especially for women. The

government has committed to introduce a legal guarantee of full-day primary schooling by

2025. Financial support for municipalities’ investment in physical and digital infrastructure

needs to be coupled with simpler procedures to draw on the funds and technical support

from federal or regional governments to plan and manage infrastructure projects.

Economic growth will remain solid

Economic growth will decline due to slower growth of external demand and higher

uncertainty. It will, however, remain solid, supported by strong private consumption and

expansionary fiscal policy. Capacity constraints and labour shortages will constrain

production, especially in the construction sector, increasing wage and price inflation. Strong

domestic demand will continue to contribute to dynamic import growth and thereby narrow

somewhat the large current account surplus. A further rise in protectionism would weigh on

economic growth and employment, particularly if it involved slower growth in China or

tariffs on Germany’s car exports. Renewed financial market turbulence and economic shocks

in large European economies would also reduce exports. On the other hand, successful

integration of immigrants into the labour market, improved education and training, and an

increase in women’s working hours as a result of recent reform efforts can alleviate labour

shortages and allow companies to expand production.

Germany

1. Population aged 15-74 years. Based on the German labour force survey.
2. Percentage of unfilled job vacancies relative to total employment.
3. Average nominal wage per employee.
4. Harmonised consumer price index (HICP). Core HICP excludes energy, food, alcohol and tobacco. Projection from 2018Q4 for HICP and

core HICP.
Source: OECD Economic Outlook 104 database; and Statistisches Bundesamt.
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GREECE

GDP growth is projected to edge up to 2.2% in 2019, before moderating slightly in
2020. The large contribution of exports to growth will decline, but the recovery of
household consumption and investment will gain traction with rising confidence.
Continued implementation of the government’s reform programme will support the
recovery. Unemployment, while still high, will continue to fall.

The budget is projected to reach the authorities’ medium-term primary surplus
targets. Fiscal policy is becoming supportive with reductions in corporate income,
dividend and property taxes and in social security contributions. The debt relief and
policy measures recently agreed with European partners cap Greece’s gross public
financing needs, reintegrate Greece into the European Semester framework and
establish regular policy monitoring. The accumulated government cash buffer provides
security against external volatility.

The recovery continues

Exports have grown strongly, led by tourism and non-oil goods. Industrial production

has picked up, and confidence indicators have improved. Employment growth, while solid,

has moderated, but unemployment continues to fall and a rising share of new jobs are

full-time. Wages are rising and private consumption is growing after prolonged stagnation.

Nonetheless, unemployment and spare capacity remain high.

Insufficient financing remains a large constraint on capital spending and progress has

been slow in attracting new foreign direct investment and in privatising state-owned

assets. Bank lending to the more dynamic sectors, such as tourism and trade, has

stabilised, but overall lending is still declining. Deposits are gradually returning as capital

controls are eased. Emergency liquidity assistance to banks has been nearly eliminated.

Banks are achieving their non-performing loan reduction targets, mostly through sales or

write-offs. Non-performing business and consumer loans are being resolved faster than

Greece

Source: OECD Economic Outlook 104 database.
1 2 http://dx.doi.org/10.1787/888933876727
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mortgages, as the latter have greater legal protection. Banks’ equity prices remain volatile

on concerns over their ability to raise new funds if needed.

Continuing reforms and improving the spending mix support the stability of the
public finances

The government expects to exceed the 3.5% of GDP primary surplus target in 2018, as

revenues grow faster than spending. The 2019 draft budget projects meeting this target

while supporting activity and social inclusion. Policy measures include: lowering corporate

income, dividend and property tax rates; lowering social security contribution rates for

some self-employed and youth; introducing additional social welfare measures; and

halting the reduction in the number of civil servants. If slower growth jeopardises fiscal

targets or if the budget balance outperforms targets, the government should prioritise

targeted social and infrastructure investments and keep broadening the tax base.

Greece has agreed with its European partners on the arrangements to follow the

conclusion of the third Stability Support Programme. Further debt measures that extend

loan maturity and defer interest payments improve Greece’s debt sustainability into the

Greece: Demand, output and prices

1 2 http://dx.doi.org/10.1787/888933877734

Memorandum items

Source: 
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medium term, and cap Greece’s gross financing needs below 20% of GDP at least until 2032.

A EUR 24 billion cash buffer can cover medium-term financing needs. Greece has agreed to

maintain a primary surplus above 3.5% of GDP until 2022 and 2.2% of GDP on average

afterwards. Greece has also agreed on regular policy monitoring and continuing structural

reforms in many areas. Following the agreement, ratings agencies upgraded Greek

government debt ratings and bond yields have kept trading in a range well below the levels

of recent years.

Sustaining Greece’s recovery requires stronger investment

GDP growth is projected to edge up in 2019 as the recovery in private consumption and

investment gains traction, before moderating somewhat with softer external conditions in

2020. A budget surplus at the level of the medium-term target will support domestic

demand in 2019, as well as supporting household incomes and confidence.

While recent growth is encouraging, the recovery remains fragile. Investment remains

a key uncertainty for a sustained recovery. The scale of banks’ non-performing loans

remains a vulnerability. Deteriorating financial market and external conditions, due in part

to developments in Italy and Turkey, may limit new investment. While public debt remains

high, servicing costs are now capped and cash buffers provide an additional cushion. By

maintaining sustainable fiscal policy and the reform momentum, Greece can contain new

risks to public finances and growth. Continued improvements in relations with Greece’s

northern neighbours could further strengthen the investment and trade recovery. Deeper

reforms to improve product markets, professional services and competitiveness, and

pro-growth public investments and social transfers would strengthen Greece’s economic

outlook and inclusiveness.
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HUNGARY

The strong economic expansion is projected to slow gradually in the next two years.
Private consumption will be supported by real-wage gains and record-high employment,
while investment will be boosted by housing construction and corporate activity, as well
as disbursements of EU structural funds, albeit at a slower rate. Tight labour market
conditions will raise inflation, projected to reach 4% in 2019. As capacity constraints bite,
demand is increasingly met by imports, and growth will gradually lose momentum.

Fiscal and monetary policies are expansionary. Tax cuts and public spending
increases were introduced in 2018, and further tax cuts are scheduled for 2019. The
central bank has maintained policy rates on hold although headline inflation exceeds its
central target of 3%. Macroeconomic policies should be tightened gradually to prevent
the economy from overheating. This would also help the authorities to meet their target
of reducing public debt below 50% of GDP in the medium term.

Domestic demand will remain strong

Domestic demand is driving growth, underpinned by rising real incomes, high

consumer confidence, and supportive macroeconomic policies. Investment is expanding

fast thanks to EU disbursements, buoyant residential construction and the need to expand

capacity. Still-strong external demand is boosting exports. However, the high

import-content of private consumption and manufacturing is increasing imports, reducing

the current account surplus.

The unemployment rate fell to 3.6% in 2018, a historical low, and employment rose

steadily. The tightening labour market, public sector wage increases and a hike in the

minimum wage led to wage growth of 12% in the first eight months of 2018. Headline

inflation reached 3.8% in October 2018, reflecting price increases for fuel, food, tobacco and

alcohol rather than underlying wage pressures, while core inflation rose less.

Hungary

1. Percentage of manufacturing firms pointing to labour shortages as a factor limiting production.
Source: Eurostat Industry database; and OECD Main Economic Indicators database
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A tighter policy stance is needed

The risk of overheating means that the stimulatory macro-economic policies should

be tightened gradually. Monetary policy interest rates are still close to zero, but the central

bank has indicated it will begin to normalise monetary policy. Rates are projected to

increase in the first quarter of 2019, to help contain inflation expectations. Expansionary

fiscal measures in 2019 include tax-allowances for families, cuts in social security

contributions for businesses and VAT reductions. Spending will increase on wages,

education, infrastructure, and subsidies for house purchases. As a result, the general

government deficit will narrow only gradually, despite robust economic growth.

The period of above-trend growth provides a window of opportunity to address

medium-to-long-term fiscal challenges, including increases in ageing-related spending on

pensions and health care. Robust growth is expanding employment opportunities, which

should enable the government to scale back public work schemes. The mainly

foreign-owned export sector has been at the core of the upswing, while the domestic SME

sector has low growth, productivity and propensity to innovate. Strengthening SMEs

requires improving regulatory policies to improve the business environment, and better

development of human capital through skills upgrading.

Hungary: Demand, output and prices

1 2 http://dx.doi.org/10.1787/888933877753

Memorandum items

Source: 
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Growth is projected to slow but inflationary tensions will persist

Economic growth will gradually slow in the next two years as capacity constraints

tighten. As a result, domestic demand will be increasingly met by imports. Private

consumption will continue to benefit from surging real incomes, while business

investment will expand to meet rising capacity pressures. Housing construction will slow

in response to the re-introduction of VAT on new dwellings from 2019. New industrial

capacity coming on-stream will support exports, but rising unit-labour costs will slow

market-share gains and export market growth will slow. The projection is subject to

downside risks. Higher-than-expected wage increases could de-anchor inflation

expectations and require a sudden tightening of monetary policy, thus harming growth. On

the other hand, a faster reduction in public work schemes could reduce wage pressures,

sustaining growth. Hungary remains vulnerable to spillovers from financial turmoil in

emerging-market economies, which would jeopardise financial stability. A hard Brexit

would hurt Hungary’s exports and business confidence.
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ICELAND

Growth is projected to slow towards more sustainable rates. Consumption growth
will ease as employment and wages decelerate. Exports of goods and services, especially
tourism, will weaken after a strong 2018, while imports will decline following slowing
internal demand. The residential housing boom will ease and the growth of private
investment will weaken. The unemployment rate remains low, at around 3%.

Inflation is creeping up, mainly due to a weaker exchange rate and higher import
prices. The central bank raised the policy interest rate and is projected to increase it
further to anchor rising inflation expectations. Fiscal policy is projected to be broadly
neutral. However, a tighter stance via current expenditure containment would be
appropriate as price pressures persist and public debt is declining only slightly. The
planned tax relief for low-income earners will strengthen work incentives and make the
economy even more egalitarian.

Growth is slowing

Despite strong wage growth, private consumption is slowing because of easing

employment growth. Exports of marine products were exceptionally high in 2018, but arrivals

at Keflavik airport show weakening foreign tourism. Business investment is recovering from

the slump earlier in 2018 but remains weaker than expected as demand momentum is

declining. Capital flows remain muted despite a narrowing interest rate differential with other

countries. Unemployment remains low and under-employment has edged down further.

Fiscal policy remains accommodative

The projection includes considerable fiscal spending increases, as planned by the

government, in particular for infrastructure that boosts potential growth. Relief on income

taxes and social contributions for low-income earners will strengthen work incentives and

help reduce income inequality. Although the budget remains in surplus and fosters

inclusive growth, fiscal policy should be more contractionary, especially by streamlining

Iceland

Source: OECD Economic Outlook 104 database.
1 2 http://dx.doi.org/10.1787/888933876765
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public consumption, to build fiscal buffers. On current policies, public debt will decline

only gradually.

Inflation is below the central bank’s target but edged up in the second half of 2018,

mainly because of wage drift, a weakening króna, and rising import prices. In November, the

central bank raised its policy interest rate by 0.25%, the first increase since end-2015. Rates

are projected to rise further to reduce inflationary pressures, which will also help stabilise

the króna. Capital inflows to Iceland will ease further as relative rates of return are declining.

Iceland is one of the most egalitarian economies of the OECD thanks to high

employment, low pay and employment differences between men and women and a

targeted tax and benefit system. Over the past years, income inequality has declined

further. The planned tax and social contribution reliefs for low-income earners will help

make Iceland even more egalitarian.

Growth continues to slow

Growth is projected to slow to 2.8% in 2019 and 2.6% in 2020, owing to weaker exports,

weaker business investment and slowing household consumption. Public investment for

roads, schools and a new hospital will partially offset the decline in business investment

and increase longer-term potential growth. The small size of the economy makes it volatile

and vulnerable, and minor changes to the outlook in the main foreign markets can quickly

translate into large internal rebalancing. Risks also remain that a major volcanic eruption

could destroy infrastructure and disrupt trade and transport far beyond Iceland.

Iceland: Demand, output and prices

1 2 http://dx.doi.org/10.1787/888933877772
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INDIA

Economic growth will slow somewhat but remain robust, at close to 7½ per cent in
2019 and 2020. Higher oil prices and the rupee depreciation are putting pressure on
demand, inflation, the current account and public finances. However, business
investment and exports will be strong, as past structural reforms – including the new
Insolvency and Bankruptcy Code, smoother implementation of the Goods and Services
Tax (GST), better roads and electricity and bank recapitalisation – are paying off.

Monetary policy will need to be tightened as inflation expectations are trending up
and there are several upside risks to inflation. Containing the relatively high public
debt-to-GDP ratio would require controlling contingent liabilities, such as those
stemming from public enterprises and banks. Further subsidy reform would help make
social spending more effective. Improving public banks’ governance is also key to avoid
a new wave of non-performing loans and to support the investment recovery.

Investment and exports are key growth engines

Investment is growing steadily, driven by the gradual increase in capacity utilisation,

large infrastructure programmes and recent structural reforms which are supporting

investors’ confidence, in particular the new Insolvency and Bankruptcy Code and public

bank recapitalisation. The rebound in exports is supported by a weaker rupee and an

easier-to-comply-with Goods and Services Tax. Private consumption remains strong, in

particular in rural areas where incomes are benefitting from the good monsoon and steady

government spending on rural roads, housing and employment programmes.

Consumer price inflation remains within the target band, partly reflecting one-off factors,

such as a good monsoon, lower excise taxes on oil products and the government’s request to

public-sector oil marketing companies to lower their margins. However, pressures on inflation

are rising from the rupee depreciation and recent increases in wages and housing allowances

for public employees. Core inflation and inflation expectations are edging up.

India

1. Core inflation excludes food, beverages and fuel.
Source: OECD Economic Outlook 104 database; and Central Statistics Office.
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The current account deficit is increasing, driven by India’s growth differential with

other economies and higher oil prices. Financing the deficit is becoming more challenging

as foreign direct investment inflows are sluggish and portfolio capital is being pulled out by

higher yields in advanced economies. The government has hiked import duties to limit the

current account deficit and lessened constraints on firms’ external borrowing. The

India: Demand, output and prices

1 2 http://dx.doi.org/10.1787/888933877791
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India

1. Real effective exchange rate calculated using a basket of 36 currencies (trade weighted).
Source: Reserve Bank of India.
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depreciation of the real effective exchange rate remains moderate. External vulnerability is

now less of a concern than in previous episodes of financial turmoil as macroeconomic

fundamentals have improved and foreign exchange reserves have been replenished.

Further structural reforms are key to improving living standards for all

India has little fiscal and monetary space. Ratios of public deficit and debt to GDP

remain high. Demonetisation, GST and tax amnesties have spurred the formalisation of

the economy and resulted in an increase in the number of taxpayers. However, the hike in

public wages and pensions, stress in corporate and bank balance sheets, debt waivers for

farmers and cuts in excise taxes are putting pressure on fiscal outcomes. As a result, there

is little scope to finance better infrastructure and social services. To maintain inflation

within the target range and anchor inflation expectations, the projections incorporate

marginal increases in monetary policy rates.

Structural reforms are vital for sustaining growth and rising living standards. The

ongoing subsidy reform – replacing price subsidies by direct cash transfers to households

via their bank account and using a unique identification number – makes household

support more equitable and efficient. It also improves financial inclusion, reduces market

distortions and generates public savings. Successful local experiments in reforming food

and fertiliser subsidies should be extended. The new Insolvency and Bankruptcy Code (IBC)

helps resolve non-performing loans and gradually changes debtors’ behaviour. Reaping the

full benefits of the IBC would require increasing judicial resources. Getting the financial

sector back to health would require that the planned recapitalisation of public banks be

accompanied by governance reforms and better systems to avoid bank fraud.

Creating more and better jobs is a priority to raise living standards and reduce informality

and income disparities. Adjusting training programmes to meet employers’ needs is essential

to support job creation in the formal sector, productivity and export performance. Labour

regulation reforms at the state level should be assessed and replicated if successful.This would

require up-to-date data on employment and the quality of jobs. There is also scope to boost

India’s participation in global value chains, productivity, and incomes by further improving the

ease of doing business and opening India more to trade and investment.

Growth is projected to remain strong in 2019 and 2020

Tighter financial conditions, higher oil prices, adverse terms of trade, lower growth in

partner countries, and rising political uncertainties in India and abroad will tend to reduce

growth somewhat. Even so, economic activity is projected to slow only marginally from a

high level. Recent improvements in the GST administration, enabling exporters to get

faster tax refunds, and the depreciation of the rupee will boost exports. Corporate

investment will remain vigorous, supported by recent structural reforms and better

infrastructure (in particular road and energy provision). Inflation pressures will be

reinforced by the decision to raise minimum support prices and government purchases of

some agricultural products. The Reserve Bank’s credibility in targeting inflation and the

projected marginal increases in policy rates will help anchor inflation. Confidence and

investment would suffer from unexpected difficulties in non-bank financial institutions

and delays in reducing non-performing loans. A further increase in oil prices and

contagion from turbulence in other emerging-market economies are the major external

risks. On the other hand, the hike in US tariffs on Chinese imports could benefit India’s

exports, in particular in the textile sector.
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INDONESIA

Economic growth is projected to remain above 5% in 2019-20. Rising incomes will lift
private consumption. Tighter financial conditions will weigh on firms’ investment but
ongoing infrastructure investment will provide support. Slower growth in trading
partners will be a drag on exports, but improvements in regulations and connectivity,
along with greater price competitiveness from currency depreciation, should support
gains in market share. Inflation is set to remain relatively subdued notwithstanding the
rupiah depreciation and higher fuel prices. Higher import prices have widened the
current account deficit.

Bank Indonesia has raised interest rates by 175 basis points since mid-May to
contain capital outflows. Further pre-emptive tightening is projected as US interest rates
rise. The budget deficit is set to narrow slightly. Reforms to improve the efficiency of
spending, shift social assistance towards targeted transfers and further lower costs of
doing business would support inclusive growth.

The economy is growing at a healthy pace

Consumption growth has picked up, thanks to ongoing job creation and expanding

government social programmes. Confidence indicators have edged down most recently but

still point to continued growth. Low headline inflation, at around 3%, is also supporting

real income growth. Core inflation is also low and administered energy prices are frozen for

2018-19. Investment growth has eased from high levels but remains supported by

infrastructure investment.

Exports have grown faster than export markets. Increased imports of capital goods

and higher oil prices pushed the trade balance into deficit during 2018. Consequently, the

current account deficit has widened but it remains moderate, at 2.9% of GDP in the first

three quarters of 2018.

Indonesia

1. The Manufacturing Purchasing Managers Index is a survey-based leading indicator. An index above 50 indicates an overall increase
and below 50 an overall decrease in economic activity.

Source: CEIC; Markit; and OECD Economic Outlook 104 database.
1 2 http://dx.doi.org/10.1787/888933876822
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Monetary and fiscal policies are prioritising stability

In the course of 2018, capital outflows have pushed up bond yields and lowered equity

prices, tightening financial conditions. Yields on US-dollar-denominated debt have been

driven higher by rising US interest rates, but the spread for Indonesian debt has widened only

slightly. Rupiah depreciation adds to the cost of servicing foreign-currency-denominated debt.

While the coal price is high, palm oil and rubber prices have declined.

Indonesia: Demand, output and prices

1 2 http://dx.doi.org/10.1787/888933877810

Memorandum items

Source: 

Indonesia

1. Excludes administered and volatile food prices.
Source: CEIC; Thomson Reuters; and OECD Economic Outlook 104 database.

1 2 http://dx.doi.org/10.1787/888933876841
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Bank Indonesia has raised policy rates by 175 basis points since mid-May to stem capital

outflows. So far, bank lending rates – which are high relative to deposit rates – are little

changed, thereby limiting the effect of this tighter monetary policy on the domestic economy.

However, Bank Indonesia will likely need to increase interest rates during the projection period

as US interest rates rise. Allowing additional gradual rupiah depreciation would reduce the

steepness of the required policy tightening. Bank Indonesia has also been introducing new

financial instruments to facilitate hedging, including a new overnight benchmark interest rate

and interest rate swaps. Additional financial market deepening would enhance resilience.

The fiscal deficit is projected to narrow, which will widen the buffer vis-à-vis the

3%-of-GDP deficit cap and reduce borrowing. Improving the effectiveness of public

spending could support growth. The international oil price has increased since the last

budget but further increases in the subsidy for diesel should be resisted to avoid crowding

out other spending. Restarting energy subsidy reform would free up additional funds for

better targeted social assistance. More cost-reflective fuel prices would lower fuel demand,

curbing imports and improving environmental outcomes. Improving tax compliance, by

investing in tax administration, would help fund infrastructure and social outlays.

The government has announced a range of measures to curtail imports, including:

mandating increased use of biodiesel and hiking withholding taxes on 1 147 imported

goods (mostly consumer goods). Boosting exports by streamlining regulations and

reducing port waiting times, for example, would better support the economy.

Reinvigorating reform momentum could make the economy more resilient and

inclusive amid rising global trade tensions. Continuing to reduce the cost of doing

business, fight corruption and relax the negative investment list would help attract foreign

direct investment. The new Online Single Submission system for licensing is welcome and

should be improved based on user feedback. Experimenting with relaxed employment

regulations and a discounted minimum wage for youth in special economic zones could

increase formal employment.

Growth will remain solid

GDP growth is projected to remain above 5% in the next two years. Income growth will

support a pick-up in consumption growth. Investment growth is expected to remain

robust, partly due to infrastructure investment projects that are already underway. Slowing

trading partner growth will increasingly weigh on exports. Nonetheless, recent exchange

rate depreciation will curb imports and improve export competitiveness, supporting

output growth and helping to narrow the current account deficit. Earlier improvements to

regulation and infrastructure will also support export growth. Higher import prices,

including for oil, will likely increase inflation somewhat. Nonetheless, inflation is projected

to remain inside the target band, which in 2020 will be lowered to between 2% and 4%.

A key downside risk to the projections is that capital outflows intensify, which would

lead to further depreciation and likely require tighter monetary policy. Domestic demand

would be softer if banks passed on more of the policy interest rate hikes to lending rates.

Although Indonesia is less integrated in global value chains than other countries in the

region, heightened trade tensions would slow growth through lower exports as well as

indirectly via sentiment and commodity prices. A decline in oil prices would ease cost

pressures, boost growth and narrow the current account deficit. Conversely, a rebound in

the prices of commodities that Indonesia exports would raise incomes.
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IRELAND

Economic activity in Ireland is projected to remain robust, but to ease gradually.
Abstracting from volatile activities of multinational enterprises (MNEs), underlying
domestic demand will remain strong, underpinned by solid employment growth and
consumption. As the economy approaches full employment, job growth will moderate
while wage pressures will be significant, feeding into higher inflation. Property prices
will remain very high, spurring strong construction investment.

The fiscal position will not improve much over the next two years. The government
should remain committed to improving the fiscal position, but be ready to ease the fiscal
stance to mitigate the impact of a potentially disorderly conclusion to Brexit
negotiations. Ireland would be one of the most negatively impacted EU countries of such
an outcome. The implementation of a new development plan aimed at economic,
environmental and social progress should be conditional on improving the fiscal
position, and the authorities should ensure that the associated projects are carefully
prioritised.

The strong expansion continues

Underlying domestic demand has been growing by more than 5% at an annual rate

over the past few quarters. Solid consumption has been driven by strong gains in

employment and income, and more generally improved consumer confidence. With the

unemployment rate having declined rapidly, wage growth has risen markedly. Business

confidence remains at high levels in all sectors. Yet inflation remains low largely due to the

appreciation of the euro against the pound sterling, although it has been stronger in the

non-tradable sector, running at or above 2%.

The property market remains buoyant and has been driving strong credit growth.

House prices continue to rise strongly, driven by strong income growth and a shortage of

Ireland

1. Real wages are nominal wages adjusted for headline inflation.
2. 4-quarter average of gross new lending by banks to Irish resident SMEs.
Source: OECD Economic Outlook 104 database; and Central Bank of Ireland.

1 2 http://dx.doi.org/10.1787/888933876860
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supply, though they are currently at well below pre-crisis levels. New housing completions

have been catching up with demand, but there will continue to be shortages in the dwelling

stock for some time. Rising property prices are becoming a concern for competitiveness

and for housing affordability for low-income households. The construction sector has been

increasingly contributing to employment and investment.

Policies should aim at ensuring sustainability

Macro-prudential policy tools that are currently in place, such as loan-to-value caps,

have reduced the share of risky loans in the financial system. Given the risk of overheating

in the property market, the Central Bank of Ireland will impose an extra capital buffer

equivalent to 1% of banks’ risk-weighted assets from July 2019, and additional buffers

should be added swiftly if needed.

The improvement in the fiscal position will slow over the next two years. Given

uncertainties to the outlook, the government should remain committed to improving the

Ireland: Demand, output and prices

1 2 http://dx.doi.org/10.1787/888933877829

Memorandum items

Source: 
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fiscal position, but be ready to ease the fiscal stance to mitigate the impact in the event of

a disorderly conclusion to Brexit negotiations. The authorities are planning to increase

public investment further by EUR 116 billion (39.5% of 2017 GDP) in the National

Development Plan over the next ten years, with a focus on education, public transport and

housing. The plan should be implemented conditional on pursuing the target of further

reducing public debt and only projects with the highest social returns should be

implemented.

The economy will face capacity constraints and uncertainties

The economy is projected to grow robustly in the coming two years. Output will

however expand at a somewhat more moderate pace due to increasing capacity

constraints and high external uncertainty. As the unemployment rate will reach

historically low levels, wage pressures will be significant and push up inflation strongly

even as the effects from the depreciation of the pound sterling dissipate.

Risks to the outlook are elevated, the most immediate one being a disorderly

conclusion to Brexit negotiations. Changes in the international tax regime could affect FDI

decisions by multinationals, posing a significant risk for Ireland. Property prices may

increase more strongly than projected, which would further boost construction activity in

the near term but may lay the foundation for another boom-and-bust cycle if associated

with another surge in credit growth. Persistently high private indebtedness also poses a

downside risk, as it leaves the economy sensitive to rising interest rates.
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ISRAEL*

Strong growth is projected to continue, but to cool slightly through 2020. Expansionary
fiscal policy and low interest rates will boost domestic demand. The current account will
nevertheless remain in small surplus. Inflation will rise towards the centre of the Bank
of Israel’s target range.

The planned budget deficits are high for this stage of the cycle. Steady fiscal
consolidation will be needed to reduce public debt relative to GDP and ensure room for
manoeuvre in the next downturn. With inflation rising back into the target range and
unemployment low, the monetary authorities should consider raising currently
ultra-low interest rates gradually.

Underlying growth continues despite a mid-year blip

Underlying growth has remained strong despite a temporary slowdown in activity in

mid-year. Housing investment has been falling quite fast, while other investment and

consumer demand have remained buoyant. Unemployment has reached low levels, but is

no longer declining. Inflation has trended up during the year as wage growth has picked up

and energy prices have risen, but remains in the lower half of the central bank’s 1-3% target

range. The goods trade deficit has been rising, with strong import growth early in the year

and rising energy prices.

Prudent fiscal policy is needed

Based on current commitments, higher government expenditure will boost growth

through 2018-19. This increase in expenditure, which was partly fuelled by one-off

* 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.

Israel

1. Deflated by the private consumption deflator.
Source: Bank of Israel; and OECD Economic Outlook 104 database.

1 2 http://dx.doi.org/10.1787/888933876879
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revenues, will make it more difficult for the government to meet its current fiscal targets.

Furthermore, with a widening positive output gap, fiscal policy should avoid a pro-cyclical

position, apart from measures to boost medium-term growth. Hence, expenditure cuts or

tax hikes will be needed in the coming years to reduce the ratio of debt to GDP and to

ensure sufficient room to manoeuvre in a possible downturn. The Bank of Israel has kept

its policy rate at 0.1% since March 2015. With inflation back in the Bank’s target range for

the first time since 2013, still low unemployment and a widening positive output gap, a

gradual increase of the interest rate, as projected, is needed.

Structural reforms to increase the labour market participation and productivity of

disadvantaged groups, for example improved training of the Israeli-Arab and

Ultra-Orthodox communities, as well as reforms targeting the functioning of product

markets and public transport infrastructure, should be implemented to strengthen both

supply conditions and social cohesion. Policies to close the relatively large gender wage

gaps should also be pursued, for example by encouraging more female participation in

science, technology, engineering or mathematical studies in secondary and tertiary

education.

Growth is projected to stay robust

The projected increase in policy interest rates will help to slow private consumption

and investment growth. Domestic demand will gradually decline, slowly raising

Israel: Demand, output and prices

1 2 http://dx.doi.org/10.1787/888933877848

Memorandum items

Source: 
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unemployment rates towards long-term potential levels. In 2019, the development of new

offshore gas fields is expected to reduce energy imports and boost the trade balance.

Overall, these forces will support GDP growth which will nonetheless gradually decline

towards more sustainable levels. Growing regional geopolitical tensions are a downside

risk to the forecast, while a faster-than-expected development of offshore gas fields and

new gas export deals could boost GDP growth.
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ITALY

GDP growth is projected to be 0.9% in 2019 and 2020. Private consumption will
moderate, as lower employment growth and rising consumer price inflation temper real
household disposable income gains and offset the positive effect of expansionary fiscal
policy. Business investment will slow as domestic and external demand growth
weakens. With weak domestic demand, the current account surplus will remain around
2.5% of GDP.

Fiscal policy will turn expansionary in 2019, widening the budget deficit to 2.5% of
GDP in 2019 and 2.8% in 2020. Public debt, which has been gradually falling in relation to
GDP, will instead stabilise at a high level. Government bond yields have surged by
185 basis points since mid-2018. Policies should ensure that social spending is
sustainable, effective and inter-generationally fair. While systemic banks are well
capitalised and the stock of non-performing loans is declining, banks’ balance sheets are
vulnerable to further increases in sovereign bond yields. Measures to strengthen
competition in product markets, enhance education and skills, and improve work
incentives are a prerequisite to raise economic growth durably.

The recovery has lost momentum

Private consumption is slowing and the household saving rate has increased. Job

growth continues to be driven largely by temporary contracts and has recently levelled off.

Unemployment is declining, but discouraged job seekers are leaving the labour force.

Energy prices have pushed up consumer price inflation, which has risen above

private-sector wage growth, eroding household purchasing power. Slowing external

demand and uncertainty about global trade arrangements have hurt exports.

Private investment is still expanding, supported by fiscal incentives and renewed bank

lending to non-financial corporations. Bank lending rates remain low, though they started

Italy

1. Non-performing loans as share of banks' total lending to non-financial corporations (NFCs).
Source: OECD Economic Outlook 104 database; and Bank of Italy.

1 2 http://dx.doi.org/10.1787/888933876898

−5

−4

−3

−2

−1

0

1

2

3

4

5

2010 2012 2014 2016 2018 2020

% change, a.r.                                       

 Real GDP

 Employment

The recovery has lost momentum

4

6

8

10

12

14

16

18

20

22

650

700

750

800

850

900

950

1000

1050

1100

2011 2013 2015 2017

%                                                             Thousands EUR, s.a.

←  Non−performing loans ratio¹   

     Non−performing loans to NFCs    →

Banks’ non−performing loans have declined substantially



3. DEVELOPMENTS IN INDIVIDUAL OECD AND SELECTED NON-MEMBER ECONOMIES

OECD ECONOMIC OUTLOOK, VOLUME 2018 ISSUE 2 – PRELIMINARY VERSION © OECD 2018 141

Italy: Demand, output and prices

1 2 http://dx.doi.org/10.1787/888933877867
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Source: 

Italy

Source: OECD Economic Outlook 104 database.
1 2 http://dx.doi.org/10.1787/888933876917
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to rise in mid-2018. The stock of non-performing loans on the balance sheet of banks has

dropped markedly over the past two years and the ratio of new non-performing loans to

outstanding loans has fallen below 2%. The latest EU-wide stress test indicates that Italian

systemic banks are well capitalised. However, the share of Italian sovereign bonds in banks’

total assets has increased from 9 to 10% since late 2017, strengthening the link between the

state of the public finances and banks’ health.

Residential investment has yet to recover, though the demand for mortgages is rising

and house prices have stopped falling. Construction output has bottomed out and the

number of building permits is rising. By contrast, public investment is declining, hampered

by long-standing planning and execution delays.

Prudent fiscal policies and structural reforms are needed to boost growth and tackle
deep social and regional divides

The general government budget deficit is projected to rise from 1.8% of GDP in 2018 to

2.5% in 2019. For 2019, the government plans to enact an expansionary budget with net

new measures amounting to 1.2% of GDP, mostly consisting of higher spending. The main

measures include repealing the planned VAT hike, lowering the retirement age,

introducing a guaranteed minimum income targeting the poor, and increasing public

investment. These expansionary policies will be offset only partly by spending cuts and

various revenue-raising measures imposed on banks and corporations. Overall, according

to the Draft Budgetary Plan, taxes on business income (excluding taxes on banks) will rise

by 0.1% of GDP. The OECD projections assume that the government will take additional

measures, as planned, to contain the deficit if output growth in 2019 turns out to be below

the government’s projections. The budget deficit is projected to rise further to 2.8% of GDP

in 2020, assuming no major changes in policies and no VAT hike.

The budget rightly aims to help the poor but given its composition, the growth benefits

are likely to be modest, especially in the medium term. The guaranteed minimum income

greatly strengthens anti-poverty programmes but to be effective and contain costs the

government needs to accelerate the reforms to enhance job-search and training

programmes, as well as social inclusion policies. Building on the work already done by

many municipalities in the context of the new anti-poverty programme (Inclusive Income

Scheme, REI) rolled out in early 2018 would deliver better and faster results. The reduction

in the retirement age will worsen inter-generational inequality by increasing already high

pension spending and will lower growth in the long run by reducing the working age

population. The increase in business income taxation will more than offset the small

positive effect of the limited extension of the simplified tax regime (i.e. flat tax) for the

self-employed and micro-enterprises. Given slow growth, rising interest costs and a larger

deficit, the public debt ratio will cease to decline and remain at nearly 130% of GDP on a

Maastricht basis.

Economic and social reforms and a prudent fiscal policy must continue if Italy is to

enhance social cohesion and boost growth. Without sustainable fiscal policy, the room for

the public sector to provide benefits and help the poor will inevitably narrow. Gradually

raising the primary budget surplus and boosting growth is key for a durable reduction of

the public debt-to-GDP ratio.

Targeted and well-funded anti-poverty programmes require effective job-search and

training policies to encourage participation in the formal labour market and reduce social
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exclusion. Reforms to increase competition in sectors where entry is still restricted, such

as many local public services, would increase business dynamism and provide better

services to users. A permanent cut in social security contributions would encourage firms

to hire new workers. Strengthening the agency responsible for coordinating active labour

market policies across regions (ANPAL) is key to boosting job growth. Improving public

administration efficiency – by using digital technologies more extensively and enhancing

human resource management – at central and local levels would enhance and equalise the

provision of basic public goods and services across the country and increase trust in public

institutions. Improving the effectiveness of the public administration is also crucial to

accelerate infrastructure projects and strengthen the effectiveness of regional

development policies. Simplifying the public procurement code would accelerate public

investment and need not undermine measures to fight and prevent corruption. The role

and power of the anti-corruption authority (ANAC) should be protected.

Growth will be weak

GDP growth is projected to slow to 0.9% in 2019 and 2020. Rising uncertainty and

higher interest rates will lower the propensity of households and firms to consume and

invest, offsetting the effects of the fiscal expansion on activity. Slowing growth in Italy’s

main trading partners will hinder export growth. The investment recovery, though

moderating, will continue to support import growth. While consumer price inflation will

rise, modest productivity growth will curb wage growth, resulting in real wage losses. This,

along with slowing employment growth, will slow household consumption growth.

Renewed financial market turmoil would accelerate the rise in borrowing costs for

households and firms and sap confidence, reducing investment and consumption growth.

A further sustained increase in government bond yields would hurt banks’ balance sheets

and capital ratios, which could lead to lower lending. This would also increase public debt

servicing costs markedly. The aggravation of protectionism would harm international

trade, lowering export growth and leading firms to cut back their investment plans. By

contrast, investment could prove more resilient than projected if residential investment

and construction rebound. Lower energy prices would boost household purchasing power

and private consumption.
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JAPAN

Economic growth is projected to remain around 1% in 2018-19, as record-high
corporate profits and labour shortages drive business investment. In addition, stronger
wage gains will support a pick-up in private consumption in 2019. Although the October
2019 consumption tax hike will temporarily reduce demand, growth is projected to
resume in early 2020, buoyed by additional government spending and the 2020 Olympic
Games in Tokyo. Sustained growth, combined with higher oil prices, is expected to boost
inflation to 1½ per cent (excluding the impact of the consumption tax hike) in 2020.

Government debt relative to GDP, which is the highest ever recorded in the OECD
area, poses serious risks. Achieving fiscal sustainability requires a detailed
consolidation programme that includes gradual hikes in the consumption tax,
beginning with the planned increase in 2019, and measures to control spending in the
face of rapid population ageing. With the working-age population declining, additional
policies to sustain employment and structural reforms to boost productivity are a
priority. Monetary policy needs to remain expansionary until the 2% inflation target is
achieved.

Private consumption and business investment have been driving growth

The current expansion, which began in December 2012, is on track to become Japan’s

longest post-war upturn in early 2019. However, the benefits for households have been

limited by weak wage growth. Private consumption during this expansion has risen at an

annual rate of only 0.6% in per capita terms, well below the 1.5% pace of per capita output.

Headline consumer price inflation is around 1% in 2018.

Japan

1. The diffusion indices show the number of firms responding they had an excess number of workers minus those reporting a shortage
and the number responding that they had excess capacity minus those with a capacity shortage. A negative number thus indicates
an overall shortage of labour and capacity.

2. Seasonally-adjusted data (three-month moving average) based on establishments with 30 or more workers.
3. Deflated by the consumer price index, excluding rent.
Source: Bank of Japan; and Ministry of Health, Labour and Welfare.
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Growth has been led by private consumption and business investment. The

accelerating decline in the working-age population is exacerbating labour shortages,

particularly in services. The unemployment rate is around 2½ per cent, while the ratio of

job openings to applicants has risen to its highest level since 1974. Wage growth has been

sustained by an 8.6% rise in summer bonuses in 2018 in large firms and by tax incentives,

thereby supporting private consumption. Labour shortages, combined with capacity

shortages and the record high level of corporate profits in 2018, is stimulating business

investment. However, exports declined in the third quarter of 2018 in the context of weaker

world trade growth.

Ensuring fiscal sustainability also depends on monetary policy and structural
reforms

Japan’s gross general government debt has risen to 226% of GDP. With a primary deficit

of around 3% of GDP in 2018, the target of a primary surplus has been pushed back from FY

2020 to FY 2025. To offset the impact of the October 2019 hike in the consumption tax from

8% to 10%, the government is planning exceptional measures, such as a temporary

increase in spending and a cut in taxes on cars and housing, in FY 2019-20. The impact of

the tax hike on the budget deficit will be limited by the decision to use half of the

additional revenue for new spending programmes. Japan needs a detailed and concrete

Japan: Demand, output and prices
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consolidation plan to ensure confidence in its fiscal sustainability by achieving a primary

surplus and putting the government debt ratio on a downward path. Measures to raise

revenues should rely primarily on less-distortive taxes, notably the consumption tax and

environmentally-related taxes. The 2019 consumption tax hike should be followed by

gradual further increases that raise it towards the 19% OECD average. On the spending side,

the key is to contain social spending, notably health and long-term care.

Large-scale government bond purchases by the Bank of Japan, which now owns 45% of

the outstanding stock of government bonds, has mitigated the impact of high government

debt. Under its “yield curve control” policy, the central bank is keeping the yield on 10-year

government bonds close to zero. The Bank of Japan is committed to continue expanding

the monetary base until CPI inflation (excluding fresh food) exceeds the 2% target and stays

above it in a stable manner. The projection assumes that the supportive monetary stance

continues through 2020.

Japan’s shrinking and ageing population makes it important to remove obstacles to

employment for older persons through labour market reform, including abolishing the

mandatory retirement age, which is currently set at 60 by most firms. Breaking down

labour market dualism would promote female employment and reduce Japan’s large

gender wage gap. The government has proposed allowing foreign nationals who have

completed training programmes in Japan to remain for up to five additional years to work

in sectors facing severe labour shortages, such as construction and long-term care. The

New Economic Policy Package set an ambitious target of doubling labour productivity

growth to 2% by 2020 through a range of measures, including corporate governance

reforms, financial support for investment in ICT by SMEs and tax incentives for wage and

investment increases. Japan is promoting trade liberalisation through its leadership in the

Japan

1. Government projections in July 2018. It assumes that the hike in the consumption tax rate from 8% to 10% is implemented as planned
in 2019. The primary balance is central and local governments, as a percentage of GDP on a fiscal year basis.

2. Excluding the effects of the April 2014 consumption tax hike, which added 2 percentage points to inflation in FY 2014 according to a
government estimate. It also excludes the scheduled October 2019 consumption tax hike, which would add 1 percentage point to
inflation in the fourth quarter of 2019, and the impact of free childcare for children aged three to five, which would reduce it by
0.5 percentage point, according to an OECD estimate.

3. OECD measure, which excludes food and energy.
Source: Cabinet Office; OECD Economic Outlook 104 database; and Bank of Japan.
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Comprehensive and Progressive Agreement for Trans-Pacific Partnership (TPP-11), which

should go into effect in 2019.

The tax hike will have only a temporary impact on output

Output growth is projected to remain around 1%, in line with Japan’s potential rate, in

2018-19 before slowing to 0.7% in 2020 following the 2019 tax hike. However, the impact of

the consumption tax rise will be temporary and partially offset by planned fiscal measures.

Growth depends significantly on wage developments. While the jump in bonus payments

in 2018 is a positive sign, larger increases in basic wages are important to sustain private

consumption. Protectionism remains a risk, though under the new initiative for a Trade

Agreement on Goods with the United States, no new trade restrictions are to be introduced

while negotiations continue. Japan’s unprecedentedly high level of public debt is a key risk.

A loss of confidence in Japan’s fiscal sustainability could destabilise the financial sector

and the real economy, with large negative spillovers to the world economy.
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KOREA

Economic growth is projected to remain close to 3% through 2020, as fiscal stimulus
offsets sluggish employment growth, which reflects double-digit hikes in the minimum
wage in 2018-19 and restructuring in the manufacturing sector. Measures to stabilise the
housing market have led to a decline in construction orders for residential property.
Inflation is expected to edge up from 1½ per cent toward the 2% target, while the current
account surplus will remain above 5% of GDP.

Hikes in the minimum wage should be moderated to avoid negative effects on
employment. The “income-led growth” strategy, driven by minimum wage increases
and higher public employment and social spending, needs to be supported by reforms to
narrow productivity gaps between manufacturing and services, and between large and
small firms. Short-term fiscal stimulus should be accompanied by a long-term
framework to cope with population ageing, which will be the fastest in the OECD. With
inflation below target, the withdrawal of monetary accommodation should be gradual.

Domestic demand has slowed

Output growth fell below 3% in 2018, reflecting a slowdown in fixed investment and

employment. With employment growth dropping from 1.2% in 2017 to 0.4% in the first

three quarters of 2018, the unemployment rate reached 4% for the first time since 2010. The

16.4% hike in the minimum wage in 2018 and restructuring in manufacturing have

negatively affected the labour market, although a pick-up in wage growth is limiting the

impact on household incomes and private consumption. With tighter regulations on

mortgage lending, residential property construction orders started to decline in mid-2018.

Core inflation has fallen to 1% in the context of sluggish domestic demand, government

measures that reduce the cost of education and healthcare and a cut in the consumption

tax on cars. Export growth has remained robust despite slowing international trade.

Korea

1. A 24-month moving average.
Source: Statistics Korea; OECD Economic Outlook 104 database; and Bank of Korea.
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Supportive macroeconomic policies should be accompanied by structural reforms

The government is responding to weaker domestic demand with fiscal stimulus.

Spending is to increase by 9.7% in 2019, the highest since 2009 in the wake of the global

recession. Social welfare spending is the priority, along with outlays for job creation, which

are set to rise by 22%. In addition, the government aims to boost public employment by 34%

over 2017-22. Despite increased spending, the general government budget will remain in

surplus at around 2% of GDP in 2019, while government debt is low at just under 45% of

GDP.

The policy interest rate has remained at 1.5% since late 2017. With consumer price

inflation below 2%, the normalisation of monetary policy should be gradual. Monetary

policy also needs to consider potential risks to financial stability, including capital flows

and household debt, which rose at an 8% pace in the first half of 2018. At 186% of net

disposable household income in 2017, household debt remains a headwind to private

consumption.

Raising labour productivity, which is 46% below that in the top half of OECD countries,

is increasingly important for growth as the working-age population peaked in 2017. The

priority is regulatory reform, focusing on services, where labour productivity is less than

half of that in Korean manufacturing. Policies to promote entrepreneurship and raise

productivity in SMEs are also needed to promote inclusive growth. Increasing female

Korea: Demand, output and prices

1 2 http://dx.doi.org/10.1787/888933877905

Memorandum items

Source: 



3. DEVELOPMENTS IN INDIVIDUAL OECD AND SELECTED NON-MEMBER ECONOMIES

OECD ECONOMIC OUTLOOK, VOLUME 2018 ISSUE 2 – PRELIMINARY VERSION © OECD 2018150

employment and reducing the gender wage gap, which is the highest in the OECD at 37%,

is another priority.

Growth is projected to be stable

Output growth is projected to remain close to 3%, despite sluggish employment

growth in 2019, partly as a result of a hike in the minimum wage by a further 10.9%. Further

large increases, as part of the government’s commitment to a sharp increase in the

minimum wage, would damp employment and output growth. The improved relationship

with North Korea is a landmark event that may also have positive economic implications.

Moreover, progress with structural reforms to raise productivity in lagging sectors would

boost output growth. However, trade protectionism remains a concern: with intermediate

goods accounting for four-fifths of Korea’s exports to China, its largest trading partner,

Korea is vulnerable to higher import barriers on Chinese exports to the United States.
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LATVIA

Growth is strong and broad-based, but is projected to moderate to under 3½ per cent
by 2020. Private consumption will be supported by a persistently strong labour market.
Following a slump, investment rebounded strongly in 2017-18, as investors have drawn
on EU structural funds, but growth in capital spending will ease to more sustainable
levels in the coming two years.

The budget impact of personal and corporate income tax reforms in 2018 and 2019
are compensated only partially by higher excise taxes and some spending restraint.
Fiscal policy is mildly expansionary as a result. Higher spending on health helps to
improve currently unequal access to health care. The government plans to improve
re-training and develop the rental market to strengthen labour mobility, which is a
welcome move to address skill shortages and mismatches.

Expansionary monetary and fiscal policies are boosting growth

The economy is growing strongly, led by domestic demand. Strong earnings increases,

due to a tightening labour market and a 13% increase in the minimum wage in 2018, are

supporting private consumption. Investment surged rapidly, as private and public

investors adjusted to the new rules to draw on EU structural funds, pushing GDP growth

rates above 4% in 2017 and 2018. Exports have remained strong, as wage growth remains

broadly in line with productivity gains in the tradeable sector and Riga has established

itself as a centre for business service outsourcing and tourism.

Vacancies are continuing to rise and unemployment has fallen fast to below 8%. Yet,

adding involuntary part-time and discouraged workers, and those that are ready to work

but not actively searching, still leaves the broad unemployment rate at more than 14%. It is

much higher in poorer regions, but a lack of affordable housing makes it difficult for

workers to relocate to Riga and other places where labour demand is strongest. Low labour

mobility contributes to skill shortages together with continued emigration.

Latvia

Source: Central Statistical Bureau of Latvia; Eurostat; and OECD Economic Outlook 104 database.
1 2 http://dx.doi.org/10.1787/888933876993
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Re-training and better access to housing would ease skill shortages

Although wage growth has been rising rapidly, the effect on core inflation has been

muted, as productivity has risen in line with labour compensation in the manufacturing

sector and high profitability has allowed firms to absorb the rise in labour costs. Bank

credit growth to households and non-financial corporations is still very weak. Hence, there

are few signs that low interest rates contribute much to demand growth and inflation. As

the effects of increases in the minimum wage and excise taxes fade after 2018, inflation is

expected to stabilise at below 3%.

There is a mild fiscal stimulus in 2018 and 2019 as the government is phasing in a

corporate and personal income tax reform. Higher social contributions are financing a

welcome increase in health spending. Somewhat more restrictive fiscal policy in 2020

should contribute to a slowing in GDP growth and inflation.

The reduction of taxes on low wages should strengthen incentives for workers to take

up work in the formal labour market, raising job security, skill development and tax

revenues. Continuing the government’s efforts to improve tax collection is much needed to

finance increased spending on healthcare and better access to housing, education and

training. Developing the rental housing market and strengthening adult learning and

Latvia: Demand, output and prices
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re-training, as planned, would improve inclusiveness and well-being. It should also help to

bring more workers into the labour market and address skill shortages and mismatches.

Growth is projected to moderate

GDP growth rate is set to slow towards 3% in 2020. Investment growth should

moderate after the strong surge in 2017-18 and export growth will slow along with world

trade. Downside risks include the United Kingdom leaving the European Union without an

agreement and rising global trade tensions. Both would weigh on Latvia’s exports and

investment. If the development of the rental market and improved training measures were

to take effect faster than expected, employment and economic growth might be stronger

for longer.
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LITHUANIA

GDP growth is projected to ease gradually as external demand momentum weakens
and labour supply constraints bite. Investment will remain robust, albeit below current
rates, supported by high capacity utilisation and the implementation of EU-funded
projects. Strong wage growth, especially in the service sector, will support consumption
but also put pressure on inflation. Informality contributes to inequalities.

After being mildly expansionary in 2018 owing to a package of structural reforms,
the fiscal stance will become broadly neutral in 2019-20. The use of fiscal space for
measures that boost productivity and reduce inequality and poverty is welcome. More
simplified insolvency procedures would promote business dynamism. Tailoring skills
closer to labour market needs and ensuring more effective activation programmes for job
seekers would make the labour market more inclusive, enhancing well-being.

Domestic demand is boosting growth

Economic activity has remained firm. Investment has continued to grow solidly on the

back of rising business spending and an acceleration in the implementation of EU-funded

projects. Strong wage increases, amid tight labour market conditions, and healthy credit

growth are supporting private consumption. Export growth has slowed, however, as

external demand has weakened, a poor harvest has affected agricultural exports, and

buoyant Russian imports for inventory restocking have come to a halt. Real wage increases

in excess of productivity growth, while reducing inequalities, might weaken export

performance. Year-on-year inflation has eased as the impact of last year’s hike in excise

duties has abated, but robust domestic demand and growing wages continue to put

pressure on service prices.

Fostering inclusive growth remains a key priority

Euro area monetary policy remains accommodative and credit to the private sector is

growing. The relatively low cost of borrowing and increasing incomes fuel housing market

Lithuania

Source: OECD Economic Outlook 104 database; and European Central Bank.
1 2 http://dx.doi.org/10.1787/888933877012
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activity and keep the growth of house prices strong, though large regional differences

remain. As private sector indebtedness and house prices are still low in a historical

perspective, risks to financial stability appear contained. Still, the authorities need to

continue using macro-prudential measures pro-actively to prevent imbalances emerging.

The fiscal stance was mildly expansionary in 2018. This was appropriate, despite solid

growth, as it financed important structural reforms to reduce inequality and poverty and

to boost productivity. Fiscal policy is projected to be broadly neutral in 2019-20. Additional

social spending to help the most vulnerable is to be partly offset by a rise in revenues from

improved tax administration and increases in some taxes.

Promoting productivity and inclusiveness depends on further improvements in

educational outcomes through measures that raise teaching quality and align better

vocational and tertiary studies with labour market needs. Employment opportunities can

also be enhanced through more effective active labour market programmes and

well-designed life-long learning policies, as well as by reducing high labour taxes on

less-skilled workers. Helping businesses to become more productive would require more

simplified insolvency procedures, wider financing options for smaller firms, and measures

that promote business-research collaboration on innovation.

Lithuania: Demand, output and prices
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Economic activity will moderate gradually

Output growth is projected to ease to around 2¾ per cent in 2019-20. Weakening

external demand growth will continue to be a drag on exports. Domestic demand will also

lose momentum as consumption growth will be curbed by a declining labour force, and as

investment slows as flows of EU funds return to normal levels. On the other hand,

businesses are likely to increase investment in automation in an attempt to mitigate

supply-side constraints. The unemployment rate is set to fall to around 6% in 2019-20 and,

with wage growth remaining strong, underlying inflation is projected to continue drifting

up. Weaker-than-expected euro area growth could damp growth prospects, while Brexit

may lower emigrants’ remittances. A faster-than-expected rise in unit labour costs could

harm competitiveness. On the upside, implementation of productivity-enhancing reforms

could boost the outlook.
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LUXEMBOURG

Growth is strong and projected to stay robust in 2019 and 2020. Domestic demand
will support economic activity, with private consumption boosted by a buoyant labour
market and lasting effects of tax reform. Growth momentum in the euro area will
support solid exports of financial and non-financial services. Continued job creation will
primarily benefit cross-border workers, but also help to reduce the unemployment rate
to just above 5%.

Fiscal policy is sound and could be used to enhance green growth through higher
transport fuel taxes. Reliance on the financial sector exposes Luxembourg to increased
financial volatility transmitted by international investment funds, which warrants
ongoing monitoring of such institutions and the continued diversification of the
economy. Constraints on the supply of housing need to be addressed, as house prices
continue to increase and household indebtedness is high.

Resilient domestic demand is supporting growth

Robust household consumption continues to support economic growth. Exports of

financial services compensate for deficits in goods and non-financial services. Declining

unemployment, a high vacancy rate, capacity constraints regarding skilled labour and

lasting skill mismatches all indicate a tight labour market. Luxembourg’s position as a

global financial hub translates into growing assets under the management of investment

funds, driven by a search for yield and positive valuation effects. The contribution to

growth of the financial sector is set to be positive in 2018, but risks need to be closely

monitored in a context of a tightening of financing conditions and possible disruptions

from the emergence of non-traditional financial technology, such as mobile banking,

lending-based crowdfunding platforms and cryptocurrencies.

Luxembourg

Source: OECD Analytical House Price database; and OECD Economic Outlook 104 database.
1 2 http://dx.doi.org/10.1787/888933877031
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Structural reforms should promote green growth and improve housing supply

Gross public debt, at 24% of GDP, is among the lowest in the OECD. Indeed, net public

debt is positive due to significant assets held by the social security administration. The

general government budget is in surplus and projected to stay so in the short run, in spite

of falling revenues due to the corporate income tax cuts and a loss of e-commerce VAT in

2019. Fiscal policy can improve green growth through higher taxes and excise duties on

transport fuel, possibly combined with congestion charges in Luxembourg City. Further

structural challenges facing fiscal policy include work disincentives embedded in the

tax-benefit system, which are an obstacle to further reduction in unemployment and

inactivity traps. Moreover, in the long run, ageing and continued resident inflows may put

pressure on the pension system, which is currently in surplus.

Supply constraints in the housing sector have translated into rising real estate prices,

eroding housing affordability. Immigration has bolstered demand. However, the supply of

housing remains constrained by subdued residential real estate construction. Introducing

time-limited building permits and increasing taxation of non-used constructible land

would help to address the limited availability of building land by strengthening incentives

for owners and developers to use the land available for construction.

Luxembourg: Demand, output and prices
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Growth is projected to stay robust

Growth is projected to remain steady on the back of resilient domestic and external

demand, at 2.9% in 2019 and 3.2% in 2020. Reductions in personal and corporate income

taxes will continue to help stimulate domestic demand in the coming two years. Global

trade tensions as well as heightened financial volatility represent the main downside risks

to the medium-term outlook and could weigh on external demand. On the upside,

financial companies have announced the reallocation of some of their activities in

Luxembourg after Brexit, which might be the sign that its established financial sector may

become even more attractive.
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MEXICO

Growth is projected to pick up to 2¾ per cent by 2020. Low unemployment, strong
remittances and the recovery of real wages will support household consumption.
Investment, which has been persistently low, will strengthen on the back of announced
public investment plans and increased confidence associated with the
US-Mexico-Canada trade agreement. Export growth will decline owing to less favourable
global conditions, especially in the United States. Inflation has been pushed up by rising
energy prices, but expectations and core inflation remain anchored and within the
central bank’s target band. Informality is declining slowly but remains elevated,
contributing to persistently high inequalities and low productivity.

Monetary policy is projected to ease slightly as inflation gradually moderates. Risks
to inflation are considerable, stemming from energy prices and renewed peso
depreciation pressures. Inflation expectations remain well anchored. The authorities
would need to raise interest rates should these risks produce higher inflationary
pressures. Maintenance of fiscal discipline is important to keep the debt-to-GDP ratio on
a declining path. However, large social needs may require better targeting of
expenditures and increasing currently low tax collection. Broadening the tax base and
changing the mix could also reduce informality.

Domestic consumption and strong exports are driving growth

The economy has continued to benefit from strong external demand, particularly in

the United States. Low unemployment and greater job formalisation, especially in the

expanding tertiary sector, strong remittances and the recovery of real wages are supporting

household consumption. Investment has remained subdued owing to fiscal consolidation

and persistent uncertainty about the future course of policies and trade agreements.

Declining oil production continues to be a drag on growth. The disinflation process that

started early in 2018 has been temporarily reversed due to continuous increases in energy

Mexico

1. Core inflation excludes energy, agricultural, and administered prices.
Source: OECD Economic Outlook 104 database; and Central Bank of Mexico.
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prices. However, inflation expectations and core inflation remain stable and within the

central bank’s target band of 2-4%.

Lifting growth and well-being requires further policy actions

A strong macroeconomic framework underpins stable growth and resilience to

external and domestic shocks. The tight monetary policy stance is appropriate in view of

persistent upward pressures on inflation. However, in the absence of further shocks,

inflation should ease gradually and monetary policy should have room to support credit

and investment growth.

Fiscal policy commitments to put the debt-to-GDP ratio on a downward path are on

track. However, the adjustment is being achieved by constraining public investment and

social spending, which undermine longer-term growth and aggravate inequity. Therefore,

announced plans to increase investment in infrastructure and strengthen social

programmes are welcome, provided they can be implemented while maintaining fiscal

discipline. Improving the quality of spending, by consolidating social programmes and

reducing fragmentation in health systems, would allow for a more effective delivery of

services. Increasing weak tax collection, by reducing evasion, eliminating exemptions, and

making more use of property and green taxes, would raise equity and resources for priority

spending.

Mexico: Demand, output and prices

1 2 http://dx.doi.org/10.1787/888933877981

Memorandum items

Source: 
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Modest growth has not permitted significant reductions in high poverty and

informality rates. The government has enacted an ambitious programme of structural

reforms to boost investment, productivity and further job formalisation. Accelerating

reform implementation across the country in key policy areas, such as judicial reforms, is

crucial to improve the business environment. Maintaining a supportive business

environment is necessary for the reforms to result in higher investment and growth rates.

Continuing to enhance women’s participation in the labour market, expanding access to

good quality education, and reducing informality are all keys to boosting growth and

well-being.

Growth is set to rise as risks have diminished but challenges persist

Growth is projected to pick up in the coming two years. Expected increases in real

wages, low unemployment and high remittances will support domestic consumption. The

US-Mexico-Canada trade agreement, once ratified, will clear the way for deferred private

investment plans to go ahead. Announced public investment plans by the incoming

administration will also strengthen growth. A projected slowdown in the US economy in

2020 will, however, restrain exports. A risk to the outlook is that an escalation of trade

tensions more broadly will prevent deferred investment from materialising and reduce

exports. Faster-than-expected tightening of global financial conditions could lead to

capital outflows and exchange rate depreciation, which might prompt the central bank to

raise interest rates to contain inflation. A positive risk is a faster implementation of oil

investment plans, which would boost exports, improve the terms of trade and lower the

energy trade deficit.
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NETHERLANDS

GDP growth is projected to moderate from around 2¾ per cent in 2018 to just above
2% by 2020, reflecting slowing private consumption and investment. Wage growth and
inflation will increase steadily as a result of the tight labour market. The large current
account surplus is projected to increase further.

Fiscal spending should focus on measures to stimulate long-term growth. Potential
reforms to the occupational pension system should focus on improving the transparency
of the system. Labour market reforms, such as expanding supplementary social security
coverage for the self-employed, should be implemented to improve inclusiveness,
particularly the opportunities for the vulnerable.

Growth is moderating but still robust

Economic growth has moderated somewhat but still remains robust. Private

consumption is strong and residential investment remains very dynamic. Favourable

financial conditions have supported both consumption and business investment growth.

Low unemployment and increasing labour market shortages are putting upward pressure

on labour costs and contributing to the ongoing shift towards hiring more workers on

permanent contracts, reversing the trend towards self-employment in recent years. The

inflation rate has picked up, but is still low.

Policies should address financial vulnerabilities and improve inclusiveness

The current expansionary fiscal stance remains appropriate, given the widening

headline surplus and favourable debt trajectory. However, the strong fiscal position could

be further utilised to mitigate the projected slowdown in growth and boost potential

output, consequently reducing the largest current account surplus as a share of GDP in the

Netherlands

1. Data refer to the manufacturing sector.
2. Price index of existing own homes that are located on Dutch territory and sold to private individuals.
Source: Statistics Netherlands (CBS).

1 2 http://dx.doi.org/10.1787/888933877069
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OECD. The structure of tax and spending should continue to be adjusted to improve

long-run growth.

Low interest rates continue to support rapid house price growth. High levels of

household debt and high exposure to mortgages hamper the ability of banks to raise

external funding and contribute to vulnerabilities in the financial system. The accelerated

phase-out of mortgage interest rate deductibility should be complemented with a further

tightening of the loan-to-value ratio for new mortgages to reduce these vulnerabilities.

Tax incentives for self-employment should be reduced and minimum sickness and

disability insurance coverage introduced for the self-employed. Employment support

should be targeted at vulnerable groups and a more coordinated approach to implementing

activation polices would improve inter-regional labour mobility. Paid paternity leave

should be expanded further to improve the participation of fathers in early childhood care

and address the gender disparity in part-time work.

Growth is projected to moderate further

Growth is projected to moderate, reflecting weakening consumer and business

confidence and the impact of increased uncertainties. The pace of investment growth is

projected to soften, reflecting rising trade-related uncertainty and the impact of

Netherlands: Demand, output and prices

1 2 http://dx.doi.org/10.1787/888933878000

Memorandum items

Source: 
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deteriorating business confidence. Projected weaker consumption growth reflects

increasing inflation, partly related to the increase of the lower VAT rate in 2019, and the

easing momentum in the labour market due to the weaker domestic demand outlook. An

intensification of global trade tensions and a disorderly outcome of the Brexit negotiations

between the United Kingdom and the European Union represent sizeable downside risks to

the projections. Overheating in the housing market is a risk to financial and economic

stability.
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NEW ZEALAND

Economic growth is projected to edge down to 2.6% by 2020, mainly reflecting
slowing private consumption as the boost from increased financial support for families
passes, net immigration diminishes and housing wealth gains subside. Export growth is
also set to decline once the current rebound from a dry spell is over. Inflation is projected
to increase to slightly over 2% in 2019 and 2020, buoyed by higher import prices and
domestic wage growth.

Monetary policy is projected to tighten gradually from late 2019. Fiscal policy is also
projected to tighten somewhat, which is appropriate for the advanced stage of the
business cycle. Better targeting of some recent government initiatives would support the
achievement of social goals.

Economic growth remains solid

Economic growth has been solid over the past year, with second quarter growth

supported by a rebound in agricultural and related exports following drought in parts of the

country in late 2017. Business investment has held up despite business confidence

reaching its lowest level since 2009, but has begun to show signs of weakness. Low business

confidence reflects concerns about government policy, the cost and availability of labour,

and tight profit margins.

The labour market is tight, with unemployment reaching a ten-year low. However,

wage growth is moderate. Inflation has increased to just under the 2% mid-point of the

target range, pushed higher by petrol excise duty hikes and rising import prices following

exchange rate depreciation and oil price rises. Core inflation is somewhat lower, reflecting

the importance of transitory factors. House prices have been flat in Auckland over the past

18 months, but have continued to grow elsewhere.

New Zealand

1. Percentage of firms expecting to increase investment in property, plant and equipment in a year's time less percentage expecting to
decrease investment.

2. RBNZ projections. Net migration data are for the working-age population.
Source: ANZ Bank, Business Outlook Survey; OECD Economic Outlook 104 database; and Reserve Bank of New Zealand (2018), Monetary
Policy Statement, November.
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Fiscal and monetary policy settings will become less supportive

Fiscal policy is currently expansionary, driven by higher spending. Additional

spending does not threaten fiscal sustainability as government debt continues to decline

as a share of GDP. However, some of the new expenditure has been poorly targeted. For

example, Winter Energy Payments are not means tested for those aged 65 and over, free

tertiary education favours more advantaged socio-economic groups and KiwiBuild delivers

the greatest benefits to people who can afford to buy a house. Slower spending growth will

yield a mildly contractionary fiscal stance by 2020.

The central bank is projected to raise its policy interest rate in late 2019 and 2020 in

order to contain inflation. Higher interest rates will place additional pressure on housing

affordability as rapid house price growth since 2011 has pushed up household debt

considerably. House price increases have been moderated by government decisions to ban

foreign purchases of existing housing, enhance heating and insulation standards for rental

properties, and extend taxation of gains on sales of investment properties. If implemented,

proposals to tax capital gains on investment properties more generally, ring-fence rental

losses and provide greater certainty of tenure would further restrain price increases.

Residential investment will be supported from mid-2019 by the KiwiBuild programme,

although not all of this activity is assumed to be additional as constraints remain around

planning, infrastructure provision and construction industry capacity.

New Zealand: Demand, output and prices

1 2 http://dx.doi.org/10.1787/888933878019

Memorandum items

Source: 
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Growth is projected to ease

Tighter monetary and fiscal stances, as well as weaker private consumption, will lead

to slower economic growth in 2020, notwithstanding some offset from rising residential

and business investment. Wage growth will be supported by gender pay equity decisions,

public sector wage increases and plans to increase the minimum wage by 21% by 2021.

Consumption growth would be higher if net migration declines less than assumed,

particularly if this triggered a resumption of wealth gains through house price growth in

Auckland. Risks from high household debt associated with high house prices have eased

with improvements in lending standards, but remain the most important domestic risk.

There are also downside risks for business investment if business confidence recovers

more slowly than anticipated.
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NORWAY

Mainland output growth will moderate over the next two years as the boost from
recent oil price increases lessens, overall capacity constraints tighten, and
unemployment falls further. Housing construction will remain subdued. Consumer price
and wage inflation will increase gradually.

The neutral fiscal stance implied by the fiscal rule and proposed in the 2019 budget
is appropriate given solid, but moderating, output growth. The central bank is signalling
another increase in its policy rate in March 2019, which is appropriate to contain
inflationary pressures. Structural reforms should remain focused on improving the
business environment, while maintaining good social outcomes, including lighter
taxation financed by greater public-spending efficiency. Following through on proposed
measures to meet climate-change commitments will be important.

Output growth is solid

Mainland output growth (that is, growth abstracting from oil and gas production) has

been supported by recent oil price increases through the associated pick-up in investment

and income. Employment growth remains strong, the unemployment rate continues to

decline and wage growth is picking up further. A spike in electricity prices over the

summer, due to low rainfall reducing hydroelectric generation, pushed up the consumer

price index, but underlying inflation remains low. Housing construction activity has

continued to contract, reflecting a cooling of the housing market. The resurgence in house

prices appears to have ended, the stock of unsold houses is high and properties are taking

longer to sell.

Fiscal and monetary support is being reduced

Government budget proposals for 2019 entail a welcome retention of a neutral fiscal

stance, reflecting solid output growth and the fiscal rule, which requires the structural

deficit over time to equal 3% of the value of the oil fund (the Government Pension Fund

Norway

Source: OECD Economic Outlook 104 database; Statistics Norway; and Real Estate Norway (Eiendom Norge).
1 2 http://dx.doi.org/10.1787/888933877107
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Global). Given solid growth, Norges Bank raised its policy rate from 0.5% to 0.75% in

September and its policy rate forecast signals a gradual increase to 2% by end-2021.

Tax measures are prominent in the budget and include further reducing the tax rate

on “ordinary income” that applies to both households and businesses. Increased spending

includes measures to reduce greenhouse gas emissions, such as support for rail transport

and additional co-financing of investment in emission-reduction technology. Retaining

fiscal neutrality, while accommodating tax cuts and spending increases, underscores the

importance of improving value-for-money in Norway’s public spending, an issue stressed

in OECD Economic Surveys.

The trend decline in labour-force participation is bringing skills and labour supply

issues to the fore. A reform to public sector pensions was agreed in 2018 that will reduce

early-retirement incentives. The 2019 budget proposals include measures to support

labour-market participation, including of non-EEA immigrants, those with disabilities, and

those affected by substance abuse. The continuing priority on strengthening the education

system, including vocational education, is also welcome.

Norway: Demand, output and prices

1 2 http://dx.doi.org/10.1787/888933878038

Memorandum items

Source: 
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Output growth will ease

Mainland output growth will moderate over the next two years. This reflects a tail-off

in the income and activity boost from recent oil price increases, weak housing construction

activity and tightening capacity constraints in the wider economy, including from

declining working-age population growth. Nevertheless, narrowing spare capacity, as

suggested by the falling unemployment rate, will gradually increase consumer price

inflation and wage growth. A key risk is that the cooling of the housing market may

deepen, with substantial consequences for the economy. Meanwhile, there is upside risk in

terms of investment activity, as sentiment indicators of investment are high and oil-related

investment may pick up more rapidly than expected.
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POLAND

Economic growth is projected to remain solid, but ease gradually as labour resources
become scarcer and production costs rise. Domestic demand will continue to drive
growth: consumption will be supported by a tight labour market and investment by the
disbursements of EU structural funds and low real interest rates. Intensifying labour
shortages will boost wage growth and inflation.

The budget deficit will remain broadly stable, although a tighter fiscal stance would
help confront demographic challenges and strengthen the fiscal position to deal with a
potential future downturn. The central bank is projected to raise interest rates gradually
to counter rising inflationary pressures. Removing impediments to employment of
seniors and females, and making more effective use of workforce skills, would raise
medium-term growth and living standards, while investing further in early childhood
education would promote more inclusive growth.

Economic growth has been strong

Economic activity has continued to expand at a rapid pace. A booming labour market

and rising social transfers have supported private consumption. Investment is recovering,

driven by a rebound in public investment and a pick-up in residential construction. Export

performance has continued to improve, but the trade surplus is falling as growth in

imports has recently outpaced increases in exports.

The labour market is increasingly tight as the unemployment rate has reached a

record low. Job vacancies are elevated, businesses increasingly report labour shortages, and

wages are growing rapidly. However, underlying inflation remains low for the time being.

Revenue-raising reforms would help address medium-term challenges

A pick-up in public investment and an increase in pension spending due to a cut in the

statutory retirement age are putting upward pressures on public spending. However, strong

Poland

1. Manufacturing firms.
2. Unweighted average of Hungary, the Czech Republic and Slovak Republic.
Source: Eurostat, Business Survey Database; and OECD Economic Outlook 104 database.
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private consumption and measures to improve tax compliance are increasing revenues

from indirect taxes, while social security contributions and direct taxes on households

benefit from the strong labour market. Given the current strength of the economy and

future spending needs due to ageing, revenue-raising reforms would be appropriate.

Eliminating reduced VAT rates, raising environmentally-related taxes, and raising the

personal income tax by introducing lower initial and more intermediate tax brackets and

ending the preferential tax treatment of the self-employed would increase revenues, while

promoting a more environmentally sustainable and inclusive growth.

Monetary policy has been appropriately accommodative given subdued inflationary

pressures. Yet, wages are projected to accelerate, as capacity constraints become

increasingly binding. The central bank is projected to initiate a tightening cycle in early

2019 to counter rising inflationary pressures.

Structural policies could increase growth and inclusiveness. Further developing

high-quality childcare services will be vital to support women’s labour force participation

and child development, particularly for those from disadvantaged backgrounds.

Strengthening efforts to make the public aware of the benefits of working longer could

induce workers to delay retirement. Making Poland more attractive to domestic and foreign

workers alike by developing a migration strategy, while making a more effective use of

workforce skills by incentivising employers to promote adult training and vocational

Poland: Demand, output and prices

1 2 http://dx.doi.org/10.1787/888933878057
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education, would also raise growth and provide an opportunity to enhance the lifetime

chances of those currently under-privileged.

Growth will decline gradually

Real GDP growth is projected to decline to 4% in 2019 and 3.3% in 2020. Private

consumption will continue to grow strongly thanks to a booming labour market, but it will

slow as the recent child benefit will no longer support households’ disposable income

growth. Investment will gather pace thanks to rising disbursements of EU structural funds

and low real interest rates. The main upside domestic risks are higher-than-projected

private consumption supported by the buoyant labour market or larger-than-expected

private investment spurred by capacity constraints. An increase in protectionism would

have adverse effects on exports and investment, harming productivity and potential

growth.
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PORTUGAL

GDP growth is projected to remain broadly stable at around 2% per year in 2019 and
2020. Domestic demand and further export gains will support economic activity. In
particular, consumption growth will remain solid as the unemployment rate falls
further. Rising labour costs will prompt an increase in inflation.

The fiscal deficit is expected to disappear by 2020 and the debt-to-GDP ratio is on a
firmly declining path, which is appropriate owing to long-term fiscal sustainability
issues. In case growth surprises on the upside, all windfall revenues should be used to
reduce the debt ratio faster. The greening of the economy can be further improved by
increasing environmental taxes so that the prices of different energy sources adequately
reflect their environmental impact.

Economic activity remains steady

Business and consumer confidence have eased over the past few months, but both

remain at comparatively high levels. Private investment growth is being underpinned by

spending on machinery and equipment, with the vehicle manufacturing sector showing

notable signs of increased capacity utilisation. Housing investment is rising strongly,

responding to strong growth in prices of both new and existing dwellings. Labour market

conditions continue to improve, with the unemployment rate having now fallen below 7%.

Policy measures will need to continue buttressing the public finances

After being slightly expansionary in 2018, the fiscal stance is projected to be broadly

neutral in 2019 and 2020. The authorities must continue to balance the objectives of

improving the fiscal position and sustaining the economic recovery. In this context, the

government plans to reach a balanced budget by 2020 are appropriate. Any windfall

revenues should be used to reduce the public debt-to-GDP ratio further, which is still

extremely high at above 120% of GDP.

Portugal

Source: OECD Economic Outlook 104 database; and Statistics Portugal.
1 2 http://dx.doi.org/10.1787/888933877145
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There is potential for changes in both the tax mix and improvements in the efficiency

of government spending that would benefit both the public finances and the economy. For

instance, there is scope to raise environmental taxation so that energy pricing properly

reflects environmental costs. At the same time, innovation activities of young firms that

are often making losses could be better encouraged through allowing unused R&D tax

credits to be carried forward indefinitely or refunded in cash.

EU structural funds are expected to contribute positively to investment growth in 2019

and 2020 and the banking sector is now in a better position to fund investment projects. A

recent sovereign credit upgrade by Moody’s should also lower the cost of investment

financing.

Growth is projected to remain stable

The pace of economic activity is projected to be broadly unchanged in 2019 and 2020,

at around 2% each year. Employment gains and rising real wages will underpin

consumption growth and a slight increase in inflation over the coming years. The projected

slowdown in the pace of activity in Portugal’s major trading partners will be a headwind to

future growth.

Portugal: Demand, output and prices

1 2 http://dx.doi.org/10.1787/888933878076
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Risks to the outlook include a tightening of financial conditions. In particular, an

increase in the interest rate paid on government bonds could lead to financial stress given

the heightened fragilities that exist from high public debt and an elevated stock of

non-performing loans in the banking system. Further increases in oil prices may also

weigh on growth given that Portugal is a large net oil importer. On the upside, steps to

complete the banking union in the euro area could boost confidence and investment

activity in Portugal.
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RUSSIA

Growth is projected to remain robust, as private consumption will benefit from
rising wages, household credit and employment, the latter following a bold pension
reform. Large infrastructure projects will boost both public and private investment. The
VAT increase in early 2019 will dent growth temporarily as disposable incomes fall.
Export growth will decline as foreign demand weakens, while imports will rebound in
2020. A weaker rouble and the VAT increase will raise inflation temporarily above the 4%
target. Unemployment will increase as employment demand will only partly match
higher labour supply following the rise of the retirement age.

Monetary policy should be tightened in response to upward-trending inflation
expectations. Despite a strong increase in public spending, fiscal policy remains tight to
rebuild the fiscal position, increasing the room to respond in event of a future shock.
More targeted public spending, in particular a rise in minimum pensions, could mitigate
the impact of higher VAT on income inequality. Structural reforms to improve the
business environment would boost longer-term growth.

Growth is picking up

Growth is picking up, supported by private consumption, as real disposable incomes are

increasing after several years of gradual decline. Rising consumer and mortgage credit also

sustain consumption. Higher oil prices are driving export revenues, while growing

uncertainty about future sanctions and the higher cost of funding for emerging markets are

reducing investment growth and imports of capital goods. The rouble depreciated in April

and August amid expectations of potential new sanctions, and capital moved abroad upon

turmoil in emerging markets. The depreciation is pushing up inflation, although it remains

below the 4% target. The unemployment rate remains low at less than 5%.

Policy remains tight and structural reforms will help raise the economy’s potential

The central bank reacted quickly to inflationary pressures by raising its key interest

rate in September, and should be ready to raise it further to anchor rising inflation

Russia

Source: OECD Economic Outlook 104 database; and Thomson Reuters.
1 2 http://dx.doi.org/10.1787/888933877164
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expectations. The authorities also froze fiscal-rule-related foreign currency purchases to

limit further rouble depreciation. While smoothing exchange rate volatility is reasonable,

the authorities should refrain from currency interventions aimed at influencing long-term

exchange rates. The central bank continued the welcome clean-up of the banking sector by

Russia: Demand, output and prices

1 2 http://dx.doi.org/10.1787/888933878095

Memorandum items

Source: 

Russia

Source: Ministry of Finance; and OECD Economic Outlook 104 database.
1 2 http://dx.doi.org/10.1787/888933877183
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withdrawing several banking licences, with no discernible effect on financial markets and

the wider economy.

The fiscal stance remains tight. The fiscal balance is in surplus for the first time since

2009, following higher oil revenues and prudent government spending in line with the

fiscal rule. The recent pension reform and a planned VAT increase will further enhance

sustainability of the public finances. Some easing is appropriate to fund the government’s

planned investment programme.

The pension reform will raise the retirement age to 65 years for men and 60 years for

women by 2029. The planned rise in pensions, especially for those on low incomes, will

help reduce inequality. The overall positive effect of the pension reform on GDP growth is

estimated at around 0.1 percentage point in 2019 and 0.2 to 0.3 percentage point in 2020.

The increase of the value-added tax from 18% to 20% at the beginning of 2019 will reduce

household consumption temporarily, in particular for low-income earners.

The government has adopted an ambitious investment programme for the years

2019-2024, aimed at increasing the share of investment in GDP from 21% to 25%. The

programme should help improve transport infrastructure, accelerate the digitalisation of

the economy, deepen financial markets and complement the pay-as-you-go pension

system with a system based on capitalisation. Assigning personal responsibility of a

government official for outcomes within their control is commendable and should support

effective implementation of the programme.

Improving the business environment via better protection of entrepreneurs' rights,

more effective competition, less government involvement in the business sector and

improved governance of state-owned enterprises would further boost investment and

productivity. Fostering entrepreneurship, strengthening collaboration between the

business sector and academia and more public spending on research and development

would also add to potential growth. Administrative simplifications, such as the planned

one-stop-shop for export firms, are a step in the right direction.

Growth will increase somewhat

The economy is projected to grow by 1.5% in 2019 and 1.8% in 2020, driven by a boost

to household consumption from higher real wages and by public investment. Exports will

slow as oil prices are no longer rising. The current account will remain in surplus. The VAT

hike, tighter monetary policy and more moderate household credit growth will dent

growth in 2019 temporarily. However, the pension reform and the infrastructure

programme will help boost growth in 2020.

Substantial uncertainty remains about future sanctions and counter-sanctions, which

could dent exports and trigger a new wave of capital outflows and further rouble

depreciation. Also, the authorities remain cautious about adverse oil market

developments, expecting a scenario whereby the oil price falls progressively to less than

60 USD per barrel by 2020 owing to rebounding shale gas production and a petering-out of

the OPEC+ agreement. However, the growth effect of an oil price decline of this magnitude

would likely be small, thanks to the stabilising role of the fiscal rule and a flexible exchange

rate.
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SLOVAK REPUBLIC

Robust growth is projected to continue. Significant new capacity in the automotive
sector will boost export performance. Labour market buoyancy and solid investment
growth, underpinned by favourable financial conditions and increased disbursements of
EU funds, will contribute to strong domestic demand. Wage growth will increase and
consumer price inflation will reach 3% as the labour market tightens and pressures on
production capacity build up.

The government plans to reach a budget balance by 2020, fully in line with EU
requirements. Fiscal consolidation is appropriate in the context of intensifying pressures
on resources. In the longer term, rapid population ageing will increase public spending
significantly. A weakening of the 2012-13 pension reform, currently discussed in the
parliament, would make it more difficult to address this challenge.

Economic growth is strong

The rapid broad-based economic expansion has continued. New production in the

automotive sector has boosted exports. Investment has picked up, thanks to low interest

rates, strong business confidence and new foreign investment in the automotive sector.

Employment growth has been strong and unemployment has fallen fast. Vacancies are at

record levels and labour shortages have intensified, limiting production in some areas.

Household debt, particularly mortgage debt, has been growing rapidly. Inflation has risen

close to 3% due to rising demand pressures and higher food prices.

Fiscal and macro-prudential policies need to contain credit growth and strong demand

The central bank has been tightening credit standards to contain increasing

household indebtedness. This has slowed credit growth but it remains high. Consolidation

Slovak Republic

1. Percentage of manufacturing firms pointing to labour shortages as a factor limiting production.
2. Estimates for 2018 include the launch of new production lines that have started in 2018.
Source: Eurostat, industry database; OECD Trade database; OECD Economic Outlook 104 database; Slovak Investment and Trade
Development Agency (SARIO); and Zväz automobilového priemyslu Slovenskej republiky.
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and strong growth helped to bring the deficit to a historically low level (0.8% of GDP) in

2017. The government’s fiscal policy objective is to eliminate the budget deficit by 2020.

However, most of this budget improvement will be due to strong cyclical growth, with little

structural consolidation. The government plans to increase public sector wages by 10% in

each of 2019 and 2020. Given significant demand pressures and low euro area policy

interest rates, a tighter fiscal policy would be helpful. More fiscal tightening would also

increase the room for action in the event of negative shocks as Slovakia’s open economy is

very exposed to international trade tensions and volatility. In the long term, spending

pressure will rise substantially due to population ageing. In this context, the authorities

should not weaken the 2012-13 pension reform and should maintain the link between the

statutory pension age and life expectancy.

The government should persist in its efforts to improve tax collection and enhance

public-sector efficiency in order to create room to finance much needed structural reforms,

particularly in education and for Roma integration. To reverse the decline in educational

performance, more must be done to improve the chances of children from poorer

backgrounds. Early childhood education and better-trained and better-paid teachers are

necessary parts of this reform. Improving the well-being of Roma, who suffer from social

exclusion, will require stronger and better-coordinated efforts across social, housing,

education and employment policies.

Slovak Republic: Demand, output and prices

1 2 http://dx.doi.org/10.1787/888933878114
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Growth is projected to remain robust

Growth is projected to be 4.3% in 2019, and then to decline to 3.6% in 2020 in line with

the slowdown in the external environment. New production lines in the car industry will

boost productive potential, especially in 2019, and fuel gains in export market shares.

Labour market buoyancy and strong consumer confidence will contribute to strong private

consumption. Supportive financial conditions, acceleration of the disbursements of EU

funds and new public infrastructure projects will boost investment. Inflation will be

around 3% by the end of 2020.

There is a risk that rising pressure on capacity could lead to overheating, resulting in

higher inflation and undermining competitiveness. Furthermore, the Slovak Republic is

vulnerable to escalating global protectionism. Disbursements of EU structural funds could

surprise in either direction. If they expand productive capacity faster than expected, strong

growth could be sustainable for longer.
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SLOVENIA

Economic growth, which moderated in 2018, is projected to slow significantly in
2019 and 2020, as capacity limits become an increasing constraint on output and as
investment growth eases towards more sustainable levels. Export-market gains will
decelerate as higher wages take their toll on the competitiveness of exporters.

The fiscal policy stance is projected to remain expansionary in 2019 and turn
neutral in 2020. The budget surplus, after widening to 0.6% of GDP in 2018, will narrow
in 2019 as a result of the discretionary easing and slower economic growth. However, as
monetary conditions in the euro area will remain accommodative, a larger surplus is
needed to contain inflationary pressures and to ensure continued debt reduction.

The economic recovery has been strong

The economy’s strong performance continued in 2018, as investment remained

buoyant, supported by EU structural funds, the need to expand capacity and the ongoing

recovery in housing construction. Growth in public consumption has been firm, reflecting

the roll-back of previous austerity measures. Private consumption growth has been more

lacklustre, but with high levels of consumer confidence and strong earnings increases it is

set to resume. Exporters have gained market share.

The labour market is tightening. Employment increased by nearly 2% in 2018 and more

people joined the labour force, including immigrants. The unemployment rate fell to a

decade-low of 5.5% in mid-2018. Another sign of tightening is that 40% of manufacturing

are reporting labour shortages. On the other hand, wage growth has been modest, reaching

3.6% in early autumn 2018, and consumer price inflation has softened to below 2%, while

core inflation has remained flat at around 1%.

Fiscal restraint and structural reforms would make growth more sustainable

Monetary conditions remain favourable with the expected continuation of the

accommodative euro area monetary policy and with long-term interest rates fluctuating

Slovenia

1. Percentage of manufacturing firms pointing to labour shortages as a factor limiting production.
Source: Eurostat Industry database; Statistical Office of the Republic of Slovenia.
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around 1%. Fiscal policy has been expansionary, driven by large public investment that

benefits from EU structural funds and the roll-back of previous austerity measures, such as

the freeze on public sector wages. Nonetheless, the strong economic expansion will result

in small public budget surpluses over the projection period. A restrictive fiscal policy would

be warranted to counter potential overheating and make room for higher ageing-related

spending in the future.

The economic recovery could be strengthened through structural reforms. Stronger

privatisation efforts would free up and improve the allocation of resources, particularly if

combined with measures to strengthen competition, including more resources to the

competition authorities and simplified judicial procedures in competition cases. Pension

reform could help bolster the low activity rate of older workers.

Growth will slow

Economic growth is projected to slow in the coming two years as demand will

progressively be met through higher imports due to domestic capacity constraints. Private

consumption and housing will be bolstered by higher employment and wages. Business

investment will continue to expand production capacity and secure continued productivity

growth, albeit at a reduced pace. Yet, high wage increases in the tight labour market will

reduce export competitiveness and market share gains. The strong labour market will

Slovenia: Demand, output and prices

1 2 http://dx.doi.org/10.1787/888933878133
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widen the differential between real wage increases and productivity growth and push

inflation above 3% in the second half of 2020. Higher-than-expected productivity increases

from investments would contain the deterioration in external competitiveness. In contrast,

faster and stronger labour market overheating than anticipated could lead to a marked

deterioration in external competitiveness and investor confidence. If the United Kingdom

left the EU without an agreement, Slovenia’s exports and business confidence would suffer.
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SOUTH AFRICA

Economic growth is projected to pick up slowly in 2019-20, driven by exports.
Private consumption will also expand as wages increase moderately. Unemployment
will remain high, however, weighing on demand and confidence. Investment is set to
recover as policy uncertainty is assumed to ease gradually. High oil prices and the weak
currency will drive inflation to the upper part of the 3-6% target range.

Monetary policy will need to address upward pressures on inflation while growth is
low. It should remain accommodative to support growth, but tighten moderately in case
inflation continues to rise. The government budget deficit is set to remain high relative
to GDP. Credible structural policy reforms are necessary to broaden competition and
economic opportunities in order to support growth.

Subdued domestic demand has weakened growth

The economy slowed in 2018. A temporary boost in business and consumer confidence

at the beginning of the year gave way to growing policy uncertainty that weakened

investment. Private consumption has been constrained due to recent tax changes and slow

credit growth. Despite a stabilisation of food prices and moderate wage growth, household

consumption is being held back by higher oil prices. Job creation has been insufficient and

unemployment remains high at almost 28% of the labour force, contributing to persistent

inequalities in income and economic opportunities.

Progress on structural reforms is needed

High oil prices and a weak exchange rate following the emerging market sell-off are

pushing inflation to the upper half of the 3-6% target range of the Reserve Bank. Monetary

policy is operating in a difficult environment of low growth and upward inflationary pressures.

While monetary policy remains accommodative to support investment, the Reserve Bank is

committed to gradual increases in the policy interest rate if price pressures increase.

South Africa

Source: OECD Economic Outlook 104 database; and Statistics South Africa.
1 2 http://dx.doi.org/10.1787/888933877240
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Fiscal space is tight. Additional revenues from broadening the tax base have been

offset by higher public sector wages, investment in free higher education and social

benefits. Within the budget, a reprioritisation of spending towards job creation and

infrastructure was announced in the economic stimulus and recovery plan in September

2018. To strengthen employment, inclusiveness and tax revenues in the medium to long

term, job creation needs to be accompanied by investments that increase productivity,

such as improving the quality of education. This is particularly important as 39% of the

15-34 year olds are neither in education, training nor employment, contributing to severe

skill shortages.

Advancing structural reforms and reducing policy uncertainty are necessary to

support growth in the medium to long term. The economic stimulus and recovery plan

includes important structural reforms proposed in the budget, such as reducing barriers to

competition in several network sectors. Timely implementation would increase investor

confidence and investment.

Growth will remain fragile

Growth is projected to pick up slowly, but will remain vulnerable to policy

uncertainties and external shocks. Exports will be the main driver of growth on the back of

a weak exchange rate. Investment is expanding, albeit only moderately due to policy

uncertainties around the land reform debate and the governance of state-owned

enterprises. Stronger investment growth could provide a positive stimulus if policy

uncertainties ease and structural reforms progress. Stronger-than-expected job creation

South Africa: Demand, output and prices

1 2 http://dx.doi.org/10.1787/888933878152
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could further support growth through increased household consumption. On the external

side, the economy will remain vulnerable to faster-than-expected normalisation of US and

European monetary policy, escalating global protectionism, global financial tightening and

negative investor sentiment towards emerging-market economies. As dependence on

foreign financial inflows is relatively high compared to other emerging-market economies,

a potential slowdown could threaten growth.



3. DEVELOPMENTS IN INDIVIDUAL OECD AND SELECTED NON-MEMBER ECONOMIES

OECD ECONOMIC OUTLOOK, VOLUME 2018 ISSUE 2 – PRELIMINARY VERSION © OECD 2018190

SPAIN

Economic growth has been strong but is projected to moderate in 2019 and 2020.
Even so, the unemployment rate will continue to decline, but remain high. Domestic
demand, supported by low interest rates and strong employment growth, will remain
the main driver of growth.

A durable reduction in the high public debt-to-GDP-ratio will require further
reductions in the structural balance and the government should stick to medium-term
fiscal consolidation targets. It will also require maintaining strong economic growth. To
boost growth, productivity-enhancing reforms to increase competition and innovation,
and to improve skills, will be needed. This would also generate better paid jobs and
reduce inequalities.

Domestic demand remains the main driver of growth

Domestic demand remains robust, even though the effects of past tailwinds from low

oil prices and lower taxes have dissipated. Favourable financial conditions, strong

employment gains and measures in the 2018 budget, such as wage and pension increases,

continue to support private consumption. Business investment continues to grow,

supported by low financing costs and improved profit margins. Export growth has

moderated, as export market growth has declined.

Policy measures should address remaining imbalances and low productivity growth

Monetary policy in the euro area will remain accommodative, boosting investment

and consumption. The fiscal stance has also provided support to growth this year; the

deficit will reach 2.7% of GDP in 2018, higher than initially expected. Fiscal policy is

projected to be broadly neutral in 2019-20. The government should stick to medium-term

fiscal consolidation targets to ensure a durable reduction of the public debt-to-GDP ratio,

and any positive growth surprise should be used to reduce debt further.

Spain

Source: OECD Economic Outlook 104 database.
1 2 http://dx.doi.org/10.1787/888933877259
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The labour market remains segmented, with high rates of youth and long-term

unemployment and temporary contracts. Continuing efforts to fight against the abuse of

temporary contracts is key to reducing labour market duality. Improving co-ordination of

social and employment services would lower unemployment and inequalities. Increasing

the provision of early childhood education for children between the ages of 0 and 3 would

boost labour participation of women and improve future skill formation, especially for

children from disadvantaged backgrounds. Improved teacher training and further

extensions of dual vocational education and training would also boost skills and enhance

the labour market prospects of vulnerable groups.

Low productivity growth is hampering the generation of sustainable and inclusive

growth. Ensuring the effective implementation of prior structural reforms addressing the

internal fragmentation of product markets is key to creating economies of scale. Further

increasing the co-ordination and evaluation of regional and national innovation policies to

avoid duplication and encouraging greater scale and specialisation of universities would

raise the quality of innovation.

Growth is projected to moderate

GDP growth is projected to gradually slow to 2.2% and 1.9% in 2019 and 2020,

respectively. Domestic demand will moderate, as the pace of job creation slows and

Spain: Demand, output and prices
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household saving starts to stabilise at its currently low level. The current account will

remain in surplus, but lower than in the past two years, as export growth moderates with

weaker export market growth. Given the high share of temporary and part-time jobs, wage

growth is set to remain moderate, as the unemployment rate remains high. Inflation will

slowly increase as slack dissipates, but remain subdued.

Risks to the outlook remain sizeable. Slower-than-projected global trade growth would

undermine exports. Turbulence in international markets and political uncertainty could

lower private sector confidence, hampering domestic demand. On the upside, domestic

demand could prove more resilient than expected if job creation is stronger than

anticipated.
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SWEDEN

Strong exports, reflecting both growth among Sweden’s main trading partners and
a weaker krona, along with solid domestic demand, will continue to support the
expansion. Housing investment will keep declining, following earlier house price falls.
Employment creation will slow, with labour shortages in a number of occupations. The
unemployment rate will level off as difficult-to-hire workers make up a rising proportion
of jobseekers.

Fiscal and monetary policies are expansionary. Inflation is roughly on target,
partially due to transitory factors. The Riksbank has signalled its intention to start
raising interest rates around the turn of the year, which would be appropriate to balance
inflation undershooting risks and capital misallocation risks. Housing market,
immigrant integration and education reforms are needed to foster inclusive growth.

Growth is slowed by weak construction activity

The economy continues to enjoy robust growth. Demand has been holding up among

Sweden’s main trading partners, while a weaker krona has lifted competitiveness.

However, housing investment has contracted following falling housing prices in late 2017

and early 2018. Consumption growth is modest due to still subdued wage growth, reflecting

a focus on competitiveness in wage bargaining. Inflation is on target, although partly due

to transitory factors, notably rising energy prices. Shortages of qualified labour and an

increasing share of hard-to-employ jobseekers, including recently arrived immigrants,

prevent a faster decline in the unemployment rate.

Structural weaknesses remain in the housing market

Easy access to credit, rapid income and population growth and low interest rates

fuelled rapid housing price growth until recently. In the process, household debt has grown

to exceed 180% of disposable income. Macro-prudential policies likely contributed to a

welcome correction of about 6% in housing prices in the latter part of 2017, followed by a

Sweden

Source: OECD Economic Outlook 104 database; and Mäklarstatistik.
1 2 http://dx.doi.org/10.1787/888933877278
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stabilisation since early 2018. Structural weaknesses, notably the favourable taxation of

property and mortgages, rental regulations and a lack of competition in construction,

continue to generate imbalances in the housing market.

Monetary policy is set to remain highly expansionary, notwithstanding signs of high

capacity utilisation and inflation is projected to stay close to target going forward. The repo

rate has remained at -0.5% since February 2016. The bond purchasing programme has been

put on hold, and the first rate hike is projected in late 2018 or early 2019. The Riksbank has

pointed to a gradual tightening of monetary policy, which would be welcome to balance the

risks of inflation undershooting against those of resource misallocation.

Expansionary fiscal policy fuelled already solid growth in 2018. The fiscal stance is

projected to be broadly neutral in 2019, but the current political deadlock may lead to a

tightening, as a new government will have little time to introduce new policy measures in

the 2019 budget. Overall, fiscal policy remains sustainable, with a robust fiscal framework,

gross public debt below 40% of GDP and a fiscal surplus of over 1% of GDP.

Sweden: Demand, output and prices
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Growth is vulnerable to further declines in house prices and to protectionism

GDP growth is set to slow down as residential investment contracts further and

capacity constraints become binding in many sectors. Household consumption will

continue to expand at a measured pace, as labour market tightness only gradually feeds

through to wages due to the social partners’ continued aim of maintaining

competitiveness, and housing market and global uncertainties encourage household

saving. Demand from main trading partners will continue to support exports and business

investment, although less intensely as global growth prospects weaken. Spreading

protectionism will weigh on the export outlook and poses a major downside risk to

Sweden, which is deeply integrated in global value chains. The housing market remains

vulnerable, and further house price falls would weigh on consumption. Loose

macroeconomic policies during the upturn might feed imbalances and increase

vulnerabilities for the next downturn.
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SWITZERLAND

GDP growth has been buoyant in recent quarters and is projected to be about 1½ per
cent over the next two years. Domestic demand will gain strength, supported by
household consumption. However, the boost to exports from the earlier exchange rate
depreciation and one-off events will fade. The large current account surplus will narrow
slightly. Inflation will pick up gradually but remain moderate.

Monetary policy rates are projected to start to increase in the second half of 2019 but
to remain negative through 2020. The fiscal stance will become slightly expansionary as
exceptional revenues unwind. Pension reform is urgent as population ageing weighs on
pension system funding. Reducing the cost of childcare and expanding its supply could
encourage women’s full participation in the economy.

The manufacturing sector drove the recent surge in GDP growth

The economy has expanded strongly, growing 3.2% year-on-year in the first half of

2018. The manufacturing sector has been the main engine of growth but receipts from

special international sports events to their Swiss-based federations also contributed to the

exceptional outcome. Faster growth of export markets as well as exchange rate

depreciation have boosted manufacturing exports. Gross fixed investment has been solid

despite a recent slowdown.

Commodity prices have nudged up consumer price inflation, but core inflation

remains low. Wages per employee have started to increase, and household consumption

picked up in the first half of 2018, but remains subdued, with a high saving rate. The

current account surplus exceeded 12% of GDP in the first half of 2018, partly due to an

increase in the trade surplus.

Switzerland

1. The manufacturing Purchasing Managers Index is a survey-based leading indicator providing the prevailing direction of change: an
index above 50 indicates an overall increase and below 50 an overall decrease in economic activity.

2. Excluding fresh and seasonal food products, energy and fuels.
Source: SECO; Thomson Reuters; and OECD Economic Outlook 104 database.

1 2 http://dx.doi.org/10.1787/888933877297
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Monetary policy stimulus will be removed gradually

Monetary policy has been expansionary since the financial crisis. Since late 2014,

negative policy interest rates have been effective in boosting inflation and limiting capital

inflows associated with the Swiss franc’s safe-haven status. However, financial risks from

a search for yield and the misallocation of capital are building up. Mortgage lending and

apartment prices continue to rise, albeit at a slower pace, but vacancy rates are also rising.

As excess capacity is disappearing and inflation is starting to rise, the central bank is

projected to begin raising its policy rate in the second half of 2019. Advance

communication on the gradual withdrawal of stimulus will be important to avoid

potentially disruptive market surprises.

The government’s fiscal stance is projected to become mildly expansionary. High

withholding tax receipts underpinned the 2017 budget surplus, due to exceptionally high

dividends and low refund claims, because negative interest rates are a disincentive to

claim refunds. As those net revenues unwind, the fiscal surplus will gradually decrease. In

September, the parliament voted for a joint corporate taxation and pension reform, which

might, however, be blocked by a possible referendum in 2019. It would add revenues to the

pension scheme from 2020 via an increase in social contributions and larger central

government transfers. Nonetheless, further reform, such as equalising the retirement age

for men and women and linking it to life expectancy, is urgent as population ageing

Switzerland: Demand, output and prices

1 2 http://dx.doi.org/10.1787/888933878209
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worsens the pension system’s financial position. The corporate income tax reform aims to

align the regime with Switzerland’s international commitments and would remove

multinationals’ special tax treatment by 2020.

Productivity growth has languished over the past decade. The proposed increase in tax

credits for childcare expenses should encourage more full-time female employment. That

would expand women’s lifetime opportunities, raise labour supply, improve productivity,

and help prolong the expansion. Reforms to make childcare more affordable for

lower-income households would boost growth and make it more inclusive.

Growth is projected to slow but remain robust

GDP growth is set to slow but remain above potential. Household consumption will

gain momentum, supported by real wages gains and falling unemployment. Investment

growth will slow but remain strong. Failure of the ongoing negotiations with the European

Union to establish a consolidated institutional framework could hamper the close

economic relationship Switzerland now enjoys. Rising global tensions could entail a

further appreciation of the Swiss franc, damping exports. Conversely, households’

optimism may lead to a sharper decline in their saving ratio and higher consumption

growth, narrowing the current account surplus.
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TUNISIA

Economic growth will continue to strengthen, driven by investment, which will
benefit from the implementation of the laws on investment and start-ups, and by more
competitive exports as a result of the real depreciation of the dinar. The increase in oil
prices and the depreciation of the dinar will continue to push up inflation, but the impact
will be offset by wage moderation. The economy continues to operate below its
potential. The current account deficit is high but will decline slightly in the coming two
years.

The central bank should raise interest rates, which remain negative in real terms.
The government deficit is expected to continue to fall as a result of higher tax revenues
and curbs on salaries of civil servants. Public debt, which is already high, will remain
vulnerable to the depreciation of the dinar. Controls on public spending will have to be
pursued, including through the implementation of the reforms to subsidies and social
security funds, in order to bring public debt back to a sustainable path. Improving
education by providing better teacher training and creating high-quality jobs remains
essential.

Growth continues to strengthen

Growth strengthened in the second quarter of 2018 on the back of a strong

performance of services, in particular tourism, whereas the manufacturing sector suffered

from the poor performance of the mechanical and electrical industries. Output and exports

in both farming and agri-business were boosted by good olive and date harvests.

Investment remains relatively low. Inflation stabilised, mainly as a result of a moderation

in food prices. Core inflation (excluding food, drink and energy prices) remains high.

The current account deficit continued to deteriorate in 2017 due to the impact of

higher oil prices and low exports in the mining sector after social unrest. The trade deficit

rose in the first months of 2018. Tourism revenues and remittances by Tunisians living

abroad rose significantly. After reaching critical levels (70 days of imports) in August 2018,

Tunisia

Source: National Institute of Statistics.
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foreign currency reserves recovered following the issuance of eurobonds on the

international financial market in October 2018.

Structural reforms need to be implemented to support growth, make public finances
sustainable and create high-quality jobs

In the first months of 2018, tax revenues were buoyant but government expenditure

was higher than expected, due notably to the increase in the energy bill. The automatic fuel

price adjustment mechanism has been applied several times this year, thereby limiting the

Tunisia: Demand, output and prices

Memorandum items

Source: 

Tunisia

1. A decline in the real effective exchange rate indicates an improvement in competitiveness.
Source: Central Bank of Tunisia.
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increase in spending on subsidies. The authorities are committed to reducing the public

deficit to 4.9% of GDP in 2018, by controlling the wage bill (by replacing one civil servant in

four and limiting salary increases) and raising energy prices. The 2019 draft budget

provides for a reduction in the public deficit to 3.9% of GDP, driven mainly by a widening of

the tax base, measures to fight tax evasion and control of subsidy spending on basic

products. The pension system is generous and reducing the pension funds’ deficit remains

a priority over the coming two years. Social spending on the poorest has increased as a

result of broader eligibility criteria and an increase in the family allowance.

In order to boost growth and return the high ratio of public debt to GDP (estimated at

over 70% for 2018) to a more sustainable level, structural reforms need to be implemented.

The authorities have taken several measures, such as the one-stop shop for investors, a

shorter list of activities requiring authorisations, the law on start-ups and the national

register of companies, which, if implemented rapidly, should simplify the business

environment and underpin investment and growth. In addition, investment is expected to

benefit from the recent government initiative designed to promote public-private

partnerships. The 2019 draft budget also includes measures to stimulate the economy,

such as a reduction in the tax rate for companies in high-value-added sectors and a four-

year extension of the exemption from corporation tax and income tax for recently

established enterprises.

While the unemployment rate of young graduates has fallen slightly since the third

quarter of 2017, the rate of overall unemployment remains high. Improving the quality of

education through better teacher training and professional training should help better

meet the needs of employers.

Growth should continue to strengthen but risks remain

Growth is projected to strengthen, driven by investment and exports, which will

benefit from the implementation of measures designed to simplify the business

environment. Exports will also benefit from the past real depreciation of the dinar.

Inflation is expected to fall as monetary policy is tightened and salary increases are curbed.

An increase in oil prices would weigh on inflation and public finances. The postponement

of the reform of social security funds would jeopardise the restraint required on public

finances. There is also a risk that the implementation of reforms will be deferred in this

pre-election year.
OECD ECONOMIC OUTLOOK, VOLUME 2018 ISSUE 2 – PRELIMINARY VERSION © OECD 2018 3
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TURKEY

Following several years of strong growth and significant external borrowing, the
exchange rate has depreciated steadily since mid-2017. Intensified market pressures in
August 2018 led to a further depreciation of around 30%, followed by a partial recovery
thereafter. The economy is projected to contract in 2019 as a sharp fall in domestic
demand from the second half of 2018 will be offset only partially by an increase in
exports. A gradual recovery in domestic confidence and demand is projected to help
growth to recover in 2020.

Regaining business, household and investor confidence in monetary and fiscal
policies will be crucial. The central bank should remain independent and monetary
policy should remain tight to ensure that inflation converges to target. Fiscal targets
should be realistic and met to maintain credibility, which would be supported by the
publication of quarterly general government accounts according to international
standards. These projections assume that the impairment of corporate balance sheets is
contained.

The economy has slowed sharply after an exchange rate shock

Following very strong GDP growth in 2017, domestic demand, inflation and the current

account deficit continued to increase on the back of policy stimulus until mid-2018. As

market pressures increased in response to growing imbalances, the central bank tightened

monetary conditions strongly and growth was decelerating when a further confidence

shock hit in August. The exchange rate depreciated by nearly 40% in two weeks and risk

premia and long-term interest rates rose strongly, reaching highly penalising levels.

Inflation has recently surged to close to 25% as a result - from 16% in July.

Turkey

1. Three-quarter moving average.
2. The ratio is calculated using exchange rates prevailing on 31 December 2017, 31 August 2018 and 18 October 2018. OECD estimates.
Source: OECD Economic Outlook 104 database; The Ministry of Treasury and Finance; Banking Regulation and Supervision Agency (BRSA);
and OECD calculations.

1 2 http://dx.doi.org/10.1787/888933877316
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Business and household confidence has fallen and, according to high-frequency

indicators, private consumption and investment are contracting in the second half of 2018.

Exports, in contrast, have accelerated in both manufacturing and tourism on the back of

price competitiveness gains. Imports have decelerated and net export growth has turned

positive, helping to reduce the large current account deficit.

Employment appears to have peaked in the summer and the unemployment rate has

reached 11%, with the youth unemployment rate at 19%. Labour market conditions are

expected to deteriorate further, notably in the construction sector, which employs a large

share of low-skilled workers. The presence of around 4 million refugees adds to social

inclusion challenges.

Managing the adjustment will be challenging and restoring confidence is key

Policymakers responded to financial market pressures by releasing some foreign

exchange liquidity by cutting banks’ reserve requirements and limiting their engagement

in cross-currency swaps. The central bank raised its benchmark policy rate substantially in

September to 24%, which will help to support the exchange rate and the required economic

adjustment. A “New Economic Programme” aims at fostering exports and increasing

domestic saving through fiscal consolidation. The headline fiscal deficit is projected to fall

from 2.4% of GDP in 2018 to 1.6% in 2019, mainly through cuts in public investment. A

“Comprehensive Plan Against Inflation” was announced in October, based on

administrative price freezes and voluntary private sector price cuts in targeted items of the

consumer basket over two months, subsequently accompanied by temporary VAT cuts on

Turkey: Demand, output and prices

1 2 http://dx.doi.org/10.1787/888933878228

Memorandum items

Source: 



3. DEVELOPMENTS IN INDIVIDUAL OECD AND SELECTED NON-MEMBER ECONOMIES

OECD ECONOMIC OUTLOOK, VOLUME 2018 ISSUE 2 – PRELIMINARY VERSION © OECD 2018 201

certain goods and services. Relative prices are expected to be altered during this period, but

a durable success with disinflation will ultimately require the trust of market participants

in the commitment of the central bank to the inflation target and its independence in

pursuing this objective.

Fiscal targets should be realistic so that credibility can be built. The automatic

stabilisers should be allowed to function. Improving fiscal transparency by publishing

standard quarterly general government accounts would help with this, while also

addressing concerns about fiscal profligacy.

Managing financial stability risks will be a major challenge. While the banking sector

was broadly hedged against exchange rate movements, many dynamic medium and

large-size enterprises have funded their investments with foreign currency loans. The

depreciation has increased debt service costs and the increased cost of roll-over of these

loans will strain firms’ liquidity and solvency. The number of bankruptcy protection filings

has already soared. To limit contagion to the banking sector and to the rest of the economy,

special interventions may be necessary. The authorities have confirmed that they are

running stress tests to gauge the need for such measures, which may entail significant

fiscal costs.

The economy will contract, but this is projected to be short-lived

If corporate distress is contained, domestic and international confidence is projected

to recover, supporting domestic demand. The large external funding needs, estimated to

reach 25% of GDP in 2019, could then be secured, albeit at increased cost. Export growth is

projected to remain strong and related investments to be unimpaired. GDP is projected to

contract by 0.4% in 2019, before expanding by 2.7% in 2020. Achieving such a rebound

requires credible and transparent monetary and fiscal policies and the successful handling

of the strains in the corporate and banking sectors, which are assumed to be contained in

this projection.

If confidence is restored more swiftly than assumed and delivers faster reductions in

risk premia and long-term interest rates, the economy can recover more rapidly and

growth could be stronger. However, if disruptions in the business sector spill over and

confidence fails to improve, growth would be significantly weaker. If inflation expectations

remain unanchored, this could put renewed pressure on the exchange rate, with negative

feedback loops. In any case, Turkey remains vulnerable to a tightening in global financial

conditions, which could lead to higher interest costs, further exchange rate instability and

external funding tensions. Geopolitical risks related to the neighbouring region and beyond

could also impact on confidence and trade prospects.
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UNITED KINGDOM

Economic growth is projected to increase slightly in 2019 before slowing in 2020, on
the assumption that there is a smooth exit from the European Union. Some
Brexit-related uncertainties will remain until there is clarity about future trading
arrangements. An expansionary fiscal stance and a slow recovery in exports are
expected to support growth, while the monetary stimulus will be gradually withdrawn.
Inflation is projected to converge to 2% by the end of 2020.

With inflation above target and large uncertainties remaining, monetary policy
should normalise at a very gradual pace. The fiscal impulse is expected to peak in 2019.
The authorities should stand ready to respond further if demand weakens significantly
as a result of Brexit. Economically, the preferred Brexit option should be to forge an
agreement that will ensure the closest possible trading relationship with the European
Union and high access for financial services to overseas markets. Temporary measures
will be needed to cushion the economy and support displaced workers in the event of a
no-deal exit.

Brexit-related uncertainties are holding back economic growth

Both private consumption and investment growth have slowed markedly since 2016,

reflecting uncertainties and a decline in households’ purchasing power. Activity in the

housing market has been subdued. House price inflation has slowed since the start of 2016,

although the weakness remains concentrated in London. After two years of buoyant export

growth, boosted by the post-referendum depreciation, exports of goods and services have

fallen sharply since the beginning of this year, reflecting to some extent one-off factors.

Trade flows have rebounded recently and the current account deficit was at 3.2% of GDP in

the third quarter of 2018.

United Kingdom

1. Covers 17 countries that are both euro area and OECD members.
2. Projections from 2018Q4.
Source: OECD Economic Outlook 104 database.
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Inflation has been above the 2% inflation target since 2017, pushed up by past currency

depreciation and more recently higher commodity prices. The unemployment rate is at

historically low level, at 4% in the second quarter of 2018, and labour shortages have

emerged. Real average earnings have risen, but still remain below their pre-crisis levels.

Migration from EU countries is falling, but the decline has been compensated by an

increase in net migration from non-EU countries.

Policy measures will be needed to smooth the transition to a post-Brexit environment

The projection assumes that the United Kingdom and the European Union come to an

agreement on the withdrawal conditions and the transition period in the near term, but

only define the broad contours of the future trading relationships. This would dissipate

some of the near-term uncertainties, but major uncertainties would nevertheless remain.

The Bank of England has suggested that further increases in the policy interest rate

and a run-off of its balance sheet may be warranted in the case of smooth exit from the

European Union. Given the prevailing uncertainties, the pace of normalisation should be

gradual and clearly communicated.

After several years of consolidation, fiscal policy is set to become accommodative

in 2019. Increases in health spending, infrastructure and defence, together with cuts in

household income tax and other taxes amount to some 0.8% of GDP next year, adding some

United Kingdom: Demand, output and prices

1 2 http://dx.doi.org/10.1787/888933878247
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0.3 percentage point to growth. Improvements in the outlook for government receipts

mean that the authorities will still meet their fiscal targets.

The authorities should stand ready to react should the United Kingdom and the

European Union fail to reach an agreement. Monetary policy conditions should remain

accommodative if demand is depressed. In addition to letting the automatic fiscal

stabilisers fully operate, the government should focus on measures that foster productivity

and inclusive growth in the long term, such as greater spending on training and low-skilled

workers.

The authorities should aim to sign a withdrawal agreement with the European Union

that ensures the closest possible trade relationship, including for financial services. The

government has published a set of technical notices to raise citizens and firms’ awareness

on the likely impact of a no-deal. It has put forward legislation that will allow UK

households and businesses to continue to access financial services provided by EU

companies. It will be important to pass legislation establishing temporary regimes to

prevent disruption on financial and other markets if needed. Government policies should

seek to support workers, not particular sectors or jobs, should trade and production shift

as a result of Brexit, including through support for retraining.

Growth is projected to keep slowing

Economic growth is set to increase slightly next year, boosted by fiscal policy, before

slowing in 2020, with demand growing below its trend. A tighter monetary stance and

receding commodity price effects are expected to bring inflation closer to target. The

unemployment rate is projected to edge up slightly. After a peak during the current fiscal

year, the public debt-to-GDP ratio is projected to decrease gradually over the coming two

years. The current account deficit would narrow as exports of goods and services grow.

United Kingdom

1. Data for the unemployment rate refer to the population aged 16 and over. Data for the labour force participation rate refer to the
population aged between 16 and 64.

2. Real average weekly earnings excluding bonuses. Earnings have been deflated by the consumer price index including owner
occupiers' housing costs.

Source: Office for National Statistics.
1 2 http://dx.doi.org/10.1787/888933877354
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The failure to come to a withdrawal agreement with the European Union is by far the

greatest risk in the short term. OECD analysis suggests that a no-deal scenario could

subtract over 2% from real GDP over two years. The lack of details on the future

relationship between the United Kingdom and the European Union or the extension of the

transition period, and the resulting uncertainties, could incite businesses to delay

investment plans further. By contrast, prospects of maintaining the closest possible

economic relationship with the European Union would lead to stronger-than-expected

economic growth.
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UNITED STATES

Growth is projected to slow in the coming two years as macroeconomic policy
becomes less supportive. While employment growth slows, consumption growth
remains solid, supported by wage growth picking up as the labour market tightens
further. Strong business investment in 2019 and 2020 is underpinned by the recent tax
reform and supportive financial conditions. A weaker global outlook and already
introduced trade measures weigh on activity.

The large fiscal stimulus enacted in 2017 and 2018 is continuing, albeit more
weakly, in 2019; the budget will have a broadly neutral impact on activity in 2020.
Monetary policy will tighten to ensure that inflation remains near the target of 2% and
that inflation expectations stay well anchored. Further restraints on imports should be
avoided as this would weaken domestic growth. Risks to financial stability from elevated
asset prices and non-financial corporate sector debt should raise macro-prudential
concerns; implementing counter-cyclical capital buffer provisions should be considered
if these trends continue.

The expansion continues

The long expansion is eliminating slack in the economy. Robust job growth has

brought the unemployment rate down to very low levels. Employment growth and wage

increases, albeit modest, are supporting consumption growth, while the rise in oil prices

and the recent tax reform are boosting investment and with it imports. Measures of

consumer and business confidence are high. Despite these positive outcomes, productivity

growth remains sluggish, although this is a feature common across OECD countries.

Policy measures are needed to sustain the expansion

The long expansion has largely eliminated the remaining pockets of slack in the

labour market and capacity utilisation is rising. With strong job creation and demographic

pressures arising from an ageing population, labour shortages are beginning to emerge.

United States

Source: OECD Economic Outlook 104 database; and Federal Reserve Economic Data.
1 2 http://dx.doi.org/10.1787/888933877373
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United States: Demand, output and prices

1 2 http://dx.doi.org/10.1787/888933878266

Memorandum items

Source: 

United States

1. General government shows the consolidated (i.e. with intra-government amounts netted out) accounts for all levels of government
(central plus State/local) based on OECD national accounts. This measure differs from the federal debt held by the public, which was
76.5% of GDP for the 2017 fiscal year.

2. Personal Consumption Expenditures price index.
Source: OECD Economic Outlook 104 database.
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This makes it important for fiscal policy to become less expansionary, as planned, so as to

mitigate the rising tensions on production capacity.

Growth could be sustained by measures to improve the job opportunities of those still

on the margins of the labour market, and by product market reforms that strengthen

productivity growth. The employment-to-population ratio is low in comparison with many

other OECD countries. Policies such as greater assistance in job search and training would

boost job opportunities and reduce inequality. Reducing regulatory burdens and increasing

investment in infrastructure would mitigate bottlenecks that have emerged. Strengthening

competitive pressures, such as by reducing restrictions that hinder businesses in tradeable

services, easing occupational licensing and restricting the use of non-compete contracts,

would lift productivity.

Trade growth has recovered from the past appreciation of the dollar, but the outlook is

uncertain as external demand is weak and the possibility exists of further trade measures

being introduced. In these projections, already implemented tariff measures are assumed

to remain in place, but no additional actions are taken. The existing measures have a small

upward impact on inflation and create a small drag on growth. Significant further import

restraints, including raising tariffs to 25% on imports from China, would raise prices and

lower GDP growth further. On a more posi t ive note, the recent United

States-Mexico-Canada Agreement reduces uncertainty for North American supply chains.

Fiscal policy loosened substantially in late 2017, as the tax reform had a depressing

impact on tax revenue. Federal spending increases in 2018 and 2019 are further

contributing to growing budget deficits and pushing up government debt levels. In 2020,

fiscal policy becomes broadly neutral for growth as the spending increases are scaled back.

Ensuring long-term fiscal sustainability is a concern and efforts to restrain spending

growth and raise revenue will be important items on the future reform agenda.

Monetary policy is gradually tightening as price inflation nears the Federal Reserve’s

2% target. Inflation is projected to rise to modestly above target as economic slack

disappears and prices rise somewhat due to the application of tariffs. The Federal Reserve

is projected to raise interest rates to 3.5% by the end of 2019 and then keep them at that

level during 2020 as the economy slows. Even with the economy slowing, monetary policy

should remain contractionary as inflationary pressures intensify from the labour market.

Wages are projected to pick up, rising by over 4% in 2020. Furthermore, a number of

financial risks have emerged, notably elevated asset prices in some markets and

heightened leverage in the non-financial corporate sector. Increasing the resilience to

these risks would require the introduction of macro-prudential measures, such as

counter-cyclical capital buffers in the banking system.

Growth is projected to remain strong

As the fiscal boost fades and monetary policy tightens, growth will slow. Against a

backdrop of weakening external demand, export growth is projected to remain muted. The

trade deficit widens as import demand remains strong due to strong investment growth,

notwithstanding the introduction of tariffs. These developments coupled with a decline in

national saving due to the fiscal loosening will contribute to a rising current account

deficit.

After a long period of low wage and price inflation, there are risks that they could

gather stronger pace than projected as economic slack is eliminated. While inflation
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expectations appear firmly anchored, monetary policy may need to be prompt in

addressing inflation risks. Trade also represents a risk to the outlook. Addressing

trade-related concerns multilaterally would minimise the risk of retaliatory measures

undermining global, and US, trade growth and remove uncertainty that may be clouding

investment decisions. Financial risks have built up in some areas, particularly in the

non-financial corporate sector where leverage is high. Reform efforts to reduce regulatory

burdens in the financial sector should be careful to avoid exacerbating vulnerabilities,

particularly at the largest systemically important financial firms.
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