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Overview

The recovery has
broadened…

The recovery from the deepest recession in decades is becoming

more broadly based. Global growth has picked up since the soft patch in

the middle of last year and activity is driven increasingly by strengthening

private final demand. However, progress remains uneven across

economies. In the near term, the adverse supply-side shocks from high

commodity prices and the earthquake in Japan and its aftermath are

damping activity somewhat and pushing up headline inflation. Such

effects should fade from the latter half of this year, provided commodity

prices stabilise and inflation expectations do not become unanchored.

Financial conditions continue to improve and monetary policy remains

accommodative in the OECD economies, though increasingly less so in

emerging market economies where spare capacity has been largely

absorbed. This should allow the recovery to strengthen, despite

increasingly widespread fiscal consolidation. Global output growth is

expected to be close to 4¼ per cent this year and 4½ per cent in 2012

(Table 1.1). On this basis, labour market conditions would continue to

improve slowly,  though at 7% by the end of 2012,  the OECD

Table 1.1. The global recovery will remain moderate
OECD area, unless noted otherwise

1 2 http://dx.doi.org/10.1787/888932434124

Average 2010 2011 2012
1998-2007 2008 2009 2010 2011 2012 Q4 / Q4

Per cent

Real GDP growth1 2.7      0.3  -3.5  2.9  2.3  2.8  2.8  2.4  3.0  
United States 3.0      0.0  -2.6  2.9  2.6  3.1  2.8  2.7  3.3  
Euro area 2.3      0.3  -4.1  1.7  2.0  2.0  2.0  2.1  2.2  
Japan 1.2      -1.2  -6.3  4.0  -0.9  2.2  2.4  0.3  1.5  

Output gap2 0.3      0.1  -4.9  -3.7  -3.2  -2.4  

Unemployment rate3 6.4      6.0  8.2  8.3  7.9  7.4  8.2  7.7  7.1  

Inflation4 2.8      3.2  0.5  1.8  2.3  1.7  1.8  2.3  1.7  

Fiscal balance5 -2.1      -3.3  -8.2  -7.7  -6.7  -5.6  

Memorandum Items

World real trade growth 6.8      3.1  -10.8  12.5  8.1  8.4  11.2  8.2  8.5  

World real GDP growth6 3.8      2.6  -1.0  4.9  4.2  4.6  4.8  4.2  4.8  

1.  Year-on-year increase; last three columns show the increase over a year earlier.                
2.  Per cent of potential GDP.          
3.  Per cent of labour force.   
4.  Private consumption deflator. Year-on-year increase; last 3 columns show the increase over a year earlier.
5.  Per cent of GDP.          
6.  Moving nominal GDP weights, using purchasing power parities.                 
Source:  OECD Economic Outlook 89 database. 

http://dx.doi.org/10.1787/888932434124
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unemployment rate would still remain well above the pre-crisis level.

Underlying inflation is expected to edge up slowly, as economic slack

diminishes, to around 1¾ per cent by end-2012. Outside the OECD area,

domestic demand is expected to remain robust, necessitating further

policy measures to damp inflationary pressures.

… but risks remain
elevated…

The risks around the projection remain elevated, even though earlier

concerns about possible widespread weakness in private sector activity and

deflation outcomes have receded. Some of the key risks are endogenous to

the pace of the expansion, whereas others are associated with the

possibility of particular events that could trigger renewed weakness in

activity or financial markets, or add to inflationary pressures. A further

concern is that some of the downside risks, if they were to interact, could

result in a mild stagflation-type outcome in the OECD economies, which

would be difficult for conventional macroeconomic policies to tackle.

… on the upside… ● The key upside risk is that private sector final demand could gain more

momentum than projected. Household and business confidence could

strengthen further as the recovery progresses, amidst favourable

financial conditions and improving labour market outcomes, giving rise

to strong pent-up demand for durables and capital equipment. There is

also a possibility that additional near-term impetus could arise from

growth-friendly structural reforms, although relatively little progress

has been made in this respect since the recovery began.

… and on the downside ● On the downside, important near-term risks to the pace of the recovery

stem from the possibilities of renewed rises in oil prices as a result of

political instability, a slow recovery in Japan from the effects of the

earthquake and its aftermath, with associated disruptions in global

supply chains, and a deeper than projected slowdown in China. Higher

oil prices would add to inflationary pressures, damp income growth

and widen global imbalances by raising further the already elevated

external surpluses of the high-saving oil producing economies. Clear

risks also remain from continuing concerns about public debt

sustainability in some OECD countries and, to a lesser extent, ongoing

weaknesses in property markets. If these were to strengthen, they

could provoke significant financial market disruption with adverse

effects on confidence.

Structural reforms are
essential for a balanced and

sustainable recovery

The concerns about high unemployment becoming entrenched and a

permanent post-crisis reduction in potential output, together with the need

to strengthen confidence in the sustainability of public sector debt dynamics

and ensure a sustainable, balanced recovery at the global level, raise the

urgency of enacting well-designed, growth-enhancing structural reforms.

Such reforms would facilitate the tasks facing the monetary and fiscal

authorities, and could help to support the near-term recovery. Against the

background of impaired fiscal positions, still-high unemployment and the

moderate pace of the recovery, priority should be given to implementing
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reforms that offer comparatively strong short-term employment gains and

facilitate fiscal consolidation. These include measures that help to ensure

that job losers and other vulnerable groups remain attached to labour

markets and quickly return to employment, reforms that increase

productivity in the public sector, and measures to improve product market

competition. In conjunction with fiscal consolidation in OECD countries, a

well-designed package of structural reforms to reduce product market

regulations in sheltered sectors of countries with an external surplus, and

deepen financial markets and improve social welfare systems in non-OECD

countries, would also help to narrow global imbalances over time.

Macroeconomic and
financial policy

requirements are:

Against this background, the macroeconomic and financial policy

requirements at present and in the longer term are as follows:

… to pursue fiscal
consolidation actively…

● Given the precarious state of public finances in many OECD countries,

particularly in the United States and Japan, the priority has to be to either

establish credible and growth-friendly medium-term consolidation plans

if they do not already exist, or to develop existing plans more fully. In

some countries this will require unblocking political stalemate that

makes fiscal policy unpredictable over both short and long horizons.

More generally, the pace of consolidation and the choice of policy

instruments will have to reflect the urgency of ensuring sustainable

public debt dynamics, the strength of the recovery, the enactment of

growth-friendly structural reforms and the scope for monetary policy to

offset the adverse effects of fiscal tightening. In countries that have

unsustainable fiscal positions, an early consolidation “downpayment”

would help to give credibility to medium-term plans.

… normalise policy rates at
a pace contingent on the

recovery…

● The monetary authorities must judge how to react to higher headline

inflation and risks to the anchoring of expectations at a time when

sizable, but increasingly uncertain, slack remains in most OECD

economies, underlying inflation remains low and fiscal consolidation is

underway, albeit at a sometimes uncertain pace. Overall, these factors

imply that policy rates should remain accommodative through the

projection period. However, the need to keep close-to-zero policy rates

for risk management reasons has now faded and an early upward

adjustment in policy rates to establish a visibly positive level, as in the

euro area, is merited in the United States and the United Kingdom, but

not yet in Japan. This would also help to guard against a renewed build-

up of financial fragilities and provide a better starting point in event of

a need to react to upside inflation surprises. After a pause, and provided

the initial rises do not have adverse effects on the recovery, policy rates

should be raised steadily in the United States, the euro area and the

United Kingdom in the course of 2012, reflecting the gradual, though

incomplete, erosion of economic slack and the edging up of underlying

inflation. In larger non-OECD economies, and several smaller OECD

economies, monetary conditions should be tightened further to contain
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inflation. It also remains important, both in OECD and non-OECD

countries, that exchange rate adjustments consistent with domestic

needs and necessary international rebalancing be allowed to occur.

… and maintain
momentum towards

financial reforms

● In the short term, it is important to ensure that upcoming stress tests of

banking systems provide a credible assessment of the capacity of banks

to withstand adverse shocks and to deal swiftly with vulnerable

institutions. At the same time, the momentum toward financial reform

needs to be maintained to strengthen the stability of the global

financial system: in this regard, implementing the recent global

agreement on capital and liquidity standards should be seen as the first

building block of a broader regulatory structure. Beyond this, progress is

needed to reduce significant vulnerabilities that could arise from the

failures of systemically important financial institutions.

Forces acting on OECD economies

The forces acting on the
OECD economies remain

supportive

Global economic activity is becoming more self-sustaining, with the

recovery driven increasingly by stronger private final demand. In the near

term, the supply-side shocks arising both from high food and energy

prices, in part due to the political disruptions in the Middle East and North

Africa (MENA), and from the earthquake and its aftermath in Japan are

damping the momentum of the recovery somewhat. However, such

effects seem likely to fade from the latter half of the year. Surveys of

business confidence and order levels generally remain robust in most

major economies in both manufacturing and service sectors, outside of

Japan and several other Asian economies, and point to ongoing

improvements in hiring and investment, notwithstanding their recent

tendency to overstate the growth of real output. With still-improving

financial conditions, still-strong growth in emerging and developing

economies, and accommodative monetary policies, the forces acting on

OECD economies are favourable on balance, although the pace of the

recovery is likely to remain constrained by ongoing adjustments in

property markets, still-high unemployment and the gradual withdrawal

of crisis-related support. As is often the case following a severe financial

crisis (Haugh et al., 2009), the recovery is relatively slow (Figure 1.1), with

OECD-wide output expected to surpass the pre-crisis peak level only by

the middle of this year.

Global trade growth has
rebounded…

Global trade volumes have already risen past their pre-crisis peak,

and, with the pace of the recovery picking up, trade growth has bounced

back this year; the annualised rate of trade growth in the first quarter of

this year is estimated to have been around 9%, compared with growth of

5% in the final quarter of last year. Several monthly trade and global

indicators, notably export orders, point to trade growth gaining further

momentum, but these are being offset, at least in the second quarter, by

the disruption to global supply chains and Japanese export capacity in the

aftermath of the earthquake in Japan (Box 1.1). Japanese export volumes
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Figure 1.1. Real GDP in recessions and recoveries
Pre-recession peak = 100 at time t

Note: Horizontal axis represents quarters before and after the peak in GDP (given by the respective dates). Grey lines correspond to forecasts.

Source: OECD Economic Outlook 89 database.
1 2 http://dx.doi.org/10.1787/888932433630

Box 1.1. The Great East Japan Earthquake and global economic effects

Effects on the Japanese economy

The earthquake and accompanying tsunami which hit Japan on 11 March 2011 left approximately
15 000 people dead and 9900 people missing (as of 9 May 2011). According to the Japanese government’s
preliminary estimate (Cabinet Office, 2011), the earthquake and tsunami caused some 16-25 trillion yen
(3.3% to 5.2% of GDP) of damage to the capital stock in seven prefectures.1 The impact was focused mainly
on three prefectures – Iwate, Miyagi and Fukushima – which account for about 4% of nationwide economic
output and 4.5% of Japan’s population, with the impact concentrated along the Pacific coast in these
prefectures. The figures include damage to buildings (housing and fixed capital of private firms), public
utilities (electricity, gas and water), public infrastructure (such as railroads, ports and highways) and public
parks.

The experience of past disasters in Japan and other developed countries suggests that any negative short-
term impact on economic growth (relative to trend) is likely to be soon followed by a rebound as
reconstruction spending picks up (see Cavallo and Noy, 2010). The sizable damage to the capital stock and
near-term disruption of supply chains have already resulted in a sizable decline in output. Industrial
production plummeted by over 15% in March, the sharpest drop on record. GDP declined at an annualised rate
of 3.7% in the first quarter, pushing Japan into recession, and a further decline is likely in the second quarter
of 2011. Thereafter, activity should rebound promptly, and grow at above-trend rates in the latter half of 2011,
boosted by government reconstruction spending as well as business and residential investment, as was the
case in the aftermath of the 1995 Kobe earthquake (see OECD, 2011b for the details).
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Box 1.1. The Great East Japan Earthquake and global economic effects (cont.)

The uncertainty surrounding any projection is particularly acute in these circumstances, not least
because the reduced capacity of electricity generation and the disruption to supply chains creates
uncertainty about the depth and length of the decline in output. Indeed, the earthquake and tsunami
damaged a number of thermal as well as nuclear power plants, which supply around 30% of Japan’s
electricity. And estimates by the MIT Billion Prices Project suggest that the range of consumer products
available on line has declined by approximately by 15% since the natural disasters.

The adverse effects have also begun to be reflected in other hard data, which also show large negative
impacts in March. Exports fell by 2.3% (and by 9.7% for the period after the natural disaster) while imports
increased by 11.9% (9.5% after the natural disaster) in March (year-on-year). Retail sales in March plunged
by 8.5% (year–on-year), likely reflecting a sizeable negative impact on discretionary spending from supply
constraints as well as weaker consumer sentiment and voluntary self-restraint (jishuku).

Effects on the rest of the world

The Japanese economy accounts for 8.7% of world GDP, thus the estimated net impact of the natural
disaster and associated effects, including reconstruction, should not have a large negative direct impact on
global output. Even if a large decline in imports to Japan were to occur, arising, for example, from a decline in
domestic demand, it would have only a small direct effect on overall economic activity for most countries. For
example, in the United States and the euro area, exports to Japan account for less than 0.5% of GDP (see figure
below). The impact would be modest even in neighbouring Asian economies where bilateral trade with Japan
is relatively more important, as for instance exports to Japan account for 2% of GDP in China. 

However, indirect effects could be more severe in the near-term. Although the direct impacts are likely to
be limited, the near-term loss of Japanese exports has marked effects on industrial activity elsewhere,
through highly integrated cross-border supply chains and a reliance on just-in-time inventory
management. One illustration is provided by the number of car manufacturers in  North  America  and
Europe  who  have  stopped  or  reduced  production  temporarily because of a shortage of key
components sourced from Japan. Japanese manufacturing is an important contributor to a number of
industries elsewhere; for example, more than 10% of the total supply of some electronic products in the
United States is imported from Japan (Japan Research Institute, 2011). Prices have already risen for some
electrical components (for instance, flash memory chips), as a result of the production disruption in Japan,
especially in cases where alternative suppliers cannot be found.2 These negative impacts ultimately
depend on the availability and substitutability of other products.

Japan’s share in trade
In 2009, percentage of GDP

Source: Eurostat; and UN Comtrade.
1 2 http://dx.doi.org/10.1787/888932433649
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are projected to decline by over 11% at an annualised rate in the second

quarter, before bouncing back in the third quarter. Global trade is

expected to generally remain buoyant through the latter half of 2011 and

rise by around 8½ per cent in 2012, with trade growth close to the average

pre-crisis (2004-2008) rate of 1.7 times world output growth (Figure 1.2 and

Table 1.5 below).

… and domestic demand in
the non-OECD economies

remains solid

Many emerging market economies have continued to experience

strong output growth in recent quarters, and capacity constraints have

started to become increasingly apparent, with commodity prices and

underlying inflation both rising. The expansion has been fuelled in part by

Box 1.1. The Great East Japan Earthquake and global economic effects (cont.)

It is difficult to assess the extent to which certain Japanese products play a key role in cross-border
vertical linkages. Japan’s outward FDI and export data suggest that these matter mainly for Asian
economies. In China, 13% of total imports are from Japan (or 2.6% of GDP). In the United States and the euro
area, the share is much lower (6.1% and 3.4% of total imports, or 0.7% and 0.5% of GDP, respectively).
According to a recent survey by the Japan External Trade Organisation (JETRO, 2010), Japanese affiliates in
Asia and Pacific regions rely relatively heavily on procurement from Japan. In manufacturing, the
procurement of raw materials and parts from Japan accounts for a third of total procurement. Local
procurement represents just under a half of total procurement. Procurement from Japan tends to be
particularly high amongst firms in the electric machinery and precision instrument industries. In the
United States, by contrast, Japanese affiliates tend to rely more on local procurement. At least one-half, and
in many cases 80% to 100%, of procurement is sourced locally for around two-thirds of Japanese affiliates
(JETRO, 2008). Hence the production disruption and its related consequences from events in Japan would be
more severe for Japanese affiliates in neighbouring countries in Asia.

Another possible source of global effects could be through capital flows, since foreign insurance
companies have incurred some new liabilities in Japan as a result of the natural disasters, and domestic
financial institutions could need to repatriate some assets held abroad. However, so far, there does not
appear to have been a sizable repatriation of assets by domestic institutions, with those institutions in need
of cash having largely raised funds in Japan.

Possible longer-term economic effects

The production disruption and its consequences could have some longer-term global effects. The
expansion of cross-border vertical linkages might slow or even be reversed, insofar as producers might
revise their just-in-time inventory management in order to have larger buffers and might strive for greater
diversification of their suppliers, especially geographically, at the expense of immediate efficiency gains.

In the short run at least, oil and gas demand in Japan is likely to be bolstered as losses in energy
production from damage to nuclear power plants need to be offset, and energy-intensive reconstruction
work will be in progress. More generally, at a global level, if countries were prompted to revisit their nuclear
electricity production policy, it would have to be offset by increasing demand for other traditional energy
resources such as oil and gas, improvements in the efficiency of energy use and possibly more intensive
exploitation of alternative energy resources.

1. In comparison: the damage from the Great Hanshin-Awaji (Kobe) Earthquake in 1995 – the most costly disaster in Japan’s post-
war history prior to the Great East Japan Earthquake – and from the Great Kanto Earthquake in 1923 amounted to 2% and 29%
of GDP respectively (Shirakawa, 2011).

2. Japan accounts for around one-fifth of global production of semiconductors and around two-fifths of global production of flash
memory chips. Thus there is some possibility for firms to switch to suppliers from other countries. This is much harder for
high-end raw materials such as BT resin (used for printed circuit board), where Japan accounts for around 90% of global supply. 
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strong domestic credit growth and robust private final demand, which has

helped to boost the export markets of OECD economies, but also created

new policy challenges for non-OECD economies. Past moves to tighten

monetary policies and, in some countries, embark on fiscal consolidation,

together with the drag on real incomes from higher commodity prices, are

however starting to moderate activity. In China, GDP growth softened to

an annualised rate of 8¾ per cent in the first quarter, with retail sales still

rising strongly but investment slackening. Ongoing monetary policy

tightening and higher inflation have begun to damp income and credit

growth, and recent PMI surveys point to some near-term softening in

activity. In contrast, PMI surveys have yet to weaken noticeably in India,

although private investment is now moderating after strong growth

through much of last year. In Brazil, where the output gap closed rapidly

in the aftermath of the recession, fiscal consolidation has begun and

output growth has started to slow, with strong investment growth being

offset by a continued drag on growth from net trade, in part due to the

marked appreciation of the exchange rate fuelled by strong capital

inflows. In contrast, growth has begun to pick up in Russia and South

Africa, with higher international commodity prices helping to stimulate

activity.

Overall financial conditions
have continued to improve

in major OECD economies…

Financial condition indices (FCIs) summarising growth-relevant

information in different areas of the financial system are continuing to

improve across all major OECD economies (Figure 1.3). Underlying the

broad improvement in financial conditions are several factors which pull

in different directions across countries.

Figure 1.2. World trade growth remains solid
Index 2005=100

Note: The solid line represents the main projection for world trade. For details on the methodology used for bridge equation and dynamic
factor models, see Guichard and Rusticelli (2011).

Source: OECD Economic Outlook 89 database; and OECD calculations.
1 2 http://dx.doi.org/10.1787/888932433668
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Figure 1.3. Financial conditions indices have improved markedly

Note: A unit increase (decline) in the index implies an easing (tightening) in financial conditions sufficient to produce an average increase
(reduction) in the level of GDP of ½ to 1% after four to six quarters. See details in Guichard et al. (2009).

Source: Datastream; OECD Economic Outlook 89 database; and OECD calculations.
1 2 http://dx.doi.org/10.1787/888932433687

1995 1996 1997 1998 1999 2000 2001 2002 2003 2004 2005 2006 2007 2008 2009 2010
-8

-6

-4

-2

0

2

4

6

8

-8

-6

-4

-2

0

2

4

6

8
Contributions from:

Real exchange rate
Real interest rate

Spreads
Credit conditions

Wealth

Financial conditions index

United States

1995 1996 1997 1998 1999 2000 2001 2002 2003 2004 2005 2006 2007 2008 2009 2010
-8

-6

-4

-2

0

2

4

6

8

-8

-6

-4

-2

0

2

4

6

8
Contributions from:

Real exchange rate
Real interest rate

Spreads
Credit conditions

Wealth

Financial conditions index

Euro area

1995 1996 1997 1998 1999 2000 2001 2002 2003 2004 2005 2006 2007 2008 2009 2010
-8

-6

-4

-2

0

2

4

6

8

-8

-6

-4

-2

0

2

4

6

8
Contributions from:

Real exchange rate
Real interest rate

Spreads
Credit conditions

Wealth

Financial conditions index

Japan

http://dx.doi.org/10.1787/888932433687


1. GENERAL ASSESSMENT OF THE MACROECONOMIC SITUATION

OECD ECONOMIC OUTLOOK, VOLUME 2011/1 © OECD 2011 – PRELIMINARY VERSION 21

… supported by corporate
debt and equity markets…

● Corporate debt funding conditions remain supportive of economic

activity. Firms with access to capital markets have benefitted from

falling corporate spreads, especially for sub-investment-grade

borrowers in the United States, which are now close to pre-crisis levels.1

In the United States, banks have continued to ease corporate credit

standards steadily, but the improvement has been more uneven in the

euro area. Although equity markets have become more volatile due to

geopolitical risks, rising oil prices and the worries sparked by the

earthquake and its aftermath in Japan, they have posted sizeable gains,

with share prices significantly above their level half a year ago in the

United States and, to a lesser extent, the euro area (Figure 1.4).

… in spite of higher long-
term government yields

● The increase in real yields on long-term government bonds is acting as

a drag on aggregate financial conditions. In the euro area, renewed

sovereign debt concerns during the first quarter of this year have

resulted in substantial increases in long-term government borrowing

costs in Greece, Ireland and Portugal (see Figure 1.16 below).

Outside the OECD, financial
conditions remain

favourable but volatile

 Financial conditions remain favourable but volatile in emerging

markets. Abundant global liquidity has resulted in historically low

sovereign spreads in many economies, though stock prices have been

volatile, with net equity outflows to developed countries since the

beginning of this year. Tighter policy settings in China have led to a slowing

in bank lending growth. Underlying credit dynamics are however difficult to

assess in China, because the authorities have introduced month-by-month

lending quotas in place of the previous annual quota that led banks to

make large amounts of loans at the beginning of the year.

Business investment has
rebounded…

Business investment has picked up since the start of the recovery but

has yet to accelerate significantly in many countries, despite ongoing

improvements in corporate profitability and generally healthy corporate

balance sheets. This suggests that uncertainty about the pace and

durability of the recovery, along with the comparatively modest level of

activity in IT sectors in recent months, may have been damping

investment growth somewhat. But capital-goods orders have picked up in

many major OECD economies and survey-based measures of investment

intentions have continued to rise, pointing to solid growth ahead in

equipment investment. Reconstruction expenditure in the aftermath of

the natural disasters should also lead to a large jump in investment levels

in Japan from the second half of this year. With business investment

intensity still well below pre-crisis levels (Figure 1.5), and uncertainty

1. Another indication of considerable risk appetite is that in the first quarter of the
year US companies issued one and a quarter as much “covenant-light” loans,
i.e. loans which offer less protection to the lending party than traditional
covenants, than in 2006, the last year prior to the onset of the crisis.
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Figure 1.4. Price-earnings ratios remain below long-run averages
Last observation: April 2011

Note: Adjusted P/E ratios are calculated as the ratio of stock prices to the moving average of the previous 10 years’ earnings, adjusted for
nominal trend growth. Averages shown exclude the period 1998-2000 to remove the asset bubble effects.

Source: Datastream; OECD calculations.
1 2 http://dx.doi.org/10.1787/888932433706
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about the recovery likely to fade further, normal cyclical forces and

healthier financial conditions should encourage strong upward

momentum in investment levels over the projection period.2

… but the recovery in
commercial property

markets is more hesitant

However, non-residential construction output and investment

remain very weak in many countries, reflecting the hesitant recovery in

commercial property markets. Some signs of improvement are now

appearing, although prices generally remain well below pre-recession

levels. Commercial property values are now rising in the euro area and the

United Kingdom, in part reflecting the support provided by low interest

rates, but in the United States, where there is considerable excess

Figure 1.5. Changes in business investment intensity in recessions and recoveries
Change from investment intensity at pre-crisis peak of GDP, at time t, percentage points

Note: Horizontal axis represents quarters before and after the peak. Grey lines correspond to forecasts.

Source: OECD Economic Outlook 89 database.
1 2 http://dx.doi.org/10.1787/888932433725
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2. A simple indicator-type model for business investment in the United States, in
which investment growth is related to current and past lags of survey measures of
investment intentions and the OECD US financial conditions index, points to solid
growth in investment volumes of just over 9% this year, compared with a projected
rise of 8¼ per cent. For the euro area, where information on investment intentions
is less timely and published less frequently, an indicator-type model using survey
measures of production expectations and the euro area financial conditions index
is found to track business investment reasonably well. This model points to
investment growth of just over 6½ per cent in the euro area in 2011, a little stronger
than the projected rise of 5¼ per cent.
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capacity, commercial property prices in nominal terms remain low and

volatile. Global office rents have also now begun rising, especially in major

cities, with vacancy rates turning down. Despite these improvements,

conditions have remained fragile in several commercial property markets,

with many OECD countries still seeing increasing numbers of distressed

properties coming onto the market, suggesting that investment in new

structures will remain low for some time to come.

The recovery in housing
markets remains mixed…

The housing market recovery remains fragile in a number of OECD

countries, and in some it has yet to begin (Figure 1.6). Notwithstanding

recent increases in investment, the ratio of housing investment to GDP

remains below both the average level seen in past troughs and the average

level over the past 3 decades in the OECD as a whole and the aggregate

euro area. Canada and Finland are notable exceptions, in part reflecting

their relatively high price elasticity of housing supply (OECD, 2011a).

House price-to-income and price-to-rent ratios are close to their long-

term averages in the OECD as a whole (Table 1.2), but there are

considerable disparities across countries. In several economies in which

price-to-rent ratios are more than 50% above their long-run average, real

Figure 1.6. The housing market recovery is hesitant

1. House prices deflated by the private consumption deflator. Calculation based on 20 countries (18 available in 2010q4).

Source: OECD Economic Outlook 89 database; and various national sources, see Table A.1 in Girouard et al. (2006).
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prices may be close to peaking, despite still-low real interest rates (Box 1.6

below). In contrast, long-standing declines in real house prices are

persisting in the United States, Spain and Ireland, and have now begun

once more in the United Kingdom. Survey indicators are generally weak in

these markets, and an overhang of unsold properties will take time to

clear. Unsettled legal disputes around foreclosure proceedings may also

prolong adjustment in the United States. This will likely damp new

construction for some time, although there is some evidence that real

prices may be nearing a trough in these economies (Box 1.6).

Table 1.2. Real house prices remain fragile in some countries

1 2 http://dx.doi.org/10.1787/888932434143

Per cent annual rate of change
Level relative to 

long-term average 1

2002-
2008

2009 2010 2
Latest 

quarter 3

Price-to-
rent 
ratio

Price-to-
income 

ratio 

Latest 
available 
quarter 

United States 2.5   -4.3   -5.0   -2.4   108    93      Q4 2010
Japan -3.2   -1.7   -2.0   -2.1   64    64      Q3 2010
Germany -1.8   0.5   0.4   0.5   80    76      Q4 2010
France 8.0   -6.7   5.0   7.7   143    134      Q4 2010

Italy 4.1   -3.7   -3.1   -3.2   107    118      Q3 2010
United Kingdom 5.5   -9.1   3.0   -0.3   140    129      Q4 2010
Canada 6.5   4.0   5.4   0.0   155    132      Q4 2010
Australia 5.7   1.7   10.1   3.2   157    142      Q4 2010

Belgium 6.2   0.1   2.9   2.7   166    149      Q4 2010
Denmark 6.4   -13.2   -0.2   -0.6   127    126      Q4 2010
Finland 4.5   -0.9   7.6   3.6   138    103      Q4 2010
Greece 3.0   -5.3   -8.2   -10.6   98    97      Q4 2010

Ireland 3.0   -9.8   -13.6   -9.7   110    97      Q4 2010
Korea 2.1   -2.3   -0.2   -1.5   109    60      Q4 2010
Netherlands 2.1   -2.7   -3.6   -2.8   136    139      Q4 2010
Norway 5.4   -0.6   6.2   4.1   163    128      Q4 2010

New Zealand 8.9   -3.9   0.5   -4.6   152    116      Q4 2010
Spain 7.5   -7.7   -6.2   -6.5   134    134      Q4 2010
Sweden 6.8   -0.4   6.5   4.2   143    132      Q4 2010
Switzerland 1.1   5.5   4.5   4.2   92    93      Q4 2010

Total of above euro area4,
3.6   -3.6   -0.8   -0.3   116    113      Q4 2010

Total of above countries5
2.6   -3.5   -1.7   -1.2   111    100      

Note:  House prices deflated by the private consumption deflator.p y p p
1.  Average from 1980 (or earliest available date) to latest quarter available = 100.
2.  Average of available quarters where full year is not yet complete.                          
3.  Increase over a year earlier to the latest available quarter.                       
4.  Germany, France, Italy, Belgium, Finland, Grece, Ireland, Netherlands and Spain.             
5.  Using 2009 GDP weights, calculated using latest country data available.             

Source:  Girouard et al. (2006); and OECD.  
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… but investment is
expected to edge up

Going forward, OECD-wide housing investment is expected to rise

gently relative to GDP from the latter half of 2011, but more rapidly in

Japan and New Zealand, with reconstruction expenditure generating

strong investment growth in these economies from mid-2011 onwards.

Nonetheless, given the now-small share of housing investment in OECD

GDP, the contribution from the projected recovery in investment will

provide only a modest boost to OECD output growth.

Inventory levels are close to
longer-term norms…

High-frequency indicators suggest that inventories are now close to

normal levels in most major OECD economies, although supply-chain

disruptions in the aftermath of the earthquake in Japan are likely to result

in some temporary depletion of stocks. The contribution of inventories to

quarterly output growth is assumed to be zero from the third quarter

of 2011 onwards in the projections.

… and household saving
rates have begun to edge

down

Household saving rates have recently begun to edge down in many

OECD countries, though they still remain elevated relative to pre-crisis

norms. Asset price increases, higher saving and associated debt

deleveraging have all helped to repair household balance sheets since the

recovery began, softening the need for any additional increases in saving

rates for balance-sheet purposes. Improving labour market outcomes and

credit conditions may also continue to diminish the need for precautionary

saving. Wealth-to-income ratios are now above 5-10 year pre-crisis

averages in the United Kingdom, and, in the euro area, are close to the peak

level since the formation of the euro area. This suggests that the saving

ratio might soften further in these economies, provided credit conditions

do not deteriorate. In the United States, additional balance sheet

adjustment is likely to be required, reflecting ongoing housing market

weakness and the consequent implications for household net worth. But

with debt on a clearly declining trajectory, a higher saving rate will not be

required to ensure adjustment. Indeed, with the rate of job creation

gathering pace, the US saving ratio is projected to edge down by around ¾

of a percentage point from the current level of 5¾ per cent over the

projection period. In Japan, the uncertainty created by the earthquake and

its aftermath may increase household precautionary saving for a while,

although this could be offset, at least in part, by the need to finance

replacement of lost goods and property.3 An updated comparison of actual

and trend car sales, with the latter derived as in Haugh et al. (2010), provides

a further indication of the potential for strong growth in consumer demand

at present, with sales in the euro area, Japan, the United Kingdom and the

United States still remaining below longer-term trends (Figure 1.7).

Global commodity prices
have surged…

In the near term, strong commodity price growth is reducing real

income growth, and thus damping consumer expenditure somewhat.

Brent crude oil prices have increased by around 50% since mid 2010

3. Consumption might also be postponed temporarily due to the supply-side
disruptions and the related unavailability of products.
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Figure 1.7. Car sales are generally below trend levels
Actual1 and trend car sales 1995 – 2012, number of cars in millions

1. Seasonally adjusted. For 2011 based on annualised sales in first four months for the United States, China, Germany, France, Italy,
Spain and the United Kingdom and in first three months for Japan.

2. Euro 4 includes Germany, France, Italy and Spain.

Source: Haugh et al. (2010); Datastream; China Association of Automobile Manufacturers; Japan Automobile Manufacturers Association;
and OECD calculations.

1 2 http://dx.doi.org/10.1787/888932433763
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(Figure 1.8), and volatility has been high. Up to the end of 2010, most of the

increase in the oil price seemed to relate to strong oil demand outside the

OECD area (Box 1.2). More recently, political unrest in the MENA region

has caused prices to surge further, reflecting concerns that supply

disruptions might spread. Increased oil and gas imports by Japan in the

aftermath of the natural disaster may also be adding to upward pressures

on prices. Prices for non-oil commodities have also increased steeply,

surpassing their record levels of 2008 for many items. The rise in oil prices

and adverse weather conditions in different regions of the world are the

main drivers of rising international food prices.

Figure 1.8. Commodity prices have surged

Source: OECD, Main Economic Indicators database; and Datastream.
1 2 http://dx.doi.org/10.1787/888932433782
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Box 1.2. What is driving commodity prices?

Empirical research indicates that strong world oil demand was a major factor behind the run-up in crude
oil prices to record levels in summer 2008, driven by buoyant demand from emerging market economies,
notably China and the Middle East (see figure below).1 The recent episode of rising oil prices since 2009 also
coincides with a strong upswing in oil demand outside the OECD area. Supply side factors also play a role.
Crude oil supply levelled off in the middle of the last decade. Long time lags between investment decisions
and new oil production coming on stream, declining oil production from many conventional oil fields
outside OPEC and shortages of qualified labour all contributed to this development. Climatic and
geopolitical factors, production cuts by OPEC and low levels of spare capacity as well as constraints in the
refining system have at times also restrained supply. However, higher prices have been accompanied by
renewed growth in OPEC production capacity in 2009 and 2010. In the current episode of rising oil prices,
political unrest in North Africa and the Middle East caused prices to surge further, both reflecting direct
supply disruptions and concerns that they might spread.

Oil demand and supply
Million barrels per day

Note: The balancing item between (final) oil demand and supply are changes in stocks.

Source: IEA, Monthly Oil Data service.
1 2 http://dx.doi.org/10.1787/888932433801

Other macroeconomic factors, such as movements in exchange rates and interest rates, also play a role.
Low real interest rates are likely to have contributed to the upward pressure on oil prices. Lower interest
rates make it less profitable for producers to extract oil and invest the proceeds on the financial market,
which might reduce the supply of oil, putting upward pressure on the spot price. At the same time, the
opportunity costs of holding stocks of oil decline, which can put upward pressure on oil demand. Indeed,
estimates from a simple structural vector auto-regression model suggest that a reduction in the US
3-month real interest rate by one percentage point could push up oil prices by about $4 cumulatively by the
end of the second year after the shock occurred.2 While the precise size of the effect is subject to
uncertainty, and is likely to depend on the initial level of oil prices, the estimates suggest that the marked
reductions in short-term interest rates that occurred in response to the crisis could have contributed
substantially to the recent upswing in oil prices.

Buoyant income growth in emerging markets, coupled with deepening world trade integration, was also
an important driver for the upswing in non-oil commodity prices. With respect to food, rising underlying
demand growth for meat in emerging markets is part of this effect. Adverse supply side factors also played
a role. In particular, rising oil prices contributed substantially to rising prices for non-oil commodities, food
in particular, whose production is generally energy intensive. For food, this link was reinforced by bio-fuel
policies. Between 2000 and 2009, global output of bio-ethanol quadrupled and production of biodiesel
increased tenfold, with government support policies having been a major driver behind the  upswing.3
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Box 1.2. What is driving commodity prices? (cont.)

Increases in the price of oil enhance ethanol’s competitiveness relative to petrol and strengthen its
demand. With both bio-energy and food utilising the same inputs and the supply elasticity of crops limited
in the short run, increases in the production of ethanol reduce the supply of crops for food and raise food
prices. Supply disruptions due to extreme weather conditions added to upward pressure on prices, as did
export restrictions in some traditional large commodity-export countries.

Moreover, concerns have been expressed that commodity prices may have been pushed up by speculation.
Indeed, net long positions (i.e. current purchases for future selling) held by non-commercial oil traders have
markedly increased on average over recent years as oil prices were trending upwards (see second figure).
However, recent commodity price increases have been broad-based, including in particular certain food
commodities for which organised futures markets do not exist. This suggests that factors other than financial
market speculation are the main drivers for a number of commodity prices, although oil prices could be a
channel through which financial factors influence other commodities as well.

Also, information concerning future oil prices is conflicting. On the one hand, record levels of net long
positions by non-commercial traders appear to indicate expectations of further rising oil prices. On the
other hand, with the futures curve flat until end-2011 and bending downwards thereafter, lower oil prices
are expected in the future – though caveats apply to the information content of oil futures.

Overall, forces acting on commodity prices point in different directions. On the one hand, rising oil
demand by emerging markets, and only modest additions to world oil supply capacity over the next couple
of years, put upward pressure on prices. On the other hand, other factors, such as likely increases in
interest rates over the next couple of years, suggest that oil and food prices might well come down from
current high levels, the more so if geopolitical tensions were to abate and food production benefitted from
less extreme weather conditions.

Long positions by non commercial market participants
Futures and options contracts for light sweet crude oil (New York Mercantile Exchange), 

net number of long non commercial contracts

Source: US Commodity Futures Trading Commission and Datastream.
1 2 http://dx.doi.org/10.1787/888932433820

1. See in particular Pain et al. (2008) and Wurzel et al. (2009). Increasing oil demand in Asian and Middle Eastern emerging markets
has been reinforced by the relatively high energy intensity in power generation and industry in these economies as well as by
the pervasiveness of capped retail prices that insulate consumers from increases in world market prices.

2. The result, evaluated at the sample mean real oil price over 1986-2010, is derived from a structural vector-autoregression,
estimated with quarterly data over the period 1986 to 2010 and involving, besides the real price for Brent oil, a measure of real
world GDP, US real short-term interest rates and the US real effective exchange rate. The order of variables follows Akram (2009).

3. See OECD (2008a) and Jones and Kwiecinski (2010).
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… which will damp the
near-term recovery

 Food items make up a large share of consumption baskets in lower-

income countries but are also significant in OECD economies. For

example, the share of food items in domestic private consumption is

around 14% in the United States and 19% in Japan. The raw material part

of private consumption baskets is much lower though, due to trade

margins and various non-commodity inputs into food production. Back-

of-the-envelope calculations with these factors taken into consideration,

and under the assumption of unchanged exchange rates and nominal

incomes, suggest that a sustained increase in food and oil commodity

prices of the size seen over the past six months would mechanically

reduce, all else being equal, households’ real disposable incomes by

almost 1½ per cent in the major OECD areas. Economy-wide income

effects would be smaller though, with domestic food producers

benefitting from price increases and consumption patterns adjusting in

favour of goods with smaller relative price increases. Empirical estimates

suggest that the short-term impact of a $10 increase in crude oil prices

could be two-tenths of a percentage point lower GDP growth in the OECD

area over the first two years (Table 1.3).

Growth prospects

Growth is set to gather
pace gradually…

Output growth strengthened moderately in the OECD area in the first

quarter, notwithstanding the hit to real household incomes from higher

energy costs and the large decline in activity in Japan following the

earthquake in early March. Growth in the non-OECD economies remained

robust. Looking ahead, the recovery is expected to gain further

momentum only slowly (Figure 1.9), notwithstanding the support

provided by still-accommodative monetary policies throughout the

projection period and favourable financial conditions. Necessary fiscal

consolidation (Box 1.3), adverse terms-of-trade effects and continued

headwinds from the legacies of the recession in labour, housing and credit

markets will all check the pace of the upturn in the OECD. As a result, it

seems likely that economic slack will still remain in most OECD

economies at the end of the projection period.

The key features of the economic outlook for the major economies

are as follows:

… in the United States… ● Growth in the United States is expected to pick up modestly from the

second quarter of 2011, supported by accommodative monetary policy

and favourable financial conditions, and the gradual fading of the

adverse effects from high commodity prices and remaining weaknesses

in labour and property markets and household balance sheets.

Nonetheless, the momentum of the recovery is likely to remain muted,

with a modest drag on activity from fiscal consolidation in 2012. Low

interest rates, strong corporate profits and normal cyclical forces

should support robust growth in equipment investment, but excess

supply in property markets will continue to weigh on housing and

commercial property investment for some time. Private consumption
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growth should be helped by further improvements in labour market

conditions, but ongoing balance-sheet adjustment is likely to constrain

the extent to which the household saving rate can fall. With a

continuation of the recent pick-up in employment growth, the

unemployment rate is projected to decline to around 7½ per cent by the

end of 2012, still well above the pre-crisis level.

Table 1.3. Effects of an oil price increase on GDP and inflation – 
Survey of recent estimates

1 2 http://dx.doi.org/10.1787/888932434162

Study Approach Type of stock
Impact on 
real GDP

Impact on 
inflation

Average deviation 
of growth rates in 
the following two 
years:

Average deviation 
of growth rates in 
the following two 
years:

-0.10% points for 
the United States     

+0.13% points for 
the United States

-0.03% points for 
the euro area           

+0.08% points for 
the EA

-0.02% points for 
Japan                      

+0.04% points for 
Japan

Deviation from 
baseline in the 
second year:

Deviation from 
baseline in the 
second year:

-0.47% points for 
the United States     

+0.51% points for 
the United States

-0.38% points for 
the euro area           

+0.28% points for 
the euro area

European 
Commission 
(2004)

QUEST
Macro-
econometric 
model

(Permanent) 
25% increase

Deviation from 
baseline in the 
second year:
 -0.38% points for 
the euro area     

Deviation from 
baseline in terms of 
CPI level in the 
second year: 
+0.28% points for 
the euro area

European 
Commission 
(2008)   

QUEST III
Dynamic 
stochastic general 
equilibrium model 
(DSGE)

Gradual 
increase of 
100% over a 
period of three 
years 

Deviation from 
baseline in the 
second year: 
-0.59% points for 
the euro area    

Deviation from 
baseline in terms of 
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Figure 1.9. Global growth continues be led by the non-OECD economies
Contribution to annualised quarterly world real GDP growth

Note: Calculated using moving nominal GDP weights, based on national GDP at purchasing power parities.

Source: OECD Economic Outlook 89 database.
1 2 http://dx.doi.org/10.1787/888932433839

Box 1.3. Policy and other assumptions underlying the projections

Fiscal policy settings for 2011 are based as closely as possible on legislated tax and spending provisions.
Where policy changes have been announced but not legislated, they are incorporated if it is deemed clear that
they will be implemented in a shape close to that announced. Where government plans are available for 2012,
fiscal projections follow the plans. Otherwise, in countries with impaired public finances, a tightening of the
underlying primary balance of 1% of GDP in 2012 has been built into the projections. Where there is
insufficient information to determine the allocation of budget cuts, the presumption is that they apply
equally to the spending and revenue side, and are spread proportionally across components. These
conventions allow for needed consolidation in countries where plans have not been announced at a
sufficiently detailed level to be incorporated in the projections. Along this line, the following assumptions
were adopted (with additional adjustments if OECD and government projections for economic activity differ):

● For the United States, the assumptions for 2011 are based on legislated measures. Given the legislative
uncertainty about budget policy for 2012, the general government underlying primary deficit is assumed
to decline by 1% of GDP from the level in 2011.

● For Japan, the projections are based on the Fiscal Management Strategy announced in June 2010, which
limits the issuance of new government bonds in FY 2011-12 to the FY 2010 level. This constraint is
broadly respected through a combination of spending and revenue measures, notwithstanding the need
for earthquake-related reconstruction spending.

● For Germany, the government’s medium-term consolidation programme, announced in September 2010,
as well as the phasing out of the temporary components of the fiscal stimulus packages have been built
into the projections. For France, the projections incorporate the government’s medium-term
consolidation programme. For Italy, the projections incorporate the measures announced in the 2011
budget legislation and confirmed in the revised Stability Programme. For the United Kingdom, the
projections are based on tax measures and spending paths set in the March 2011 budget.

The concept of general government financial liabilities applied in the OECD Economic Outlook is based on
national accounting conventions. These require that liabilities are recorded at market prices as opposed to
constant nominal prices (as is the case, in particular, for the Maastricht definition of general government
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Box 1.3. Policy and other assumptions underlying the projections (cont.)

debt). In 2010, euro area countries with unsustainable fiscal positions that have asked for assistance from
the European Union and the IMF (Greece, Ireland and Portugal) experienced large declines in the price of
government bonds. For the purpose of making the analysis in the Economic Outlook independent from strong
temporary fluctuations in government debt levels on account of revaluations, the change in 2010 in
government debt in these countries has been approximated by the change in government liabilities
recorded for the Maastricht definition of general government debt.

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

● In the United States, the programme of quantitative easing is assumed to be completed in June as
announced. The target Federal Funds rate is assumed to be raised in a series of small steps by 100 basis
points in the remainder of this year to ensure that inflation expectations remain anchored. After a pause
in the first half of 2012, the rate is assumed to rise steadily to 2¼ per cent at the end of the year as the
recovery progresses.

● In the euro area, after having raised the refinancing rate in April 2011, the European Central Bank is
assumed to keep the rate constant for the remainder of this year. A gradual normalisation of the main
policy rate would be warranted from early 2012, with an erosion of economic slack and edging up of
underlying inflation. Thus, the main refinancing rate is assumed to increase through 2012 to 2¼ per cent
by the end of 2012.

● In Japan, the current interest rate policy needs to be continued until inflation is firmly positive. The
short-term policy interest rate is assumed to remain at 10 basis points for the entire projection horizon.

● In the United Kingdom, the policy interest rate is assumed to increase by 50 basis by the end of the
current year to prevent continued increases in inflation expectations. After a pause, to assess the effects
on the recovery, the policy rate is assumed to increase further by an additional 125 basis points in 2012
as the recovery firms. 

For the United States, Japan, Germany and other countries outside the euro area, 10-year government
bond yields are assumed to converge towards a reference rate, determined as future projected short rates
plus a term premium and an additional premium for countries with government gross debt exceeding 75%
of GDP, equal to 4 basis points for each percentage point of the debt ratio above 75%. The assumptions
regarding long-term sovereign debt spreads in the euro area vis-à-vis Germany are as follows:

● For Greece, Portugal and Ireland, spreads are assumed to remain constant until end 2011 at the average
observed in April, before halving through 2012 as progress in consolidation and economic adjustment
leads to a spontaneous increase in confidence or perceptions increase that additional official financing
would be forthcoming, if needed.

● For Spain, spreads are assumed to remain constant until end 2011 at the average value observed in April,
before falling by a quarter through 2012.

● For other euro area countries, spreads are assumed to remain constant until end 2012 at the average
value observed in April.

The projections assume unchanged exchange rates from those prevailing on 6 May 2011: $1 equals
80.31 JPY, 0.70 EUR (or equivalently, 1 EUR equals $1.43) and CNY 6.49.

The price of a barrel of Brent crude oil is assumed to be constant at $120 from the second quarter of this
year onwards. Non-oil commodity prices are assumed to be constant at the average level in March and
April 2011 over the projection period.

The cut-off date for information used in the projections is 19 May 2011. Details of assumptions for
individual countries are provided in Chapters 2 and 3. 
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… Japan… ● In Japan, the immediate aftermath of the Great East Japan Earthquake

has seen sizable declines in production and consumption, as well as

business and consumer confidence. Given the experience of past

disasters in Japan and elsewhere, the large negative impact on GDP in the

first and second quarters is expected to be reversed quickly as

reconstruction efforts get underway. Strong growth in both public and

private investment is projected in the latter half of the year and the early

months of 2012 to replace housing and fixed capital assets destroyed in

the disaster, and export growth should bounce back as supply chains are

restored. Private consumption is also projected to pick up from the latter

half of this year. However, after a temporary sharp decline in the second

quarter, import volume growth is likely to be higher than otherwise,

given the need for higher oil imports to replace nuclear power. Over the

year to the fourth quarter of 2011 output is projected to be broadly

constant, but calendar year growth is likely to be negative this year. By

the latter half of 2012, as the level of reconstruction spending falls,

growth is expected to soften, with public consumption and fixed

investment both contracting as consolidation efforts strengthen. The

unemployment rate is expected to decline only gently over the projection

period to 4½ per cent, thus remaining above its pre-crisis level.

… the aggregate euro
area…

● In the euro area as a whole, the recovery has taken hold and is

spreading beyond manufacturing to service sectors. Growth is

becoming better balanced, with final private demand expected to

strengthen gradually through the projection period, with the effects

from still-accommodative monetary policy and favourable financial

conditions outweighing the drag exerted by fiscal consolidation and the

near-term pressures on real incomes from high energy prices. Labour

market conditions are likely to improve, with output growth

increasingly accompanied by net job creation, but the unemployment

rate is projected to decline only to around 9% by the end of next year,

leaving still-sizable economic slack. Labour market improvements

should augment the boost to private consumption from low interest

rates, strengthening confidence and leading to further reductions in the

saving rate. Business investment should also continue to recover from

extraordinarily low post-crisis levels, helped by normal cyclical effects

and favourable financing conditions. As discussed in Box 1.4, economic

prospects are projected to remain uneven within the euro area.

… and the non-OECD area ● In China, output growth is projected to average a little over 9%

over 2011-12. The near-term softening in the growth rate of GDP is

projected to continue into the latter half of this year, with domestic

demand damped by the effects of tighter monetary conditions, rising

headline inflation and some near-term adverse effects from weakness

in the Japanese economy. As these effects fade, domestic demand is

expected to strengthen once more, helped by ongoing public

investment in social housing. In India, further fiscal consolidation and

continued monetary policy tightening should help GDP growth
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Box 1.4. The euro area programme countries: 
Current situation, outlook and policy options

Within the euro area, economic prospects remain uneven, reflecting the ongoing and necessary
rebalancing between the core economies and some of those at the periphery. This adjustment is
particularly forceful in countries that have asked for assistance from the European Union and the IMF and
are facing intense financial market scrutiny. In these economies, sizable fiscal consolidation is being
implemented, area-wide monetary policy is tighter than appropriate on purely domestic grounds, and
private sector demand is constrained by still-weak balance sheets and adverse labour market conditions.
However, some signs of rebalancing are appearing, with external competitiveness now improving in Ireland
and Greece, on the back of falling unit labour costs, which should boost export growth over the projection
period. Domestic demand is projected to weaken in Portugal, Greece and Ireland in both 2011 and 2012, but
strong export growth could result in modest GDP growth by 2012, except in Portugal.

The necessary budget consolidation in these countries is proceeding. In Greece, budget consolidation
in 2010 amounted to around 7½ per cent of GDP, a little less than targeted. On the OECD projection, this
effort is set to be followed by additional reductions in the underlying deficit of around 4¼ per cent of GDP
in 2011 and 1% in 2012, in line with EU/IMF programme targets. In Ireland, the budget deficit ballooned
in 2010 due to bank rescue costs, but the underlying deficit is now projected to be cut by 3½ per cent of
potential GDP (5% in terms of the underlying primary balance) from 2010 to 2012, in line with the
agreement with the European Union and the IMF. In Portugal, strong consolidation is underway this year
and further measures will be introduced in the context of the EU/IMF financial assistance programme; the
underlying fiscal deficit is projected to decline by 4¼ and 2¼ per cent of potential GDP in 2011 and 2012,
respectively. However, notwithstanding these consolidation efforts, the ratio of gross government debt to
GDP will climb to almost 160% in Greece, about 125% in Ireland and around 115% in Portugal by 2012.
Governments in all three countries have contingent liabilities related to explicit and implicit guarantees of
banks which could raise government gross debt ratios even further.

Some structural reforms have been introduced to facilitate the necessary adjustment. Greece committed
to wide-ranging structural reforms as part of the financial assistance package, including easing of
restrictions in product markets, strengthening adjustment capacity in labour markets and revamping the
pension system. Many of these commitments have already been translated into law, although legislation
and implementation has fallen behind schedule in some cases. Similarly, Ireland will implement labour
market reforms as part of its agreement with the EU and IMF. Structural reforms also feature prominently
in the programme in Portugal, including adjustments to employment protection and benefit systems.

Despite financing support, strong fiscal consolidation efforts, structural reforms and signs of
rebalancing, sovereign spreads have continued to widen in Greece, Ireland and Portugal. In mid-May, 10-
year government bond yields were around 16% in Greece and 10% in Ireland and Portugal; shorter
maturities carried even higher yields. Thus, markets have priced in significant probabilities of sovereign
debt restructuring occurring in these countries. For example, in Greece, the market price of insurance
against sovereign default corresponds to a 64% probability that the government will default over the next
two years (assuming a 45% loss in the event of default). Even if the governments are more or less on track
to meet their fiscal targets, their fiscal positions would not be sustainable if market interest rates were to
remain for long at their current level.

At the same time, banks in Greece, Ireland and Portugal have been cut off from market finance and are
dependent on liquidity provided by the ECB. This has been made possible by the decision of the ECB to relax
its standards on the quality of collateral it accepts for repurchase agreements. At the end of February, the
three countries accounted for 55% of all liquidity provided by the ECB.
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moderate to a more sustainable rate of around 8½ per cent per annum

over the projection period. Domestic demand will remain a key source

of growth, led by private investment underpinned by buoyant corporate

sentiment and a need for higher infrastructure spending. In Brazil,

domestic demand is also set to remain solid and be driven by large

infrastructure and energy development programmes, although ongoing

policy normalisation and continued small declines in net exports

should help keep growth at trend rates. In Russia, domestic demand is

projected to increase strongly, supported by the high level of

commodity prices. Despite the drag from strong import growth and

tighter monetary conditions, output growth is expected to be around

5% in 2011 and 4½ per cent in 2012.

Headline inflation is being
pushed up…

 Recent strong rises in commodity prices have helped to push up the

annual rate of headline consumer price inflation to around 2¾ per cent in

both the United States and the euro area this year (Figure 1.10). In Japan,

the headline inflation rate has now stopped declining for the first time in

almost two years, although the planned rebasing of the consumer price

index in August is expected to reduce the annual inflation rate by around

½ of a percentage point. The increase in headline inflation is even more

marked in many emerging market economies, reflecting the greater

weight of food and energy in total consumption in these economies and

the greater energy intensity of production. There are also clear signs that

Box 1.4. The euro area programme countries: 
Current situation, outlook and policy options (cont.)

The ultimate goal for Greece, Ireland and Portugal is to achieve sustainable fiscal positions and restore
access to market finance for governments and banks. In the absence of a return of market confidence
regarding solvency risks, the unsustainable situation can be tackled in different ways:

● A first option is that foreign official lenders keep funding these governments at interest rates well below
current market yields in exchange for additional measures to restore fiscal sustainability. However, if
eventually any of these countries were to be unable to repay their debts at the interest rate on offer, such
continued assistance would only have postponed the resolution of unsustainable positions. Also, while
expectations about continued assistance could calm markets in the short term, it might drive up market
yields on government debt if investors judged that official finance reduced the value of their claims,
particularly if official loans were seen to have de facto senior status. Unless such senior assistance
reduces the probability of default significantly, it thus translates into higher risk premia (Gros, 2010, and
Chamley and Pinto, 2011).

● A second option is to reschedule the existing stock of debt. However, for heavily indebted countries
government debt would have to be rescheduled over a very extended period, and at low interest rates to
restore fiscal sustainability.

● At least in theory, a third option is to reduce the size of government liabilities in line with current market
expectations. In practice, however, the use of this option is severely circumscribed by the need to find
adequate answers to three issues: how to avoid a breakdown of domestic financial sectors, which would
have calamitous effects; how to address spillovers to other countries through the financial system; and
how to prevent contagion effects from one country to others.
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Figure 1.10. Underlying inflation is edging up from low rates
12-month percentage change

Note: PCE deflator refers to the deflator of personal consumption expenditures, HICP to the harmonised index of consumer prices and
CPI to the consumer price index. Unit labour costs are economy-wide measures.

Source: OECD Economic Outlook 89 database.
1 2 http://dx.doi.org/10.1787/888932433858
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underlying inflationary pressures are now building up in economies such

as China, India, Brazil and Indonesia as a result of domestic capacity

constraints. 

… and inflation
expectations have drifted

up

 Short and long-term inflation expectations have drifted up in recent

months against the backdrop of relatively high global inflation and

increasing commodity prices. The rise in long-term inflation expectations

(Figure 1.11), notwithstanding some near-term volatility, suggests that

part of the recent rise in headline inflation may now be expected to persist

for longer than previously thought. Survey-based long-term expectations

have risen only slightly in the major OECD countries, but measures of

long-term inflation expectations derived from yield differences between

nominal and indexed bonds have increased more substantially over the

past year. Though part of this rise could reflect the correction of past mis-

measurement, stemming from a flight to more liquid nominal bonds

during the crisis, these expectation measures have now returned to or

surpassed pre-crisis levels, suggesting some market perceptions that

inflationary pressures are developing. The recent strength of gold prices,

a traditional hedge against inflation, may also point to concerns about

future inflation.

Economic slack is becoming
harder to gauge…

Core inflation rates, abstracting from the direct effects of food and

energy price inflation, are now edging up in OECD economies, but only

gently and from a low level. The drift-up in core inflation likely reflects the

diminishing drag on inflation from the economic slack that remains in

labour and product markets (Moccero et al., 2011). However, the level and

rate of change of such slack is becoming harder to judge in some OECD

economies, especially those in which unemployment is now falling

relatively sharply and those in which survey-based measures of capacity

utilisation in the manufacturing sector have moved close to normal levels,

despite estimates of still-large negative economy-wide output gaps

(Figure 1.12).

… but underlying inflation
seems likely to edge up only

slowly

 Ongoing economic slack is expected to diminish only gradually and

should still bear down on inflation through the projection period.

Labour-cost pressures are also still modest (Figure 1.10), with wage

pressures remaining muted in most major economies, even as labour

productivity is strengthening, reflecting continued labour market slack.

In the United States, the annual rate of core inflation is projected to drift

up from around 1% at present to just above 1½ per cent over the

projection period. In the euro area, core inflation is expected to edge up

from 1¼ per cent in the latter half of this year to 1½ per cent by the latter

half of 2012. Deflation is expected to persist in Japan. These figures

include price-level adjustments from indirect tax increases and higher

administered prices, which are also pushing up the core inflation rate

temporarily in the United Kingdom and several economies in the

periphery of the euro area (Box 1.5). Some further progress is likely to be

made in reversing past cost inflation patterns within the euro area. If
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Figure 1.11. Long-term inflation expectations have drifted up in some countries

1. Expected inflation implied by the yield differential between 10-year government benchmark and inflation-indexed bonds.
2. Expected inflation over the next five to ten years. Based on the Reuters/University of Michigan Surveys of Consumers for the United

States, and on Citigroup/YouGov survey for the United Kingdom.
3. Expected average rate of CPI inflation over the next 10 years for the United States, based on the Survey of Professional Forecasters

(SPF) by the Federal Reserve Bank of Philadelphia. Expected HICP inflation rate five years ahead for the euro area, based on the SPF by
the ECB. Expected average rate of CPI inflation six to ten years ahead for the United Kingdom based on Consensus Forecasts.

Source: Datastream; Agence France Trésor; University of Michigan Survey of Consumers; Citigroup; Federal Reserve Bank of Philadelphia;
ECB; and Consensus Forecasts.

1 2 http://dx.doi.org/10.1787/888932433877
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additional structural measures to improve competitive pressures in

product and labour markets were to be introduced in Greece, Ireland and

Portugal, this might help the necessary price adjustment that needs to

take place within the euro area.

Labour market conditions
should continue to improve

The pace of the recovery remains dependent on the progress made in

tackling slack in labour markets. Labour market conditions are now

improving modestly, and for the first time in the post-crisis period

unemployment rates are now stable or declining in the majority of OECD

economies. Survey measures of hiring intentions are also strengthening

(Figure 1.13), and stronger labour demand is now gradually being met

Figure 1.12. The output gap and normalised capacity utilisation are diverging

1. Capacity utilisation has been normalised by subtracting the historical average and dividing by the standard deviation. Manufacturing
sector for Japan and the euro area; all industries for the United States.

2. The output gap is an economy-wide measure. It has not been adjusted for the effect of extended unemployment benefit duration,
which might reduce its absolute magnitude.

Source: OECD, Main Economic Indicators database; OECD Economic Outlook 89 database; and Datastream.
1 2 http://dx.doi.org/10.1787/888932433896
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Box 1.5. Inflation impacts of indirect taxes and administered prices

In many OECD countries, increases in VAT rates, other indirect taxes and administered prices have raised
the level of consumer prices and hence increased headline and core inflation.

The impact of increases in indirect taxes and administered prices can be significant. For example, the
weights of goods and services subject to VAT in the CPI are close to 90% in the large advanced OECD
economies and the weight of administered prices is around 10% in the euro area.1 In the extreme case
where VAT is levied on all items in the CPI at the standard rate and the increase is fully passed through into
prices, a one percentage point increase in the rate of VAT would raise the level of the consumer price index
by 0.8 to 1% depending on the initial rate. In practice, producers and distributors may reduce their margins
to protect sales. A recent study based on UK experience puts the pass-through of indirect tax increases at
0.5 in the short term (Bank of England, 2010, and OECD, 2011c). By contrast, increases in administered
prices have immediate effects.

Recent official estimates in OECD economies indicate that such tax measures have had large effects on
consumer prices.

● In the United States, increases in the tobacco tax in the first half of 2009 raised the annual CPI inflation
rate by an estimated 0.2 percentage point. Since then, local governments facing fiscal difficulties have
increased indirect taxes, including 1 or 1¼ percentage point increases in some state sales taxes, but
these moves are too limited to have had any substantial effects on US-wide inflation.

● In the euro area, VAT revenue-raising measures have been taken by periphery countries in 2010 and 2011,
with the current 12-month HICP inflation rate 0.4 percentage point higher than the rate measured at
constant tax rates that Eurostat calculates with a method which holds the tax rate constant relative to
the reference period (Box Figure). If the impact of increases in indirect tax rates has been the same on
core inflation, fiscal measures would more than explain the increase in core inflation in the year to
January 2011: excluding taxes and administered prices, core inflation in the early months of 2011 may
have been close to ½ per cent. If taxes were excluded, core price levels would be broadly stable (Portugal)
or falling (Greece, Ireland and Spain).2 In January 2011, the standard VAT rates have been raised by
2 percentage points in Portugal and two reduced VAT rates have been increased by 1 and 2 percentage
points respectively in Greece.3 Given the weights of Portugal and Greece, these VAT increases are
estimated to have raised euro area HICP inflation by 0.1 percentage point.

● In Japan, the effect of an increase in the tobacco tax in 2010 was more than offset by the elimination of
tuition fees at public high schools.4

● In the United Kingdom, the standard VAT rate has been raised by 2½ percentage points in January this
year as well as last year and CPI inflation in March 2011 was 1.7 percentage points higher than when
evaluated by consumer prices at constant tax rates.

Administered price inflation is affected everywhere by commodity price increases through regulated
energy and transport prices, but the even higher rate of administered price inflation in the EU/IMF
programme countries suggests that cost-recovery measures are an additional factor there.

The assessment of underlying inflation needs to take into account that the effects of fiscal measures on
annual inflation disappear a year later in most cases. Consequently, the necessity of monetary policy
tightening depends on the extent of the second round effects of VAT increases on inflation expectations. In
particular, repeated increases in VAT may result in inflation expectations drifting up.
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Box 1.5. Inflation impacts of indirect taxes and administered prices (cont.)

Inflation in European countries

Note: HICP refers to the harmonised index of consumer prices.
1. Core countries include Germany, France and Italy.
2. Periphery countries include Greece, Portugal and Spain and do not include Ireland for which HICP at constant tax rates is not

published.

Source: Eurostat; United Kingdom Office for National Statistics.
1 2 http://dx.doi.org/10.1787/888932433915

1. These weights are for goods and services other than standard VAT exemptions. Indirect taxes are levied on some of the
standard exemptions and not levied on some items other than the standard exemptions. See OECD (2008b) for more details.

2. Especially in Greece, while the annual inflation rate stays high above 4%, largely reflecting a 4 percentage point increase in the
standard VAT rate in 2010, the HICP at constant rates indicates that the economy has actually fallen into deflation. In Spain and
Portugal, headline HICP inflation rates are about 1 percentage point higher than evaluated at constant rates as a result of 2 and
3 percentage point increases, respectively, in the standard VAT rate since 2010.

3. VAT rates have also been raised in other European countries such as Switzerland, Poland and the Slovak Republic in
January 2011.

4. The tax increase, which was accompanied by authorised price increases, raised the price of tobacco by more than 30%.
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Figure 1.13. The PMI employment index and private employment growth

Source: Markit; Bureau of Labour Statistics; BEA; and Datastream.
1 2 http://dx.doi.org/10.1787/888932433934
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through new hiring rather than through an increase in hours worked,

contrary to the first year of the recovery. Total OECD employment is

projected to rise by around 1% this year and 1¼ per cent in 2012

(Table 1.4). With labour force participation rates expected to increase

somewhat in most economies, after having held up better in the recent

past than in earlier downturns, in part due to structural reforms such as

the closing down of early retirement pathways out of the labour market,

the OECD-wide unemployment rate is projected to decline to around 7%

by the end of 2012 (Figure 1.14). This would still leave a degree of labour

market slack in most large OECD economies, helping to keep wage

pressures in check, even allowing for the extent to which factors such as

higher long-term unemployment and unemployment benefit extensions

may have pushed up the natural rate of unemployment in some countries

(Guichard and Rusticelli, 2010; Weidner and Williams, 2011). Germany is a

striking exception. There, the unemployment rate is already well below

pre-crisis levels, helped by earlier labour market reforms and the

flexibility provided by short-time working accounts, and is projected to

fall by a further percentage point over the projection period. The

increasing tightness in German labour markets suggests that wage

pressures might strengthen further beyond the projection period. In the

United States, the unemployment rate is also projected to decline

relatively sharply, reflecting stronger employment growth as well as the

impact from the assumed phased reduction in the maximum duration of

benefit eligibility through 2012.

Structural labour market
policies have an important

role to play

Structural labour market policies have an important role to play in

minimising the potential transformation of cyclical into structural

unemployment. In contrast to earlier recessions and recoveries, this issue

Table 1.4. Labour market conditions will improve slowly

1 2 http://dx.doi.org/10.1787/888932434181

2007 2008 2009 2010 2011 2012

   Percentage change from previous period

Employment
 United States 1.1   -0.5   -3.8   -0.6   0.9   1.9   
 Euro area 1.8   1.0   -1.8   -0.5   0.3   0.7   
 Japan 0.5   -0.4   -1.6   -0.4   0.0   -0.2   
 OECD 1.5   0.6   -1.8   0.3   0.9   1.2   

Labour force
 United States 1.1   0.8   -0.1   -0.2   -0.1   0.9   
 Euro area 0.9   1.0   0.2   0.1   0.1   0.2   
 Japan 0.2   -0.3   -0.5   -0.4   -0.3   -0.4   
 OECD 1.0   1.0   0.5   0.5   0.4   0.6   

Unemployment rate Per cent of labour force

 United States 4.6   5.8   9.3   9.6   8.8   7.9   
 Euro area 7.4   7.4   9.4   9.9   9.7   9.3   
 Japan 3.8   4.0   5.1   5.1   4.8   4.6   
 OECD 5.7   6.0   8.2   8.3   7.9   7.4   

Source:  OECD Economic Outlook 89 database. 

http://dx.doi.org/10.1787/888932434181
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has now also become a concern in the United States, where there has

been a long-run downward trend in the outflow rate from unemployment

and the mean duration of unemployment remains historically high, with

about 44% of the unemployed having been out of work for 27 weeks or

more. Reforms that could help to foster near-term employment growth

and minimise the employment cost of the recession are discussed in

Figure 1.14. Unemployment rates are now declining
Percentage of labour force

1. NAIRU is based on OECD Secretariat estimates. For the United States, it has not been adjusted for the effect of extended
unemployment benefit duration.

Source: OECD Economic Outlook 89 database.
1 2 http://dx.doi.org/10.1787/888932433953
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detail in Chapter 5. They include: strengthening public employment

services and training programmes to improve the matching of workers

and jobs; rebalancing employment protection towards less-strict

protection for regular workers, but more protection for temporary

workers; and temporary reductions in labour taxation, where feasible

through well-targeted marginal job subsidies (for new hires where net

jobs are rising) rather than through across-the-board reductions in payroll

taxes. Reforms to strengthen competitive pressures in sectors in which

there is a strong potential for new job growth, such as retail trade and

professional services, could also improve labour market outcomes

relatively quickly.

External imbalances
remain elevated…

 Following substantial narrowing during the crisis, global imbalances

are set to remain broadly stable over the projection period (Figure 1.15,

Table 1.5). The US external deficit is projected to widen by just over ½ per

cent of GDP, and the euro area in aggregate is projected to move into a

small external surplus, with ongoing progress in reducing intra-area trade

imbalances. The Chinese current account surplus is projected to be

around 4½ per cent of GDP, well below earlier peaks, with adverse terms-

of-trade effects and a more modest rate of improvement in export

performance helping to keep the surplus lower than in the recent past.

However, global imbalances will be kept elevated by the large rise

projected in the external surpluses of the high-saving non-OECD oil-

producing economies, on the back of the elevated level of oil prices.

Whilst respending of oil revenues is likely to rise as a result, it will not be

sufficient to reduce their surplus significantly. Much of the additional

Figure 1.15. Global imbalances remain elevated
Current account balance, in per cent of world GDP

Note: The vertical dotted line separates actual data from forecasts.
1. Include Azerbaijan, Kazakhstan, Turkmenistan, Brunei, Timor-Leste, Bahrain, Iran, Iraq, Kuwait, Libya, Oman, Qatar, Saudi Arabia,

United Arab Emirates, Yemen, Ecuador, Trinidad and Tobago, Venezuela, Algeria, Angola, Chad, Rep. of Congo, Equatorial Guinea,
Gabon, Nigeria and Sudan.

Source: OECD Economic Outlook 89 database.
1 2 http://dx.doi.org/10.1787/888932433972
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revenue accrued is likely to be saved, as appropriate for countries in which

oil reserves are being depleted gradually. Beyond the short term, this is

likely to remain particularly relevant, as oil prices are likely to rise as the

resource is depleted.

… but could be narrowed by
structural reforms

Further reductions in imbalances will likely require exchange rate

flexibility, as well as structural reforms and fiscal adjustments. Structural

reforms could help to address the underlying determinants of global and

Table 1.5. World trade remains robust 
and imbalances remain elevated

1 2 http://dx.doi.org/10.1787/888932434200

2008     2009     2010     2011     2012     

Goods and services trade volume Percentage change from previous period

World trade1 3.1    -10.8    12.5    8.1    8.4    
of which:  OECD 1.2    -12.2    11.3    6.9    7.5    
               OECD America 0.8    -12.8    13.1    6.5    8.6    
               OECD Asia-Pacific 3.3    -12.7    15.3    6.7    9.3    
               OECD Europe 1.0    -11.8    9.7    7.1    6.6    

China 6.5    -4.0    24.8    10.4    12.2    
Other industrialised Asia2 6.7    -9.7    16.6    9.6    9.4    
Russia 7.0    -17.2    14.6    11.8    8.2    
Brazil 7.8    -10.9    24.4    15.6    12.7    
Other oil producers 8.7    -3.6    1.5    9.8    10.1    
Rest of the world 7.3    -10.6    8.5    11.8    7.0    

OECD exports 2.0    -11.7    11.3    7.5    7.7    
OECD imports 0.5    -12.5    11.1    6.3    7.3    

Trade prices3

OECD exports 9.0    -9.1    2.7    10.3    2.2    
OECD imports 11.1    -11.2    3.9    11.7    2.2    
Non-OECD exports 14.7    -13.7    10.9    15.4    2.7    
Non-OECD imports 12.0    -9.8    10.1    11.8    2.4    

Current account balances Per cent of GDP

United States -4.7    -2.7    -3.2    -3.7    -4.0    
Japan 3.3    2.8    3.6    2.6    2.5    
Euro area -0.7    0.0    0.2    0.3    0.8    

OECD -1.5    -0.5    -0.6    -0.7    -0.7    

China 9.1    5.2    5.2    4.5    4.4    

$ billion 

United States -669   -378   -470   -568   -631   
Japan 158   143   195   152   151   
Euro area -97   9   21   42   107   
OECD -660   -197   -252   -347   -365   

China 412   261   305   318   362   

Other industrialised Asia2 89   137   109   120   137   
R i 104 49 71 133 130Russia 104   49   71   133   130   
Brazil -28   -24   -48   -47   -58   
Other oil producers 484   99   226   429   406   
Rest of the world -194   -86   -106   -186   -195   
Non-OECD 867   434   558   765   782   
World 207   237   306   419   416   

Note:  Regional aggregates include intra-regional trade.         
1.  Growth rates of the arithmetic average of import volumes and export volumes.
2.  Chinese Taipei; Hong Kong, China; Malaysia; Philippines; Singapore: Vietnam; Thailand; India and      
     Indonesia.     
3.  Average unit values in dollars.
Source:  OECD Economic Outlook 89 database. 

http://dx.doi.org/10.1787/888932434200
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euro area external imbalances over the medium term through their impact

on national saving and investment rates (OECD, 2011a). In particular,

measures to stimulate investment in external surplus economies by

reducing product market regulations in sheltered sectors, in conjunction

with measures to improve social welfare systems and liberalise financial

markets (while ensuring adequate prudential regulation) in non-OECD

economies with an external surplus, could help to narrow global

imbalances in the years ahead.4 Likewise, improvements to product and

labour market flexibility in the euro area external deficit countries could

moreover facilitate the necessary adjustment of the real exchange rate and

the internal allocation of resources in these countries (Barnes, 2010). Fiscal

consolidation could also help to bring about sizable reductions in both

global and intra-euro area imbalances, with consolidation needs generally

larger in external deficit OECD countries than in external surplus ones.

Risks

Risks remain elevated  Significant and numerous risks remain around the projection, even

though the downside risks of widespread weakness in private sector

activity following the ending of fiscal support measures, and of possible

deflation, have now receded. On the upside, the risks are largely economic

ones, endogenous to the pace of the expansion. In contrast, on the

downside, risks are more diverse, either being endogenous to the pace of

the recovery or being associated with the possibility of particular events

that could trigger renewed weakness in activity. Finally, some of the risks

identified are two-sided. For example, oil prices may rise or fall back

during the projection period, and sovereign debt tensions in the euro area

may either rise or fade more rapidly than expected. And while the

earthquake in Japan and its aftermath represents a negative risk in the

short term, further reconstruction packages could hasten the rebound.

On the upside… At present, key positive risks include:

… the recovery may have
more momentum…

● The possibility that the recovery in private sector final demand could

gain greater momentum than projected, especially if household and

business confidence were to strengthen further as the recovery

progresses and lingering uncertainty about the durability of the

recovery was to moderate still further. In particular, after a period of

restraint, purchases of consumer durables, especially cars, could go

above trend as household confidence strengthens. Scope also remains

4. A scenario analysis indicates that the necessary fiscal tightening required to
stabilise debt-to-GDP ratios in OECD countries by 2025 could reduce the size of
global imbalances – measured as the GDP-weighted sum of countries’ ratios of
absolute saving-investment gaps to GDP – by almost one-sixth. If, in addition,
Japan, Germany and China were to deregulate their product markets, aligning
the level of economy-wide product market regulation with OECD best practice,
and China were to raise public health spending by 2 percentage points of GDP
(in a fiscally neutral way) and liberalise its financial markets, global imbalances
could decline by twice as much (OECD, 2011a). Sizable exchange rate change is
also incorporated in this scenario.
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for business investment to expand more strongly than in the main

projection.

… and structural reforms
could have short-run

benefits

● Although relatively few growth-friendly structural reforms have been

undertaken since the recovery began, it remains the case that the

enactment of such policies, as recommended in OECD (2011a), could also

provide a boost to the recovery in the near term. This could occur if the

future beneficial effects of new reforms on activity and government debt

ratios were to be incorporated into forward-looking asset prices, helping to

strengthen balance sheets and support aggregate demand, or if reforms

helped to improve near-term labour market outcomes. Structural reforms

to boost product market competition and depeen financial markets

would also boost growth prospects in the non-OECD economies.

On the downside, key risks
stem from…

There is a broad range of possible downside risks around the

projections. Some of these are applicable to all economies, but others are

specific to the euro area. At present key downside risks include:

… further increases in oil
prices…

● A broadening of political instability in the MENA region could raise oil

prices substantially further. As past episodes, such as the first Gulf War

in 1990-91, have demonstrated, instability in a major oil producer can

quickly lead to a large spike in oil prices, particularly as the short-run

price demand and supply elasticities for oil are low and spare capacity

can shrink rapidly. This would magnify the adverse effects on incomes

and demand of the recent oil price increase (discussed above), whilst

intensifying the upward pressures on headline inflation. Heightened

geopolitical uncertainty could add to these downside effects and lead to

a broader pull-back in risk taking in financial markets. Higher oil prices

would also further widen global imbalances, by increasing the already

elevated external surpluses of high-saving oil producing economies and

possibly place downward pressure on real interest rates by altering the

ex-ante balance between global saving and investment.

… a delayed recovery in
Japan…

● In Japan, there is a possibility that the adverse consequences of the

earthquake and its aftermath could prove greater or more prolonged

than expected, especially if power shortages and supply-chain

disruptions persist. This would be likely to damage household and

business confidence further, with adverse effects on domestic demand,

and also damp global activity somewhat, especially for producers in

other countries that rely on specialised inputs from Japan that cannot

be sourced from elsewhere.

… and a deeper slowdown
in China

● In China, there are risks that policy actions prompted by rising inflation

and rapid asset price growth could result in activity slowing by more

than projected. In the near term, activity could moderate sharply if the

tightening of monetary conditions over the past year proves to have

been more marked than necessary to damp price pressures.

Alternatively, if past tightening is insufficient, inflationary pressures

are likely to build further, ultimately necessitating strong further policy
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actions and raising a risk of a much deeper slowdown in the medium

term.

Financial vulnerabilities
could arise from exposures

to sovereign debt in the
euro area…

● Significant financial vulnerabilities remain, especially in Europe. The

sovereign risk spreads over Germany remain elevated in the EU/IMF

programme countries (Greece, Ireland and Portugal; Figure 1.16 and

Box 1.4) and also, but to a more limited extent, in some larger countries

(Belgium, Italy and Spain). Concern about the value of government

bonds is tied closely to fears about banks’ solvency, reflecting the large

exposures of many European banks to sovereign bonds, de jure or

de facto government commitments to stand behind banks and the lack

of a clear EU infrastructure to deal with bank and sovereign default. If

disorderly debt restructuring were to occur, contagion to the core of the

Figure 1.16. Sovereign spreads remain very high for peripheral euro area countries

Source: Datastream.
1 2 http://dx.doi.org/10.1787/888932433991
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euro area financial system could not be ruled out, with adverse effects

on activity and heightened risk aversion globally (Blundell-Wignall and

Slovik, 2010). In this event, there could also be adverse fiscal effects in

the core countries if further support for the banking system were

required, and risks to the credibility of monetary policy, given likely

large hits to the ECB balance sheet.

… and the United States
and Japan…

● The unsettled fiscal situation in the United States and Japan also

remains a cause for concern. Fiscal consolidation is clearly required in

both economies given high and rising public debt levels. In the United

States, political problems make fiscal policy almost unpredictable. In

the near term, should excessively abrupt consolidation be

implemented, the recovery could be endangered. In Japan, fiscal

policies in the near term are subject to uncertainty about the scale,

timing and financing of reconstruction spending; a lack of political

consensus on specific measures to employ to attain the goals of the

medium-term consolidation plan is a further source of uncertainty. If

additional reconstruction packages prove necessary to support the

economy, they should be accompanied by clear and detailed

communication on the measures to be adopted in the medium-term

consolidation plans.

… and renewed weakness
in housing markets…

● A lingering downside risk stems from the large exposures of many

banks to property markets with ongoing price weakness and excess

supply and, at the other extreme, to markets in which prices may be

close to peaking.5 In the United States, the prices of residential

mortgage-backed securities have so far held up to the renewed falls in

US property prices, but the risk of a strong correction cannot be

excluded if this weakness in the US property sector were to become

deeper and more entrenched. In other economies, such as Canada,

France and Sweden, in which house prices have rebounded rapidly in

the context of very low interest rates and house price-to-rent ratios are

elevated compared with historical norms, there is some risk of a

marked price correction (Box 1.6). While this possibility need not

threaten banking sector stability in the short run, especially if

prudential policies are being applied effectively, there remains a risk it

could lead eventually to large adverse balance sheet effects and

banking stress.

… and commercial property
markets

● Banking sector exposures to commercial property markets also remain

a clear concern, especially in the euro area and the United Kingdom. As

noted in the December Financial Stability Review by the ECB and the

Financial Stability Report of the Bank of England, a significant proportion

of commercial property mortgages remain in negative equity, with

ongoing risks of possible losses for the banking sector.

5. At the onset of the crisis, foreign banks accounted for 29% of total exposure to
securitised US non-conforming loans (Beltran et al., 2008).
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Box 1.6. Peaks and troughs in real house prices

Prior to the financial crisis, OECD work (Box 1.3. in Economic Outlook No. 79; van den Noord, 2006)
suggested that real prices in several housing markets in the OECD area had become increasingly vulnerable
to a change in financial and economic conditions, with the risk of a subsequent downturn becoming
increasingly possible, as proved to be the case. With corrections in many, but not all, housing markets
having now occurred, and, in some countries, prices having risen rapidly in the low interest rate
environment, the issue of whether prices are now close to another turning point is again of considerable
policy interest. For countries in which price corrections are still ongoing, it is useful to explore whether the
correction will be completed and recovery will begin. For countries where corrections have been completed,
or where corrections did not materialise, it is useful to examine when a (next) peak will be reached.

As one means of addressing this issue, separate probit models have been estimated to provide an
indication of possible peaks and troughs in real house prices in 2011 or 2012, using data for 20 OECD
countries (Rousova and van den Noord, 2011). The definition of peaks and troughs used here is set out in
the note of the accompanying table. The explanatory variables used in the models include the estimated
gap between actual and trend real house prices, real house price growth in the recent past, the number of
peaks in real house prices in other OECD countries, the interest rate, inflation, residential investment and
the unemployment gap.

To obtain the predictions, two different scenarios have been assumed. In the first (scenario 1), real house
prices are assumed to be constant from the last observed quarter onwards (see main text, Table 1.2). In the
second scenario (scenario 2), real house prices are assumed to either fall or increase by 10% over the
projection period – depending on whether prices are either falling or rising up to the last observed quarter.
The path of the main explanatory variables used in the model is set to be consistent with the projections in
this Economic Outlook.

The main results from these exercises are summarised below (see also the Table). The range of scenarios
applied provides some indication of the underlying robustness of the conclusions drawn, although false
alarms can also be prevalent in these forms of models (Crespo Cuaresma, 2010). The main results are:

● The countries in which real house prices peaked prior to the financial crisis and have been in a downturn
since are: Denmark, Greece, Ireland, Italy, Korea, the Netherlands, New Zealand, Spain, the
United Kingdom and the United States. Of these, Greece, Ireland, Spain and the United States are
predicted to see troughs in 2011 or 2012 in both scenarios. For the two euro area programme countries,
this result partly hinges on the assumed fall in bond yield spreads in the main projection (see Box 1.3).
Without this, the likely troughs would be pushed back beyond the projection period. In the United
Kingdom and the Netherlands, a trough in real house prices is not projected in either 2011 or 2012. For
the remaining countries in this group, a trough in real house prices is predicted only in scenario 2.

● The countries experiencing upswings in real house prices which have not yet been completed are:
Australia, Belgium, Canada, Finland, France, Norway, Sweden and Switzerland. In Sweden, a peak in real
prices is predicted to occur in 2011 or 2012 in both scenarios. Amongst the other countries in this group,
a peak is signaled in Australia, Belgium, Canada, France and Norway only in scenario 2.

● There are two countries, Japan and Germany, where real house prices have been in long-term decline. In
the case of Japan, there is a significant likelihood that real house prices may finally trough in scenario 2.
For Germany, even though prices have picked up somewhat since 2008, the analysis does not signal a
trough in either scenario.
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The interaction of different
downside risks could be

particularly costly

The downside risks are not fully independent of each other. Indeed,

their interaction could trigger a mild stagflation-type outcome in the

OECD economies, if further increases in headline inflation from adverse

supply-side shocks were to result in inflation expectations becoming

unanchored, and damp activity for a prolonged period. For example,

further additional increases in oil prices could raise inflation

expectations, with the resulting increase in interest rates undermining

banking stability and public finances. In such a scenario, output growth

would be weaker than projected, and most likely well below trend rates,

and inflation would be clearly above the inflation objective of the

monetary authorities. It would prove difficult for conventional

macroeconomic policies to offer much support in such circumstances.

Policy responses and requirements

Macroeconomic and
financial policy

normalisation is required…

With the recovery becoming more self-sustained and slowly gaining

momentum, key policy priorities are to support the recovery and keep

projected inflation close to target whilst implementing growth-friendly

medium-term consolidation plans and gradually normalising monetary

policies. Policies should also take into account the importance of current

uncertainties and remain ready to adjust as necessary. Internationally co-

Box 1.6. Peaks and troughs in real house prices (cont.)

Predicted real house price peaks and troughs in 2011-12
Summary of analytical results

1 2 http://dx.doi.org/10.1787/888932434238

Consistent signal 
across scenarios

Signal of trough / peak 
in one scenario only 

Predicted troughs in 2011 and/or 2012 United States Denmark
Greece Italy
Ireland Japan
Spain Korea

New Zealand

Predicted peaks in 2011 and/or 2012 Sweden Australia
Belgium
Canada
France 

Norway

Neither peaks nor troughs predicted in 2011 or 2012 Germany
Finland

Netherlands
Switzerland

United Kingdom

Note:

Source:  OECD Economic Outlook 89 database; Datastream; and various national sources.  

Peaks (troughs) as predicted by the probit models.
A peak (trough) is called if real house prices for six quarters prior and after the peak (trough) are below (over) the price at the peak (trough) and
when the cumulative price increase (decrease) between the nearest preceding trough (peak) and the peak (trough) is at least 15 (7.5) per cent
and the cumulative price decrease (increase) between the peak (trough) and the following though (peak) is at least 7.5 (15) per cent. 
For the two different scenarios, see text in the box.        

http://dx.doi.org/10.1787/888932434238
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ordinated financial reforms should also be pursued to enhance financial

market resilience.

… augmented by structural
reforms

As discussed above, the implementation of well-designed structural

reforms is also essential if the recovery is to strengthen in a balanced and

sustainable manner. In the context of the recovery, priority should be

given to reforms that offer the most likely prospects of strengthening

near-term growth and which help the unemployed remain in close

contact with the labour market. Given the backdrop of impaired public

finances, reforms should be consistent with the need to strengthen

confidence in the sustainability of public sector debt dynamics. In so

doing, they could result in lower long-term interest rates than would

otherwise be the case. In the medium term, successful structural reforms

also could yield important fiscal benefits, in addition to the benefits they

could have on per capita incomes. Growth-enhancing structural reforms

are also needed to moderate external imbalances, both at the global level

and within the euro area.

Fiscal Policy

Large consolidation is required in most OECD countries

Fiscal deficits remain high
in many OECD countries…

The stance of fiscal policy differs markedly across countries in the

projections. In 2011, in line with government plans, the underlying budget

deficit is projected to remain roughly stable in the United States. In Japan,

where fiscal developments are surrounded by uncertainty about the scale,

timing and financing of reconstruction spending, the OECD’s assumptions

imply a modest decline in the underlying balance. By contrast, in the euro

area and most other OECD countries sizable consolidation is projected

(Table 1.6).6 In 2012, given the large degree of political uncertainty about

fiscal developments in the United States, the OECD has assumed some

tightening (see below), leaving a headline deficit of about 9% of GDP. A

modest tightening has also been assumed in Japan, leading to a deficit of

around 8¼ per cent. In most other OECD countries underlying balances

are projected to improve in 2012, on the basis of official plans, with the

budget deficit declining to close to 3% of GDP on average for the OECD area

excluding the United States and Japan. Nonetheless, for most OECD

countries, general government debt is set to continue drifting up as a

proportion of GDP over the next couple of years as a result of large

underlying deficits, still moderate economic growth and mounting

interest payments.

6.  The decomposition of fiscal balances into cyclical and underlying components
is subject to heightened uncertainty, however, as the impact of the crisis on
potential output remains unclear.
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… requiring significant
consolidation to arrest and

reverse increases in the
debt ratio

For most OECD countries with large underlying deficits, economic

growth on its own will not suffice to stabilise debt-to-GDP ratios, let alone

to reduce them. Correspondingly, reducing debt ratios to pre-crisis levels

or below will require unprecedented consolidation efforts. Subject to the

stylised assumptions on growth and interest rates made in the long-term

baseline scenario reported in Chapter 4, attaining pre-crisis debt-to-GDP

ratios by 2026 would require improvements in underlying primary

balances of 6½ per cent of (potential) GDP for the typical (median) OECD

country, and 15% or more for inter alia the United States, Japan and the

United Kingdom. Sales of public sector assets could enable some gross

debt to be retired, but careful ex ante evaluation would be required

(Box 1.7). Historically, high debt levels have often been brought down by

high inflation. However, as shown in Box 1.8, high inflation rates would

not materially reduce the debt burden given the current maturity

structure of public debt.

Public finances are
relatively healthy in

emerging markets

In emerging market economies, fiscal positions vary considerably,

though in most cases they are better than in the majority of OECD

countries, not least because high growth rates tend to ease debt

dynamics. In China, the deficit and debt of the government sector are low.

Table 1.6. Fiscal positions will improve in coming years
Per cent of GDP / Potential GDP

1 2 http://dx.doi.org/10.1787/888932434219

2008  2009  2010  2011  2012  

United States
     Actual balance -6.3  -11.3  -10.6  -10.1  -9.1  

     Underlying balance2 -5.9  -8.7  -8.6  -8.7  -8.2  

     Underlying primary balance2 -4.2  -7.3  -7.0  -6.8  -5.8  
     Gross financial liabilities 71.0  84.3  93.6  101.1  107.0  

Euro area
     Actual balance -2.1  -6.3  -6.0  -4.2  -3.0  

     Underlying balance2 -2.2  -4.2  -3.5  -2.5  -1.9  

     Underlying primary balance2 0.5  -1.8  -1.1  0.0  0.9  
     Gross financial liabilities 76.5  86.9  92.7  95.6  96.5  

Japan
     Actual balance -2.2  -8.7  -8.1  -8.9  -8.2  

     Underlying balance2 -3.5  -7.2  -6.9  -6.4  -5.9  

     Underlying primary balance2 -2.6  -6.1  -5.5  -4.9  -4.2  
     Gross financial liabilities 174.1  194.1  199.7  212.7  218.7  

OECD1

     Actual balance -3.3  -8.2  -7.7  -6.7  -5.6  

     Underlying balance2 -3.8  -6.4  -6.1  -5.7  -5.0  

     Underlying primary balance2 -2.0  -4.8  -4.4  -3.7  -2.8  
     Gross financial liabilities3 79.3  90.9  97.6  102.4  105.4  

Note:  Actual balances and liabilities are in per cent of nominal GDP. Underlying balances are in per cent of 
     potential GDP. Underlying primary balance is the underlying balance excluding net debt interest payments.   
1.  Total OECD excludes Chile and Mexico.
2.  Fiscal balances adjusted for the cycle and for one-offs. Excludes Turkey.                    
3.  Excludes Turkey.                    
Source:  OECD Economic Outlook 89 database. 

http://dx.doi.org/10.1787/888932434219
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Box 1.7. Government assets and net debt

The sustainability of general government fiscal positions is usually assessed based on gross debt as
opposed to net debt, which is defined as the difference between gross debt and financial assets. This is
conceptually dubious as taking government assets into consideration, fiscal positions might actually be
better than indicated by gross debt levels alone. In particular, asset sales could help restore fiscal
sustainability, depending on the size and composition of assets and associated rates of return.

Government financial assets consist commonly of securities, currency and deposits, loans and other
assets. Shares of these categories vary considerably across the OECD countries (see first figure). Total
securities are the largest category for most OECD countries, accounting on average for a half of total
financial assets. They include mainly shares and other equity (an average 40% of total assets) and securities
other than shares, like bills, bonds and certificates of deposit, whose nominal value is determined on issue
(on average 10% of total assets). Following the System of National Accounts (SNA) convention, shares are
valued at current market prices, and if those are not available they are estimated. Currency and deposits
comprise on average 20% of total assets, while loans – mainly long-term – account on average for 10%.
Other assets account on average for 20% of total financial assets. They include primarily financial claims
that arise from timing differences between accrued transactions and payments made for items such as
taxes, wages, interest, etc. In some countries, trade credits and advances as well as monetary gold and
special drawing rights (SDRs) held outside the central bank are also important.1

Composition of financial assets, 2009 (% of the total)

Note: See the text in the box for definitions of the included categories of financial assets. Assets are consolidated across layers of
government.

Source: Eurostat, Quarterly financial accounts for general government; and OECD, System of National Accounts.
1 2 http://dx.doi.org/10.1787/888932434010

OECD countries differ considerably with respect to the level of general government financial assets, with
Finland, Iceland, Japan, Korea, Norway and Sweden recording levels in terms of GDP between 70% (Korea) to
200% (Norway) and the other countries around 40% of GDP (2009; see second figure). Accordingly, in 2009 the
(unweighted) OECD average of net debt totalled 22% of GDP, while gross debt stood at 72% of GDP. In ten
countries net debt was zero or even negative. In part, sizeable asset levels reflect the response to the financial
crisis, as financial assets in the government sector increased substantially due to the recapitalisation or take-
over of financial institutions. Indeed, financial assets increased by between 10 and 26% of GDP in Canada,
Denmark, Iceland, Ireland, the Netherlands and the United Kingdom between 2007 and 2009.
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Box 1.7. Government assets and net debt (cont.)

General government debt and financial assets in OECD countries, 2009 (% of GDP)

Note: Based on the ESA95/SNA (as opposed to Maastricht) definition. Financial assets are consolidated across layers of
government, with the exception of Korea. Countries are sorted by net debt ratios.

Source: OECD Economic Outlook 89 database.
1 2 http://dx.doi.org/10.1787/888932434029

The proceeds from selling financial assets can be used to reduce gross debt, while leaving net debt
unchanged. This implies a reduction in debt servicing costs, and possibly reductions in government bond
rates, if markets perceive the improvement in the fiscal stance as a marked step towards fiscal
sustainability. However, the sale of assets also eliminates income earned on them. The net effect depends,
inter alia, on the difference between the interest rate paid on debt and the rate of return earned on assets.
If the former exceeds the latter, the sale of assets will improve debt dynamics via the net interest payments
effect (abstracting from possible effects on GDP that might be associated with asset sales).

However, selling financial assets might not be desirable or immediately possible given market conditions, the
composition of assets and policy objectives. Privatisation programmes should be based on cost-benefit analysis,
taking into account existing market failures in the sectors involved and the potential for absorbing sales without
excessive discounts, rather than be driven solely by debt-reduction objectives. In some cases, reserves have been
built to cover future implicit liabilities related to pensions and thus should not be liquidated. Also, from a debt
management perspective it may be prudent to hold assets as a cushion. In addition, it may take time before long-
term loans are paid back. Consequently, it is difficult to assess the scope of asset sales, although in several
countries the governments’ equity participations in banks are likely to be unwound over time. As a stylised
illustration, the table below shows gross debt reductions, for countries with debt exceeding 75% of GDP in 2009 or
being fiscally stressed, that would prevail if all securities, or all shares, were sold (Japan is not included due to
missing data). For most countries, such sales would not be enough to reduce gross debt to pre-crisis (2007) levels.
The situation is even worse when assessed on the basis of 2010 data, with gross debt in many of these countries
estimated to have increased by more than assets.
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Although off-budget spending by government-backed investment

companies expanded sharply during the global slowdown, the

government has begun to rein in this form of stimulus. However, the

impact on the economy will be offset to some extent by a new subsidised

housing programme. Some modest consolidation has taken place in India

and continued reductions of high deficits are planned. Consolidation has

also been announced in Brazil and the Russian Federation, whereas a

broadly neutral fiscal stance is projected for Indonesia and South Africa. 

Box 1.7. Government assets and net debt (cont.)

Stylised gross debt reductions via financial asset sales, 2009
Per cent of GDP

1 2 http://dx.doi.org/10.1787/888932434257

The scope for reducing gross debt would widen if non-financial assets were taken into consideration as
well. They usually include residential and non-residential buildings, machinery and equipment (classified
as tangible fixed assets), copyrights, patents, computer software (intangible fixed assets) and land (tangible
non-produced assets). Data coverage is however very patchy across countries and across specific asset
categories, as many governments do not have an appropriate inventory and the valuation of these assets at
market prices is challenging. For those countries which publish complete data on non-financial assets
(including Australia, the Czech Republic, France and the United Kingdom), these assets are much larger
than financial assets. Clearly, as with financial assets, not all of them could and should be for sale.
However, continuing fiscal stress in many OECD countries should be taken as an opportunity to evaluate if
such assets should be sold. Greece is an example in this regard. Under the financial aid agreement, the
Greek government has committed to compile a fixed-asset inventory and implement a privatisation and
real estate development programme worth 50 billion euro (22% of 2010 GDP). Beyond current needs to lower
gross debt, a full account of government non-financial assets is desirable also for a comprehensive
assessment of government asset holdings and the efficiency of public asset use.

1. While the central bank is outside the general government sector, under some circumstances gold might be held within the
government sector. This is the case for the United Kingdom (4% of total financial assets) and the United States (2% of financial assets).

Gross 
debt Total Total securities

Shares and other 
equity

(A) (B) (C) (D) (A)-(C) (A)-(D)

Belgium 100          20          12          10          88          90          

Canada 83          55          11          5          73          79          

France 89          36          23          21          66          68          

Germany 76          28          13          10          64          66          

Greece 132          31          17          17          114          115          

Hungary 85          26          12          11          73          73          

Iceland 120          80          25          25          95          95          

Ireland 72          45          19          13          53          59          

Italy 128          28          10          9          118          119          

Portugal 93          29          19          18          74          75          

Spain 62          28          12          9          51          53          

United Kingdom 72          30          16          14          57          59          

United States 84          25          9          3          75          82          

Note:  Total securities include securities other than shares and shares and other equity. Financial assets are consolidated across layers of government.   
Source: Eurostat, Quarterly financial accounts for general government; and OECD, System of National Accounts.

Financial assets

http://dx.doi.org/10.1787/888932434257
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Planned fiscal consolidation in the short and medium term

The state of public finances
differs across OECD

countries

In the majority of OECD countries, phased consolidation has started

either in 2010 or from the beginning of 2011, which appears appropriate

given the unprecedented size of fiscal imbalances and the outlook for

activity. In a few OECD countries (notably Estonia, Finland, Norway,

Sweden and Switzerland) there is no or little need for consolidation. 

The situation is serious and
consolidation prospects are

uncertain…

Notwithstanding high and rising debt in the United States and Japan,

the budget outlook is particularly uncertain in these countries:

… in the United States… ● In the United States, after a long period of political discussion,

legislation of the budget for fiscal year 2011 (which started in

October 2010) passed Congress at the end of April. Based on this

legislation, the underlying general government deficit is projected to

remain roughly unchanged. However, there is no consensus on fiscal

consolidation strategies, which casts doubt on the extent to which the

President’s budget proposal for next year will be adopted.7 Therefore,

the projection assumes that the consolidation will amount to

1 percentage point of GDP, following standard procedures used in such

circumstances (Box 1.3). This would still leave government finances in a

highly unsustainable position, risking serious adverse reactions in

financial markets. Hence, a larger degree of fiscal tightening than

assumed here would be appropriate, taking into consideration that the

economy has yet to fully recover from its cyclical trough. A well

articulated medium-term consolidation strategy aimed at putting

general government finances on a sustainable path also needs to be

agreed as a matter of urgency and with sufficiently wide support to give

it credibility. Given the scale of the required consolidation, such a plan

would have to include all the big categories of expenditure, notably

entitlement spending and defence outlays as well as revenue increases.

In view of the rapid rise of public debt and the need to make plans

credible, any plan should contain up-front measures.

… and Japan ● In Japan, the government’s Fiscal Management Strategy (FMS),

announced in June 2010, aims to halve the primary deficit of the central

and local governments by fiscal year (FY) 2015 and eliminating it by

FY 2020. Towards this end, the FMS calls for keeping central

government primary spending (i.e. excluding debt repayments and

interest) in FY 2011-13 below the initial budget for FY 2010, and limiting

bond issuance in FY 2011-12 to that in FY 2010. The initial

reconstruction package announced by the government in April 2011 is

7. The US Congressional Budget Office (CBO) estimated in March 2011 that the
President’s budget proposal would reduce the federal deficit from 9.9% of GDP
in 2011 to 7% in 2012 (CBO, 2011). The estimates incorporate the assumption
that, as scheduled under current law, the provisions of the 2010 Tax Act
terminate in 2012.
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Box 1.8. Inflation and debt dynamics

In the context of high and rising public debt in many OECD countries, the possibility of eroding debt-to-GDP
ratios (debt ratios) through higher inflation has been discussed.1 Indeed, unsustainable debt positions in the
past have often been “solved” by higher inflation. However, this box shows that in current circumstances higher
inflation would not make significant inroads into high debt burdens, and could have negative side effects.

Higher inflation lowers the debt level in real terms but it also increases the nominal cost of debt servicing
when nominal interest rates are rising with inflation. The latter effect is stronger with a higher debt
turnover (i.e. shorter maturity). Whether the real cost of debt servicing rises or falls depends on whether
nominal interest rates increase by more or less than inflation.

The first table below illustrates how the debt ratio changes with higher inflation given different debt
turnover assumptions. This exercise assumes a permanent inflation increase of 1 percentage point which
is immediately and fully reflected in all nominal interest rates. The calculations are done for a stylised
economy that has initial debt and asset ratios of 100% and 25% respectively, with a real rate of growth and
inflation in the baseline of 2%, and the cost of debt at 4% (see notes under the table). These parameters are
stylised but correspond to projected characteristics of many OECD countries in the current decade. The
assumed different debt repayment profiles attempt to reflect varied maturity structures in the OECD
countries (see second table). For the sake of simplicity, the primary balance and the maturity structure do
not react to higher inflation.

In this setup, the inflation shock lowers the debt ratio after ten years by between 5 percentage points
(with high debt turnover) and 9 percentage points (with low debt turnover). This result is primarily driven
by the decline in the real stock of debt and the delayed pass-through of higher nominal interest rates to the
actual cost of debt, stemming from the assumed debt turnover parameters. It suggests that a sustained
increase in inflation by 2 percentage points would be required over a 10-year period to erode the average
crisis-induced increase in the debt ratio in the OECD area, which totalled around 20 percentage points
between 2007 and 2010.

Impact of a 1-percentage point increase in inflation on the debt ratio after 10 years 
with different debt turnover parameters

per cent of GDP

1 2 http://dx.doi.org/10.1787/888932434276

The difference between the alternative and baseline scenario in the debt ratio after 10 years1

The share of initial debt maturing in the 1st year

10% 20% 30% 40%

5 % -9.2                  -8.5                  -7.9                  -7.2                  

10 % -7.8                  -7.1                  -6.5                  -6.0                  

15 % -6.7                  -6.2                  -5.8                  -5.4                  

20 % -6.2                  -5.8                  -5.4                  -5.1                  

25 % -5.8                  -5.5                  -5.2                  -4.9                  

1. 

2. For some combinations of maturity parameters, in the last year of debt life, the turnover share may be smaller than indicated.

Source: OECD.

The annual 
turnover of 
initial debt from 

the 2nd year 

onwards2

The baseline hypothetical scenario assumes that: i ) initial debt and assets (i.e. in the year prior to the inflation shock – year t 0 ) are equal to 100%
and 25% of GDP, respectively; ii ) the implied cost of debt in year t 0 is 4.1%; iii ) during the ten years after year t 0 the primary balance is zero,
nominal GDP grows at 4%, GDP deflator increases by 2%, the interest rate earned on assets is 2.3%, and long and short-term interest rates are 5.5% 
and 4.0%, respectively; iv ) in the first year of the inflation shock, initial debt turns over in the proportions indicated in the heading row, in subsequent
years, it matures annually by a constant share indicated in the first column; v ) new debt (i.e. debt issued after year t 0 ) matures annually in equal
proportions as indicated in the first column; vi ) interest payments on initial debt are proportional to the implied cost of debt in year t 0 and the share of
remaining debt in a given year; vi ) interest payments on new debt start only after one year and in any given year they are proportional to interest rates
in the year of issuance and the share of remaining debt; viii ) interest rates on new debt depend on maturity – the short term interest rate is paid on 1-
year debt, the long-term interest rate is paid on 10-year debt and the linear combination of short and long term rates is paid on debt of any other
maturity. In the alternative scenario, inflation (in terms of GDP deflator) and all interest rates are increased permanently by 1 percentage point over
ten years.

http://dx.doi.org/10.1787/888932434276
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worth 4 trillion yen (0.8% of GDP). Subsequent packages are expected

later in FY 2011. If introduced, these could provide a near-term boost to

the economy. The measures in the initial reconstruction package are to

be financed without additional borrowing, in line with the authorities’

intentions of maintaining an unchanged level of bond issuance in

FY 2011, largely by using budgetary reserves. Such a strategy is

necessary in view of the serious fiscal situation, with gross debt at 200%

of GDP in 2010. While Japan’s reliance on domestic financial investors,

which hold some 95% of government debt, reduces the risk of a run-up

in the risk premia on sovereign debt, weakening sovereign bond ratings

Box 1.8. Inflation and debt dynamics (cont.)

While there are economic benefits from lower real debt, resorting to higher inflation also involves many
potential adverse effects that are not accounted for in the stylised calculations in the first table. High and
persistent inflation could affect macroeconomic stability negatively and damp real growth by raising price
and exchange rate volatility, reducing real money balances and increasing the dispersion of relative prices.
The precise magnitude of these effects is however uncertain. In such an environment, it is also likely that
investors would demand more short-term and inflation–indexed instruments. In some OECD countries,
current maturities are already relatively short and the share of inflation-indexed bonds is not negligible
(see the second table). In addition, there is large uncertainty regarding the authorities’ capability to
generate higher, but still stable, inflation without de-anchoring inflation expectations. With de-anchored
inflation expectations, interest rates paid on debt would likely increase more than inflation. Finally,
persistent and high inflation may lead to a more widespread use of indexation contracts that are likely to
magnify inflation shocks.

Overall, the benefits of lower real debt due to higher inflation do not appear large relative to the risks. The
effect on debt of a one-percentage-point increase in inflation is limited relative to the size of average
indebtedness in the OECD area. Reducing debt ratios to below-crisis levels would require substantially
higher rates of inflation, which would likely be associated with more adverse effects on economic activity.

Debt structure in selected OECD countries (as of end-2010)

1 2 http://dx.doi.org/10.1787/888932434295

1. Cottarelli and Viñals (2009) and Aizenman and Marion (2009).

matures within a year is indexed to inflation

France 7.2                       22.9 11.6                       

Germany1
6.2                       21.3 4.0                       

Greece 7.1                       11.9 5.3                       

Ireland 5.9                       12.5 0.0                       

Italy 7.2                       19.1 6.8                       

Japan 6.7                       17.8 0.8                       

Portugal 5.8                       19.8 0.0                       

Spain 6.6                       25.1 0.0                       

United Kingdom 13.4                       21.6 20.8                       

United States 4.9                       29.7 7.0                       

Note:  Refers generally to marketable debt of the central government.  
1.  Debt outstanding at 26 April 2011. Proportion maturing within a year covers debt from 26 April 2011 through 25 April 2012.       
2.  Debt outstanding at end-March 2010 and the amount due during fiscal year 2010 (April 2010- March 2011).    
Source : National authorities and OECD calculations.

Share of outstanding debt thatAverage maturity 
in years

2

http://dx.doi.org/10.1787/888932434295
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point to increasing market concerns about the sustainability of the

fiscal position. Even without additional borrowing to fund

reconstruction expenditure, general government gross debt is projected

to reach 219% of GDP in 2012. A more detailed medium-term

consolidation plan, identifying the revenue and spending components

to be employed to attain the stated targets, therefore needs to be

elaborated urgently to put general government finances on a

sustainable path. The medium-term consolidation plans should aim at

a primary budget surplus that is large enough to stabilise the debt ratio

rather than just a primary budget balance. As stated in OECD (2011b),

the consumption tax should be the main source of additional revenue,

given that it is low and its impact on economic activity is less negative

than other taxes. Tax measures should be accompanied by social

security reform that limits spending increases, including in health care,

and addresses problems in pensions.

In the euro area, a
framework has been agreed

to make government
finances sustainable…

In the euro area, against the background of heightened sovereign

debt concerns, all governments have formulated multi-annual

consolidation targets aimed at attaining a budget deficit of 3% of GDP or

less by 2015 at the latest. In March 2011, heads of state and government in

the euro area also agreed that the numerical benchmark for government

debt reduction should be roughly equal to one-twentieth of the amount

exceeding 60% of GDP per year, although not in a binding form.8

Furthermore, the Euro Plus Pact agreed at the end of the March calls for

inter alia enhanced coordination to secure the full implementation of the

Stability and Growth Pact, including establishing national fiscal

frameworks based on EU fiscal rules.

… though planned
consolidation varies across

countries…

In the majority of euro area countries, including Germany, France and

Italy, fiscal outcomes were better than expected in 2010. Targeted

consolidation varies significantly across member countries, depending on

their current situation:

● In 2011, particularly strong consolidation of 2½ per cent of GDP or more

is necessary and planned in the countries that have asked for

assistance from the EFSF and the IMF or are facing intense scrutiny in

financial markets, followed by a consolidation of 1% or more of GDP

next year (Box 1.4 above).

● By contrast, consolidation of ½ per cent of GDP or less is planned in

both 2011 and 2012 in some of the countries with comparatively

healthy public finances (Germany and Austria).

8. A debt-to-GDP ratio above 60% would be considered to be sufficiently
diminishing if the gap with respect to the reference value had fallen over the
previous three years at an annual rate of one-twentieth. A country that would
not respect this would not be automatically subject to excessive deficit
procedure as other factors would also be taken into account, such as implicit
liabilities related to private sector debt and ageing costs.
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● The programmed reduction in the underlying structural deficit in

France is close to the euro area average in both 2011 and 2012. In Italy,

the programmed deficit reduction is smaller than the euro area average

in 2011, but close to the average in 2012. In view of the high gross debt

levels in these countries and required consolidation to bring the debt

ratio to the reference value of 60% of GDP, it is important that the

planned fiscal tightening is implemented.

In some of the highly indebted countries, the consolidation may not

suffice to satisfy the proposed debt criterion of the Excessive Deficit

Procedure discussed above.

Vigorous consolidation is
underway in the United

Kingdom…

In the United Kingdom, the government’s  medium-term

consolidation strategy aims to eliminate the structural deficit by FY 2014/

15, with consolidation scheduled to be front-loaded. The consolidation

programme strikes the right balance between addressing fiscal

sustainability, thereby reducing tail-risks to fiscal positions and

preserving growth OECD (2011c). The recent drift in inflation expectations

indeed supports the front-loaded fiscal tightening. The automatic

stabilisers should be allowed to operate, as envisaged in the government

consolidation plan.

… while consolidation
needs vary in other

OECD countries

In Canada, the federal and regional government should proceed to

consolidate budgets as planned to restore the long-term sustainability of

public finances. Similarly, in countries with relatively high deficits

(Australia, the Czech Republic and the Slovak Republic) significant

consolidation is called for and is indeed planned or underway. Little or no

consolidation is required in countries with low debt and general

government budgets close to balance or in surplus (Estonia, Finland,

Norway, Sweden and Switzerland).

Structural reforms can facilitate fiscal consolidation

Consolidation efforts can be
helped by structural
reforms aimed at…

Against the background of impaired fiscal positions and the

moderate pace of the recovery, it is particularly important to implement

structural reforms that facilitate fiscal consolidation, in addition to

strengthening growth in the short and medium term (OECD, 2011a).

… increasing
employment…

● Reforms that could help to improve fiscal positions and foster

employment growth without having strong negative effects on near-

term activity include reforms to pension systems, incentives for early

retirement and disability, sickness and unemployment benefits.

Particular steps that could be taken include raising the retirement age,

gradually tightening the eligibility criteria for sickness and disability

benefits to exclude them being granted for labour market purposes and,

once unemployment begins to fall, reducing disincentives to work

embedded in unemployment benefit systems in some countries

(notably many continental European economies). Secretariat estimates

suggest that a 1 percentage point improvement in potential
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employment could improve government balances by between 0.3-0.8%

of GDP (OECD, 2010).

… reforming benefit and
short-time work schemes…

● In this context, and to the extent that labour market prospects improve

sufficiently to prevent the affected individuals from falling into

persistent poverty, extension of unemployment benefit duration should

be scaled back in the United States9 and other countries that have used

this measure in the crisis. On the other hand, where the coverage of the

unemployment benefit system has been extended, the extensions

should be made permanent for social reasons and to maintain the

labour force attachments of the newly covered. Crisis-related measures

to encourage short-time working in Japan and the euro area should also

be scaled back. An advantage of the approach in Germany is that it

contains built-in incentives to encourage automatic unwinding of

crisis-induced short-term work.

… raising productivity in
the public sector…

● Reforms to increase productivity in the public sector would improve

fiscal positions markedly in many countries. Particular measures

include the scope to improve public-sector efficiency by moving to

national or international best practice in the provision of health and

education services.10

… and changing the tax
structure

● Other structural fiscal reforms that could help to facilitate growth and

improve welfare include reductions in tax expenditure and subsidies,

the introduction of pollution-pricing mechanisms such as carbon taxes

or the auctioning of emission permits, and the gradual implementation

of revenue-neutral changes in the tax structure, away from taxes on

corporate and labour income to higher taxes on consumption and, once

housing market activity picks up, property (OECD, 2009).

Consolidation measures
will affect economic growth

Some of the consolidation measures being implemented may have

beneficial effects on growth. For example, on current plans, outlays for

welfare, health care and pensions are most frequently scheduled to be cut

(Figure 1.17). This may prompt an increase in public sector efficiency and,

as discussed above, encourage higher employment levels if designed in a

careful way. Cuts in infrastructure investment are also given high priority

in consolidation plans, probably reflecting the fact that they are relatively

easy to implement. However, there is a risk that the short-term financial

gains from cutting infrastructure spending will come at the expense of

9. In the United States, the temporary extension of the duration of unemployment
insurance benefits from 26 to 99 weeks, is estimated to have raised the US
structural unemployment rate by between 1-1½ percentage points (Fujita, 2011;
Mazumder, 2011).

10. The potential gains from improving service delivery in the primary and
secondary education sectors are estimated to be between 0.5% to 1% of GDP in
Italy, Germany, the United Kingdom, Sweden and the United States (OECD,
2011a). Improvements in healthcare efficiency could potentially offer larger
fiscal gains, exceeding 2% of GDP in Belgium, Canada, the Netherlands, the
United States, Sweden and the United Kingdom (OECD, 2011a).
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reducing future potential growth. Growth-friendly cuts in agriculture

expenditures, subsidies to state-owned enterprises and energy subsidies

are among the least prioritised saving areas for OECD countries, despite

sizable support for agriculture, and high levels of subsidies more

generally, in many countries. On the revenue side, increases in

consumption taxes have been announced most frequently, followed by

reductions in tax expenditures (Figure 1.18). These are the revenue

components that are least likely to have adverse effects on growth.

Figure 1.17. Major spending programmes targeted for consolidation
Frequency across countries

Note: Based on 29 countries.

Source: OECD (2011d).
1 2 http://dx.doi.org/10.1787/888932434048
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Figure 1.18. Revenue measures targeted for consolidation
Frequency across countries

Note: Based on 29 countries.

Source: OECD (2011d).
1 2 http://dx.doi.org/10.1787/888932434485
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Monetary Policy

Monetary policy settings
are increasingly
differentiated…

Monetary policy settings have become increasingly differentiated as

the recovery has progressed, reflecting cross-country differences in

economic conditions and prospects and seemingly also in approaches to

policy setting. While the US Federal Reserve has remained in an easing

cycle, with the current quantitative easing programme to be completed in

June, the European Central Bank has now implemented an initial increase

in policy rates, and central banks in many countries, including Australia,

Canada, Chile, Israel, Korea, Norway and Sweden, are well into their

tightening cycle. This is also the case in many emerging market

economies, which exited from the recession much earlier and in which

past growth has eliminated most spare capacity and is now generating

inflationary pressures. The range of policy measures adopted to manage

monetary conditions also remains broad, with many emerging countries

using both conventional and unconventional monetary policies, including

non-market-based measures, such as reserve requirements and capital

controls.

… with striking differences
between the United States

and the euro area

There are striking differences in both policy settings and

communication across the major OECD economies, especially the

United States and the euro area, in spite of underlying economic

conditions that show many similarities, such as still-low underlying

inflation, output gaps of sizable, albeit uncertain, magnitude and

conflicting signals on the anchoring of inflation expectations from

surveys and break-even rates. Indeed, given the differences in fiscal

policies this year, developments in financial conditions and pre-existing

levels of policy interest rates, there could even be grounds for suggesting

that policy tightening in the United States should precede that in the euro

area.

Deflation risks have
faded…

Overall, with the surge in commodity prices and economic recovery

gaining momentum, the distribution of risks to inflation has become

more balanced in the advanced economies, and there is less need to

maintain close-to-zero policy rates for risk management purposes. The

risk of deflation appears to have receded significantly and, in the present

set of economic projections, inflation is expected to drift up gradually

closer to implicit or explicit targets as spare capacity becomes eroded.

And with near-term inflation expectations and estimates of break-even

inflation rates having risen, there could be even a risk that recent

increases in headline inflation could feed through into longer-term

inflation expectations, making the rise in headline inflation rates more

persistent than would otherwise be the case. Core inflation remains low,

but uncertainty about the amount of spare capacity still existing in OECD

economies has increased as the recovery has progressed, as discussed

above.
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… implying earlier moves to
withdraw some monetary

stimulus…

This strengthens the argument for an early move to visibly positive,

but still low, policy rates, except in Japan and those countries in which

policy rates have already been raised. Upside risks to inflation

expectations cannot now be excluded, but may be diminished by an early

move that makes it easier for rates to be raised subsequently if such risks

were to materialise. Equally, if an adverse shock were to occur, it would be

preferable to be able to react by reducing policy rates, with fairly certain

effects, rather than by renewed quantitative easing. An early move to still-

accommodative interest rates would also continue to support demand

whilst helping to guard against excessive risk-taking arising from close-

to-zero policy rates, and the attendant risks of capital misallocation or a

build-up of financial fragilities. Thereafter, the challenge for the monetary

authorities will be to judge the pace at which to raise policy rates so as to

maintain support for the recovery whilst keeping projected inflation close

to implicit or explicit target levels. The existing stock of assets acquired by

central banks via quantitative easing programmes should be maintained

until policy interest rates are well above current levels. Otherwise, asset

sales would be likely to push up longer-term yields to an uncertain extent,

creating considerable communication challenges and possibly also the

need for offsetting policy rate responses if long-term interest rates were to

jump excessively.

… in the United States… ● In the United States, the asset purchase programme and the

commitment of the Federal Reserve to an exceptionally low level of the

policy rate for an extended period have contributed to the buoyancy of

stock markets and tempered rises in long-term interest rates

(Yellen, 2011). The still-elevated rate of unemployment and modest

core inflation appear to be consistent with the decision to complete the

quantitative easing programme in June. Nevertheless, with some signs

that long-term inflation expectations have edged up, there is a strong

case for an initial and visibly positive rise in the policy rate from mid-

2011, followed later by a gradual reduction in the degree of

accommodation as the recovery progresses and the extent of economic

slack diminishes. In this set of economic projections, the target Federal

Funds rate is assumed to be raised in a series of small steps by 100 basis

points in the remainder of this year and, after a pause at this level to

assess the impact on the economy, thereafter be increased steadily to

reach 2¼ per cent by the end of 2012. Further increases in policy rates

towards neutral levels would be likely soon thereafter, with the

remaining output gap continuing to be eroded steadily.

… in the euro area… ● In the euro area, against the backdrop of improving economic prospects

and a pick-up in some measures of inflation expectations, the European

Central Bank raised the main refinancing rate in April 2011. In the

immediate future, there is little pressure to make additional moves,

since, although headline inflation has risen above the ECB’s definition

of price stability, core inflation rates are relatively low, especially once

indirect tax changes are excluded. Moreover, a visibly positive level of
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money market interest rates now exists. During 2012, a gradual

normalisation of the main policy rate would be warranted. In this set of

projections, the main refinancing rate is assumed to be increaseed

through 2012 to 2¼ per cent by the end of the year, still providing

considerable stimulus in the context of remaining large, but

increasingly uncertain, economic slack.

… despite ongoing
differences between euro
area member countries…

● One difficulty in the euro area is that, under current divergent

economic conditions across member countries, the single monetary

policy is too accommodative for some large countries that have

recovered rapidly from recession and too tight for the EU/IMF

programme countries.11 For the fragile financial systems in the latter

countries, one option would be for the ECB to maintain special liquidity

supports whilst raising policy rates (Minegishi and Cournède, 2010). At

the same time, authorities in the larger countries should consider using

macro-prudential tools to deal with excessively strong, country-specific

asset-price growth, should it materialise. Over the medium term

structural reforms in all euro area countries are necessary to enhance

economic integration, thus increasing the benefits of the monetary

union.

… the United Kingdom… ● In the United Kingdom, earlier action is warranted, with the CPI

inflation target of 2% having been overshot for the past 17 months and

with some measures of inflation expectations having started to drift up.

If the recent increases in long-term inflation expectations were allowed

to become entrenched, the Bank of England could face difficulty in

curbing the consumer price inflation rate. The Bank of England should

therefore start to raise the policy rate soon, with the subsequent pace of

monetary policy normalisation depending on the projected impact of

strong fiscal consolidation on the economy and the speed at which

economic slack is eroded. In the projections, policy rates are assumed

to be raised to 1% by the end of 2011, and to then, after a pause, be

raised gradually during 2012 to around 2¼ per cent by the end of the

year.

… and a continuation of
withdrawal in other OECD

economies…

● In OECD countries in which monetary policy tightening started

somewhat earlier, the pace of policy rate increases should generally be

faster than previously thought in response to the improved prospects

for the global economic recovery. In economies that operate at, or close

to, full capacity, central banks should stand ready to raise policy rates

above neutral levels if the recent strong run-up in commodity prices is

11. This issue is not specific to the euro area. On a conceptual level, the Swiss and
US currency unions raise the same question as to whether a single monetary
policy can fit all cantons and states. In practice, the difference is considerable
because Swiss cantons and US states have a sizeable central government able
to manage fiscal transfers and labour, services and financial markets that are
much more integrated. 
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expected to generate second-round effects that create underlying

inflationary pressures.

… but not in Japan ● In the wake of the earthquake and related events, the Bank of Japan

provided ample funds to money market participants to prevent

financial market instability. It also decided to supply longer-tem funds

amounting to 1 trillion yen (0.2% of GDP) to financial institutions in

disaster areas in order to support reconstruction efforts, and raised the

size of the asset purchase programme from 5 to 10 trillion yen. Going

forward, the current zero interest rate policy needs to be continued

until inflation is firmly positive, especially given the uncertainty about

the effect of the earthquake on economic slack. In the absence of signs

of a clear trend toward achieving the 1% implicit inflation target, the

Bank of Japan should stand ready to undertake further measures,

focusing on reducing long-term interest rates through expanded

purchases of government bonds. The first policy rate increase can wait

until 2013 or later, occurring only when inflation is clearly set to reach

about 1%. The potential accumulation of financial imbalances that

could result from very low interest rates has to be monitored closely,

but the Bank should be patient because of the risk of losing credibility

in the event of having to return to zero interest rates soon after a

premature policy rate increase.

In large non-OECD
economies further

tightening is required

● In the large emerging market economies outside the OECD, there is a

need to tighten monetary conditions further, including through

currency appreciation, to damp growing inflationary pressures. In

China, where inflation has become markedly more entrenched in

recent months, loan and deposit rates and the reserve requirement

ratio have already been raised and the real exchange rate is now

appreciating as a result of higher inflation. With output growth easing

to below trend rates, and thus closing the positive output gap, only

modest further tightening may be needed this year to stabilise

underlying inflation, with the priority being given to market-based

measures rather than reserve requirements. Allowing an appreciation

of the nominal effective exchange rate would also help to reduce

inflationary pressures. In India, the annual rate of inflation remains

high and is becoming more widespread. Further policy tightening is

warranted to help contain demand pressures and reduce the risk of

inflation expectations becoming destabilised. In Brazil, with still-strong

credit growth, continued capacity constraints and inflation now at the

upper bound of the target range, tightening policies are warranted

through higher policy rates and adequate micro and macro-prudential

measures. Fiscal tightening would reduce the size of any required policy

rate increases in both Brazil and India.
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Macro-prudential measures
would help to damp the
effects of strong capital

inflows

Many emerging market economies continue to face large capital

inflows. These can pose considerable policy challenges for host

economies, given the associated risks of excessive currency appreciation,

asset price and credit booms and busts, and sudden stops. In the longer

term, as discussed in Chapter 6, financial market deepening and other

growth-friendly structural reforms can affect net international asset

positions and help achieve a better composition of inflows, with more FDI

and less debt, providing a defence against the negative effects of strong,

speculative capital inflows. They can also ensure that domestic credit is

intermediated effectively. But such reforms take time to put in place. In

the near term, macroeconomic policies have an important role to play,

though the extent to which they can be used will likely vary across

countries. As mentioned above, allowing an exchange rate appreciation

would help to contain any inflationary pressures arising from inflows and

also reduce the incentives for further inflows. If accompanied by fiscal

consolidation, there would be greater scope to loosen monetary policy,

which would also damp inflows. Micro and macro-prudential policies

should also have a key role, both in limiting excessive risk-taking and in

tackling risks in particular sectors or asset classes. Other possible policy

options in the near-term include reserve accumulation, via foreign

exchange intervention, and other measures to damp capital inflows such

as taxes on inflows or direct capital controls. As discussed in Chapter 6,

reserve accumulation is costly, often inefficient, and should normally not

be pursued for prolonged periods. Capital controls could prove effective in

the near term in helping to damp potential financial vulnerabilities from

large capital inflows, but are best seen as a temporary solution, so as to

minimise distortions to longer-term investments, and preferably should

be subject to multilateral surveillance within a framework provided by the

OECD Code of Liberalisation of Capital Movements.

Financial and macro-prudential policy

Strict and transparent
stress tests could improve

confidence in EU banks

Given ongoing concerns about the health of the banking system in

some countries, especially in the European Union, planned stress tests

have an important role to play in providing reliable information on the

extent to which banks can withstand adverse shocks. Compared with

the 2010 EU-wide stress test, which failed to uncover vulnerabilities in

some countries, the planned 2011 stress test will have a more demanding

capital threshold based on Core Tier 1 capital instead of Tier 1 capital

(which includes hybrid capital) and greater macroeconomic stress

(though relative to a stronger baseline scenario). However, the adverse

scenario regrettably excludes haircuts on sovereign debt held on banking

books, which remains a sizeable risk.12 Ahead of the publication of the

results, euro area governments have committed to prepare specific

strategies to restructure vulnerable institutions. Such backstop strategies

should increase confidence in the tests. In the longer term, the priority

12. See also Blundell-Wignall and Slovik (2010).
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should be to encourage market discipline, for which supervisory stress

tests can be only an imperfect substitute. Key measures to progress in the

direction of this objective include addressing the “too-big-to-fail”

problem, strengthening bank resolution regimes and improving bank

information disclosures.

Basel III capital
requirements should be
implemented rigorously

 Looking further ahead, the implementation of the recently agreed

Basel III capital requirements will strengthen bank loss-absorption

capacity. Estimates in Slovik and Cournède (2011) suggest that in the three

main OECD economies, banks may raise their target capital ratios by at

least 3.7 percentage points, reducing the annual rate of GDP growth by

0.05 to 0.15 percentage point (Table 1.7).  The introduction of

countercyclical buffers during the credit cycle could further strengthen

the long-term resilience of the banking sector (Basel Committee on Bank

Supervision, 2010). However, it is as yet undecided at the global level, if

and how, required capital ratios will be increased for systemically

important financial institutions to reflect their greater risk-taking on the

back of explicit government guarantees (Blundell-Wignall et al., 2010).

Some countries have already introduced or are considering specific

capital requirements for systemically important banks (e.g. Switzerland

and the United Kingdom13), not only to address the “ too-big-to-fail”

problem, but also in recognition of the fact that, especially in small

countries such as Switzerland that host very large financial institutions,

some may be too big to save. The planned introduction of a binding

leverage coverage ratio is particularly important for systemically

important institutions, as these tend to be more leveraged than others.

13. See the Independent Commission on Banking (2011).

Table 1.7. Estimated medium-term macroeconomic impact 
of Basel III

Five year change in

1 2 http://dx.doi.org/10.1787/888932434314

Core 
capital ratio

Bank lending 
spreads

Annual 
GDP growth

percentage points basis points percentage points

United States 3.1               12.3 - 46.2 -0.02 - -0.12

Euro area 3.8               18.6 - 56.6 -0.08 - -0.23

Japan 4.2               14.3 - 62.6 -0.04 - -0.09

Average (unweighted) 3.7               15.1 - 55.1 -0.05 - -0.15

Average (GDP weighted) 3.5               15.6 - 52.9 -0.05 - -0.16

Note: The capital requirements result in a widening of lending spreads as banks attempt to maintain the return
on equity. Higher lending spreads in turn damp activity. The bound estimates correspond to the impact of
meeting the 2015 target while the upper bound estimates correspond to the 2019 target. See Slovik and
Cournède (2009) for more details.    

Source:  Slovik and Cournède (2011).          

http://dx.doi.org/10.1787/888932434314
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Liquidity regulations
should be carefully

designed

In principle, very strong capital buffers should reassure debt and

money-market investors about a bank’s solvency, ensuring its access to

funding. In practice, however, even under Basel III and additional national

capital regimes, the equity cushion is unlikely to be large enough to

secure continued liquidity at all times.14 Against this background, the

Basel III framework will include liquidity requirements aimed at

improving individual banks’ resilience to liquidity shocks. The Liquidity

Coverage Ratio will require banks to hold the minimum level of high-

quality liquid assets necessary to withstand an adverse liquidity stress

scenario lasting for one month. The Net Stable Funding Ratio is a structural

measure that requires banks to rely on stable medium to long-term funding

instead of short-term money market financing. Although these

requirements reduce the vulnerability of banks to liquidity risk, some

concerns remain about their implementation. The liquidity requirements

in their current form put a lot of emphasis on government bonds although

recent developments have underscored that the safety and liquidity of

government bonds cannot be taken for granted. The liquidity and stable

funding requirements may also create incentives for regulatory arbitrage

between different asset classes, as was the case with risk-weighted

regulation in the run-up to the current financial crisis. Moreover, since the

banking sector will require large amounts of medium to long-term funding,

there is a risk that asset-liability maturity mismatches may emerge and

create vulnerabilities elsewhere in the financial system. These caveats

suggest that liquidity regulation should: avoid assuming that domestic

government bonds are necessarily always fully liquid, especially for

members of a currency union; rely on simple rules rather than overly

complicated weighting schemes that could open new avenues for

regulatory arbitrage; and be accompanied by adequate supervision of other

parts of the financial system, including insurance companies, where

potentially destabilising asset-liability mismatches could migrate to.

Reform is also needed in
other areas

Addressing the challenges raised by the financial crisis will also

require reform in a number of other areas. The efforts to move most

trading in derivatives to public exchanges or at least central clearing

houses should be completed rapidly. Effective cross-border resolution

regimes also need to be put in place for large global banks to reduce the

moral hazard created by a situation where they cannot be closed without

destabilising repercussions. Further international convergence in

accounting rules, especially for financial institutions, remains important

to facilitate the implementation of global regulatory standards,

particularly leverage caps. Furthermore, as mentioned above in the case of

liquidity but also more generally, regulation and supervision must

effectively cover areas, such as insurance and pensions, where

14. Until banks started benefitting from gradually expanding government backing
from the middle of the 19th century, they typically maintained capital positions
above or close to 50% to convince depositors and lenders that their investments
were safe.
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vulnerabilities and systemic risk could migrate as a result of tighter

banking regulation.

The interaction of monetary and macro-prudential policies

Monetary and macro-
prudential policies need

close co-ordination…

As discussed in a companion paper “Evolving Paradigms in Economic

Policy Making”, macro-prudential policy and monetary policy make use of

different policy instruments, but there is a need for close co-ordination

between monetary and regulatory functions to ensure that systemic risk

and macro-financial linkages are monitored effectively and incorporated

fully in both monetary and macro-prudential policy decisions. Due

account also needs to be taken of the extent to which macro-prudential

policies affect monetary policy transmission, especially through the credit

channel, and the extent to which monetary policy affects risk-taking and

the build-up of leverage.

… but need not always be
aligned

In practice, the alignment of monetary and macro-prudential policies

will depend on the type of shocks occurring and the ability of each policy

to respond. Both types of policy are likely to respond to aggregate demand

shocks in a similar manner, but this may not be the case for aggregate

supply shocks. And, if macro-prudential policies are impaired for any

reason, or not yet fully in place, monetary policy may need to place greater

weight on financial stability issues than would otherwise be merited.

Equally, if policy interest rates are at the zero bound, macro-prudential

policies might have to place greater weight on their macroeconomic

effects than would otherwise be the case (Yellen, 2010).
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