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Introduction and opening of the meeting

The 2015 Project LINK Meeting was held from October 21-23 2015 in New York, hosted by
the United Nations and the University of Toronto. The agenda comprised the following main
themes: the global and regional economic outlook; the outlook for commodity markets;
global issues; and global modelling issues. This document summarizes the presentations and
discussions. The LINK Global Economic Outlook prepared for this meeting by the Global
Economic Monitoring Unit of DPAD-DESA, the LINK country reports prepared by country
participants, and most of the documents presented at the meeting are available on the United
Nations website (http://www.un.org/esa/policy/) and the Project LINK Research Centre
website at the Institute for Policy Analysis at the University of Toronto

(http://www.chass.utoronto.ca/link/).

Mr. Peter Pauly, University of Toronto, welcomed the participants and expressed his
thanks to DESA and his colleagues at the University of Toronto for helping to arrange the
meeting. Mr. Pauly reminded the participants that we live in ‘interesting times’ for
economists, and that the Project LINK Meeting is unique in that it brings together policy
makers, applied economists and academic economists in a meeting that covers not just the
global outlook and forecast, but also important developments in economic modelling and
global economic issues. Mr. Hamid Rashid, UN-DESA, welcomed the LINK participants

on behalf of UN-DESA, expressing his anticipation of a productive and fruitful meeting.

Session 1a: World Economic Outlook

Hamid Rashid, UN-DESA

Mr. Rashid presented the LINK Global Economic Outlook for 2016-2017. According to
LINK Global Economic Outlook for 2016-2017 global growth stumbled in 2015, reflecting a
slowdown in all sources of growth and higher volatility in both developed and developing
economies. The LINK forecast is for global growth of 2.3 per cent in 2015, with an increase
to 3.0 per cent in 2016 and 3.2 per cent in 2017. The recovery forecast for 2016-17 is
predicated on a stabilisation of commodity prices, easing deflationary pressures in developed
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economies, no further escalation of geopolitical risks, and gradual adjustment of policy rates

and asset prices, which would allow volatility in financial markets to decline.

In regard to the distribution of global growth, the presentation pointed out that the pivot of
global growth was shifting towards the developed economies — primarily led by the United
States, but improvement in Europe was also evident. It highlighted the downturn in the Latin
America and Caribbean region and a slowdown in the contribution of China to global growth.
The slowdown in China has sparked a sharper-than-expected slowdown in world trade. As
China is the number one export destination for many countries, they are highly exposed to a

slowdown in China.

Mr. Rashid then highlighted some labour market difficulties, marked by higher levels of
unemployment and weak wage growth. While inflation has been low, GDP growth has been
more volatile. Global investment growth has been subdued, partly reflecting the persistent
disconnect between finance and real sector activities. At the same time, the contribution of
labour input to growth has declined sharply, and productivity growth has also slowed in most
countries in the post-crisis period. He warned that the contribution of ICT investment to
productivity growth may have peaked, and a new driver of productivity growth is needed

going forward.

Mr. Rashid then introduced some risks to the baseline forecast, including a delay to the
normalization of US interest rates and geopolitical risks. He then raised a series of policy
questions and challenges. To what extent is the slowdown in productivity growth structural or
cyclical? A structural slowdown poses longer-term challenges to restore growth and avoid
secular stagnation. How long will commodity prices remain low and do they have further to
fall? Risks include, for example, an unsustainable pension system in Brazil and other
commodity-reliant economies. Is there a link between low inflation and volatility? He asked
if it was a failure of QE that it rebuilt financial assets, but did not stimulate growth. He also
warned that, while monetary policy had done most of the work over the last several years,

fiscal policy would need to do more heavy-lifting going forward.



Thomas Helbling, IMF

Mr. Helbling started his presentation by highlighting some key messages for the outlook of
the global economy, including a slight pick-up in growth in advanced economies and weaker
prospects in emerging markets. Mr. Helbling also discussed several short-term risk factors,
such as a further impact of lower commodity prices in emerging markets, global realignments
that could spark a period of heightened financial volatility, and the rebalancing process in
China and its cross-border implications. He then reviewed how growth forecasts for major
economies have changed from last year. In the United States, some economic indicators, such
as real personal consumption expenditure and total non-farm payrolls, suggested a strong
rebound after the setback experienced in the first quarter of 2015. Meanwhile, there were
some signs of an improving economic recovery in the euro area, illustrated in the
performance of the manufacturing production and economic sentiment indexes. He
emphasized that the recovery in Japan remained tentative. Mr. Helbling noted that recent

trends in labour productivity growth casted a shadow on the outlook for potential output.

The presentation then moved to the analysis of the dissimilar economic situations and
prospects for many emerging markets and how idiosyncratic shocks are affecting their growth
performance. He highlighted the specific conditions that prevail in the Russian Federation
and Brazil. The economic outlook for emerging economies was discussed by taking into
account three main aspects: China’s continuous economic transformation; the recent decline
in commodity prices; and the monetary policy normalization process in the United States.
Moreover, the presentation provided growth forecasts for major emerging markets, including
China, India, Brazil and the Russian Federation. Concerning China, the analysis focused on
the complex transition to a new growth model driven by consumption and services. Mr.
Helbling also commented on the challenges for the reform agenda as the authorities aim to
maintain demand growth, while at the same time reducing economic vulnerabilities. In the
case of Brazil, there was a noticeable plunge in confidence indicators and a sharp and
continuous decline in investment demand. Mr. Helbling also described recent trends in
commaodity prices, putting emphasis on supply and demand fluctuations. He then highlighted
the recent decline in capital inflows to emerging economies and the large swings in nominal

and real exchange rates.



Mr. Helbling finished his presentation by analysing some policy recommendations for
advanced and emerging economies. In advanced economies, there is a need to continue with
the monetary accommodation where output gaps are negative and inflation is low,
particularly in the euro area and Japan; in the United States, a smooth normalization process
is essential. The need for using macro-prudential tools and a more prominent role of fiscal
policy were also emphasized, particularly in the euro area. Concerning emerging economies,
Mr. Helbling mentioned the need to be prepared for broad asset volatility and the need to
carefully evaluate the trade-offs before easing monetary and fiscal conditions.

Franziska Ohnsorge, World Bank

Ms. Ohnsorge started her presentation by analysing the overall outlook for the global
economy. Global growth remained weak and disappointing, leading to further downward
revisions in growth forecasts. However, there were important differences among countries.
Among high income countries, economic conditions were improving, particularly in the euro
area. By contrast, in developing countries there was an overall deterioration of the economic
outlook, leading to some further forecast downgrades. In 2015, average economic growth in
developing countries was expected to be the lowest since the global financial crisis. Ms.
Ohnsorge noted that China was slowing faster than expected and recessions in the Russian
Federation and Brazil were intensifying, while economic activity was also weakening among
key oil exporters in Sub-Saharan Africa, casting a significant shadow over prospects in their
respective regions. Overall, for the fourth consecutive year more than half of emerging
markets were expected to experience a lower growth than what was forecast at the beginning

of the year.

Ms. Ohnsorge then underscored that the main problem for the global economy was a
prolonged and synchronized slowdown. In particular, two aspects were highlighted. First, the
growth slowdown was deep, with growth substantially below the pre-crisis average and lower
than its long-term average. Second, the growth slowdown was broad-based, with numerous
countries experiencing a visible slowdown. In particular, a large number of emerging
economies have been experiencing three consecutive years of declining growth. Some
prominent examples were Brazil, China, the Russian Federation and Indonesia. Afterwards,

Ms. Ohnsorge discussed three main aspects at the global level: the deterioration of global
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trade; a weakening performance and lower growth contribution of investment demand; and

the slowdown in productivity growth.

By the end of her presentation, Ms. Ohnsorge commented on some key downside risks
threatening the global economy. For example, while deflation in the euro area and risks
related to Greece have receded, geopolitical tensions were persisting. Other risks to the global
economy were a faster-than-expected slowdown in China and a delayed monetary tightening
by the United States Federal Reserve. Concerning the situation of emerging economies, Ms.
Ohnsorge stressed the role of exchange rate adjustments in order to understand the dynamics
of economic vulnerabilities. In particular, more vulnerable emerging market economies have
experienced much larger depreciations in their domestic currencies. Ms. Ohnsorge analysed
the relevance of implementing structural reforms, with benefits on the supply and demand
side. Although the benefits of structural reforms take time to materialize, decisive moves to
implement ambitious reform agendas signal improving growth prospects to investors. Some
economies should also prioritize monetary and fiscal policies that reduce vulnerabilities and
strengthen policy credibility in advance of the lift-off of US interest rates and the subsequent

tightening cycle.

Comments and questions

After the opening presentations, there were several comments and questions from the
audience. Among the comments, for instance, it was highlighted that a major issue affecting
the global economy was the situation of large emerging economies. In particular, the recent
fluctuations of exchange rates in these economies seemed to be a necessary but at the same
time challenging adjustment, with effects still to be seen. Mr. David Turner of the OECD
warned against drawing policy conclusions from the observed correlation between low
inflation and high GDP growth volatility, which may simply reflect large output gaps
weighing on inflation. Mr. Ray Chou noted that this year’s discussion was reminiscent of that
in 2008, when there was a sharp change in the global outlook, and hinted that the outlook for
2016 may be worse than expected, given all of the negative factors highlighted in the
presentations. Mr. Janvier Nkurunziza from UNCTAD then commented on two factors that
should be taken into account concerning the commodity prices: the role of China and the
over-supply in many markets. He asked whether any of the presenters had evaluated the
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weight of these two factors in the recent decline of commodity prices. Ms. Ohnsorge
responded that both factors were important, but there was some evidence suggesting that
over-supply was a more relevant factor in the recent period. On the same issue, Mr. Rashid
argued that some years ago there was a significant overshooting of investment in minerals
and even in the oil sector in the United States, whereas now there are deleveraging pressures.
Looking ahead, Mr. Rashid noted that a slight recovery in investment demand was expected,
provided that commodity prices stabilize and that investors had already internalized the

recent price declines.

Session 1b: World Economic Outlook (cont.) Lead Discussants

Carl Weinberg, High Frequency Economics

Mr. Weinberg began his comments by reminding us that it was the anniversary of the 1987
stock market crash, and warned that an historic slowdown or drop in world GDP was
possible. Commaodity prices seem to be continuing on a downward trajectory rather than
stabilising. World trade is collapsing in nominal terms, and the world is facing a price shock,
which has wiped 2 per cent off of world income. Real global GDP growth is closely
correlated with nominal world trade growth, and the observed slowdown in world trade
points to a forthcoming slowdown in GDP growth. World industrial production has exhibited
a prolonged period of not improving growth, perhaps indicating that it is already in recession.
He also warned that we have seen a clear transfer of income from poor to rich consumers as a
result of the commaodity price declines, pointing to a decline in global welfare. Inflation is
likely to rise visibly as the impact of the drop in commaodity prices dissipates in early 2016,
and bond yields, especially in Europe, are set to rise. Mr. Weinberg also pointed out that the
foreign exchange reserves of China have recently declined at a rate of around $80 billion per
month, but that it was not clear where those reserves had been directed to. The reserves
should provide a significant stimulus to the recipient countries, but it is not clear that this is

happening.



Dave Turner, OECD

Mr. Turner highlighted a few key issues related to the global economic outlook. First he
noted the suspicious similarity of growth rate forecasts across the global institutions, which
left little room for debate, despite the high levels of global uncertainty. He also questioned
why the UN and the World Bank use market exchange rates rather than purchasing power
parity exchange rates to construct regional aggregates, which makes comparisons with the
IMF and OECD regional forecasts difficult. Mr. Turner highlighted forecasts for Japan and
China, where the biggest differences between institutions were found. The OECD’s forecast
for Japan, with cumulative growth of just 2 per cent for 2015-2017, is significantly lower
than the World Bank’s forecast of about 4 per cent growth. Mr. Turner asked where the
World Bank’s forecast would put Japan’s output gap at the end of 2017, suggesting that it
would be large and positive under the World Bank’s scenario. The projected speed of
slowdown in China also differed across institutions, with the IMF slowdown to 6% per cent
growth by 2016 being the sharpest, and the World Bank’s slowdown to 6.9 per cent in 2017
being the slowest.

Mr. Turner asked how the forecasts for the rest of the world would change if the IMF
projections proved correct, and warned that the statistics for China were conflicting, and
perhaps the headline GDP figures masked a more significant slowdown that was already
ongoing. Trade linkages understate international spillovers from a slowdown in China. FDI
linkages are also important, as evidenced by the recent response of global financial markets.
He also informed the participants that the sharp slowdown in non-OECD import volumes in
the first three quarters of 2015 can largely be attributed to the Russian Federation and Brazil.
Finally, Mr. Turner highlighted the weak growth and downward revisions to potential output
per capita, especially in Brazil, the Russian Federation and the OECD countries, and warned
that output gaps may be closed in most countries by 2017, pointing to a slow global economy
going forward.



Beth Ann Bovino, Standard & Poor’s

Ms. Bovino discussed key issues underlying the longer-term slowdown in the United States.
Potential growth in the United States has slowed significantly since the financial crisis. Part
of the slowdown can be attributed to the ageing population, although this is happening less
rapidly in the US than in other major economies such as Germany and Japan. Ms. Bovino
also highlighted the underutilisation of labour, as labour force participation has dropped
significantly, while long-term unemployment has risen. She also noted that inequality in the
US and other OECD countries had risen over the last 30 years. Income concentration matters,
as it has an impact on how long growth lasts, with a higher concentration reducing the growth
spurt. Higher income concentration also reduces social mobility and prospects for the next

generation.

Education also matters for growth. One extra year of schooling would raise average US GDP
growth by 0.5 percentage points per annum. Ms. Bovino warned that inequality and education
were linked, as there were limited prospects for those born into poverty of moving into a

higher income range without a college degree.

Kathy Bostjancic, Oxford Economics

Ms. Bostjancic focused her comments on the monetary policy decisions of the Fed and likely
market reaction. She noted that three voting members of the FOMC had expressed reluctance
to raise interest rates in 2015. Oxford Economics’ view is that the Fed rate lift-off will start in
December 2015, but stressed that it was also possible that the lift-off would be postponed
until 2016. Market volatility, tighter financial conditions and deflationary goods prices have
all contributed to postponing the initial lift-off, despite diminishing labour slack and well-
anchored inflation expectations. The outlook for the US economy is decidedly lukewarm, so
there is no need to rush to raise interest rates. The federal funds rate is not expected to reach 3
per cent until 2019 according to the Oxford Economics forecast, compared to 2018 as
indicated in the Fed Dot Plot median rate forecasts. Ms. Bostjancic noted that equity markets
are more closely linked to unit labour costs than the federal fund rate.
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Moazam Mahmood, ILO

Mr. Mahmood made a presentation focussing on the labour market weaknesses since the
financial crisis. He underscored that the current labour market problems stem from both
macro cyclicality and structural reforms with unintended consequences. In particular,
persistent deficits in aggregate demand and labour market reforms have played a key role in
the downturn in employment. The presentation stressed that the backlog of unemployment
and the employment gap persist since the financial crisis. Given this situation, the current
weakness in economic growth poses another threat to the labour market prospects. Mr.
Mahmood then reviewed the main unemployment and employment trends by major regions
and countries. In advanced economies, there has been a significant reduction in
unemployment rates in the United States. In the euro area, despite a recent slight
improvement, the unemployment rate remains high, particularly in Greece. Importantly, Mr.
Mahmood highlighted that long-term unemployment has remained relatively high, about one-
quarter of total unemployment in the United States, one-third in OECD countries, one-half in
Spain and Italy and over two-thirds in Greece. Mr. Mahmood then commented on the trends

for the dependency ratio, which has increased in recent years in a number of economies.

He then focussed on the different cyclical and structural aspects that are affecting labour
markets. For example, he emphasized the role of low spending across households and low
investment among firms, and noted that the financial system is not supporting lending
towards productive investments. In fact, banks still carry large piles of non-performing assets
on their balance sheets, hampering credit expansion in the advanced economies. Bank lending
in the euro area, for instance, remained weak in 2015. In combination with the austerity
measures, this has led to a significant deficit in aggregate demand. Concerning reforms that
have had unintended consequences, Mr. Mahmood noted that the attempt to reinvigorate
growth through increased competitiveness and austerity measures has negatively affected
labour markets in the euro area. Finally, he argued that in an overall context of very low bond

yields fiscal policies can be more expansionary.
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Session 2: Regional outlook: China and United States

China

Carl Weinberg, High Frequency Economics

Mr. Weinberg presented his views on the recent developments and trajectory of the Chinese
economy. He held an overall positive view of the state of the Chinese economy and believed
China could return to its long-term growth trend of the past 30 years, i.e. about 10 per cent
growth per annum. The urbanization and the related modernization process were highlighted
as key drivers of China’s economic growth; both are expected to remain relevant in the
foreseeable future, given that the country still has ample room for further urbanization. He
sees demographics as another driver of China’s economic growth, which will continue to play

a positive role — albeit to a lesser extent than in the past.

Mr. Weinberg emphasized that at 7 per cent annual growth, the Chinese economy is not a
headwind to global growth. In fact, China is contributing more than any other country to
global growth. According to Mr. Weinberg, China is currently near the bottom of its long-
term GDP cycle that fluctuates around 10 per cent. The slowdown in China is therefore more
cyclical than structural. Mr. Weinberg predicted that China will eventually resume growth at
the potential rate. After several years of business cycle downturn, the economy has moved
closer to eliminating the excesses related to the property market and production capacities.
He acknowledged that the recent economic developments in China have impacted the iron
and coal sector, affecting countries that have significant commodity exports to China, such as

Australia. He also pointed out that net export growth now contributes little to China’s growth.

Mr. Weinberg stated that in his view China had yet to cross the Lewis Turning Point — that is,
the point where migration from rural to urban areas no longer ensures an unlimited supply of
cheap labor to the secondary sector. He argued that data indicates that there is no acceleration
in the upward trend of wages. The non-food consumer price index has been stable and
migration from the rural areas to the cities has yet to slow down, which all suggest that China
is not on the verge of the Lewis Turning Point.
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Discussion

Mr. Jackie Hoi-Wai Cheng, UN-DESA noted that China’s economy is estimated to grow by
6.8 per cent in 2015. Growth was forecasted to be around 6.4 per cent in 2016, underpinned
by robust private consumption, which has been contributing to growth almost as much as
investment. In contrast to Mr. Weinberg’s view, Mr. Cheng expects that excess inventory in
the housing market and overcapacity in the traditional industries will continue to put
downward pressure on growth in the short run. Private debt in China has seen a rapid increase
after the Global Financial Crisis and is now among the highest in the world at over 130 per
cent of GDP. Concerns regarding the private debt are further intensified by the fact that
China’s bankruptcy law is still evolving, and the process of discharging bad debts —
especially that of the non-state sector — could be made more efficient moving forward. Local
government debt is a lesser concern, as it is at a relatively low level and the central
government has introduced measures to address the issue, including programmes to swap
local government debt for bonds that will lower borrowing costs for local governments. The

central government also has ample capacity to support local governments’ finances.

Regarding the Lewis Turning Point, Mr. Cheng pointed out that China’s working-age
population has been shrinking since 2012. Wage growth in cities has been relatively stable at
around 10-15 per cent over the past few years. But if one looks at the relative wages of rural
migrants and urban formal employees, the gap has been closing since 2007. Regarding
China’s potential growth, Mr. Cheng noted that an Asian Development Bank (ADB) working
paper from 2014 estimated China’s potential growth rate at around 10 per cent for the years
2016-2020. The paper also looks into a very plausible scenario in which China transforms
toward a service economy. Since improvements in service sector productivity are harder to
achieve than improvements in manufacturing sector productivity, the ADB study estimates

potential growth to drop by over 2.5 percentage point in the service economy scenario.

Comments and questions

Prof. Tongsan Wang, Chinese Academy of Social Sciences, noted that there has been
downward pressure on China’s economic growth, but the growth rate should not be lower

than 6 per cent in the coming 2-3 years. Another participant noted that the trajectory of
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China’s potential growth is a function of the population trend, economic reforms, and China’s
engagement in the globalization process. Other participants discussed their views on China’s
banking sector, real estate development, intellectual property issues, social stability,
inequality, and demographics.

United States

Hung-Yi Li, UN-DESA

Mr Li presented the United States economic outlook for 2016-2017. Gross domestic product
IS projected to grow at 2.6 per cent in 2016 and 2.9 per cent in 2017. The forecast was made
based on the assumption that the Federal Fund Rate would be lifted in December 2015,
followed by 50 basis-point increases in 2016 and 100 basis-point increases in 2017. Fiscal
policy is assumed to remain restrictive in both 2016 and 2017 at the federal level, whereas
spending by the state and local governments will expand modestly by 1 per cent in real terms.
The US dollar is assumed to remain strong in 2016-2017.

Mr. Li pointed out that the government contribution to growth has often been negative since
the global financial crisis. Labor income accounts for the main part of US national income,
but labor income growth has slowed down since the financial crisis. Employment is still
growing, but may slow down moving forward. He noted that there is a missing link between
wage growth and the unemployment rate. Since the beginning of 2015, data show that wage
growth and improvement in the unemployment rate have not been moving in the same
direction. The share of fixed investment in GDP (excluding government investment) is
approaching the pre-crisis level, with more spending on intangible assets, such as intellectual
property. Housing sector recovery — in the form of rising housing starts — has been sustained
in recent years as the growth of multifamily-unit housing starts accelerated after the financial
crisis. However, the house ownership ratio declined. The growth of housing prices has also
slowed down in the past two years, i.e. 2014 and 2015. Regarding the trade sector, real trade
deficit has widened after the US dollar embarked on an appreciation trend. The appreciation
has also led to a sharp drop of export orders. On the other hand, the nominal net trade deficit

remained in decline due to lower import prices.
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Mr. Li identified disputes over Federal Government spending as one of the biggest risks to
US growth in the forecast period, but he believes that the debt ceiling will be increased at the
critical junctures in the future. He also noted that there is a divergence between market
forecasts for the US growth rate and the forecast made by international organizations — this
could potentially pose a risk. Regarding the possibility of the US Federal Reserve raising
interest rate faster than expected, Mr. Li noted that quick interest rate increases would not be
possible given the existing adjustment mechanism for the Fed Fund Rate. The Federal
Reserve’s moves on interest rates could, at least partially, be offset by commercial banks.

Session 3: World Commodity Markets

Agricultural commodities

William H. Meyers, University of Missouri

Mr. Meyers described the overall crop prices trends, comparing previous projections with
more recent available data. He focused on five main aspects: the big picture on prices; the
grain markets’ near-term outlook; the FAPRI outlook as of October 2015; the uncertainties in
the outlook; and a discussion on feeding the world in 2050. He noted that the big picture is
straightforward. The agricultural commodity price index has dropped to the lowest level since
the global financial crisis. The big boom in agricultural prices is clearly over and prices are
not expected to rebound in the short term due to excessive investment and supply. In
addition, low energy prices will help to maintain food prices low. The FAPRI-MU baseline
update, issued in September 2015, takes into consideration the global real GDP growth
outlook, exchange rates, crude oil prices and China’s meat consumption. On the demand side,
Mr. Meyers showed how China’s situation is still an important determinant; the rise in
households’ income and urbanization contribute to rising demand for food. Mr Meyers also
showed the supply and use of cotton in China, corn in the US, the EU use of biofuels, as well

as the EU grain market situation.

Based on all these aspects, the projections made by FAPRI show a declining trend in cereal
prices (maize, wheat, soybeans, Thai rice) until 2024. Nevertheless, there are a number of

uncertainties for this outlook. Global grain and oilseed supplies remain large, depressing
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prices. At the same time, with a mature biofuel sector and questions about China, what will
be the future engine of crop demand growth? Under normal conditions, agricultural prices are
expected to remain well below recent peak levels. But weather and other factors can always
cause a positive (or negative) surprise in any given year. There are also a number of
uncertainties in the EU market. Access to the Russian market is likely to be restricted for the
near future, adding downward price pressure. The weak euro will help EU exports, especially
in the face of a large wheat crop, but demand from biofuels for agricultural products is likely
to stagnate.

Crude oil market

Robert K. Kaufmann, Boston University

Mr. Kaufman made a presentation on the oil price forecast. Compared to last year’s price
forecast, the oil Brent price is now much lower, about half of the price from a year ago. In his
perspective, the main reason for lower oil prices is abundant supply. Output from non-OPEC
countries, including the US, has gone up. In addition, OPEC members, led by Saudi Arabia,
are determined to defend market shares rather than prices. Increases in natural gas production
worldwide is another major factor contributing to lower oil prices. He also expected slow
growth in consumption demand, as a result of relatively moderate global economic growth

and increasing efficiency.

Mr. Kaufman also showed how all private financial institutions, but also research institutes,
failed in their outlook for the 2015 oil price. Out of 12 institutions, Mr. Kaufman had
presented the lowest oil price forecast for 2015, but even that one was well above the current
average. In 2016, he believes that the Brent oil price will decline again, but it is difficult to
forecast by how much. In his perspective, the price for next year will mainly depend on how
OPEC members will react: will they finally cut production to support prices or will they
continue to defend market shares? According to Mr. Kaufman, OPEC members would prefer
to defend their market shares, knowing that many non-OPEC countries will face difficulties if
prices decline further. In fact, drilling activity in the US has plunged since March 2015 and
will continue to decline. As a result, OPEC will not act as marginal supplier, instead non-

OPEC will be forced into the role of marginal supplier, with boom and bust cycles.
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Comments and questions

During the general discussion, questions were raised about the strategy of OPEC members.
Considering the emergence of new large oil suppliers, including the US and Canada, can
OPEC members continue to influence major oil market conditions and prices? Mr. Kaufman
recalled that OPEC producers have much lower breakeven oil prices and can afford to let
prices decline further, which is not the case for many other producers. Another question was
raised about forecast discrepancies between institutions. One participant noted that in the
long run oil prices should increase significantly. Another participant referred to alternative
strategies that some OPEC member countries might implement to change oil price
trajectories. A request was made to the organizers to include in future LINK meetings at least

one session on minerals and metals.

Session 4: Regional outlook (cont.): Japan and Europe

Japan

Yoshihisa Inada, Konan University and Centre for Quantitative Economic Analysis
(Japan)

Mr. Inada presented his analysis and forecast of the business conditions in Japan. He reported
that official estimates showed a contraction of GDP by 1.6 per cent in the second quarter of
2015 when compared to the previous quarter. As the Japanese economy’s growth potential
weakens, it is becoming more susceptible to external problems. Looking at contributing
factors to the real GDP growth rate, domestic demand fell by 0.5 percentage points, while net
exports fell by 1.1 percentage points for the second consecutive quarter. Among the
components of domestic demand, private consumption growth declined for the first time in
four quarters, bringing down the GDP growth rate significantly (contributing a 1.8
percentage-point drop in growth). Private consumption fell to a level that just barely
exceeded its level immediately after the consumption tax increase. Private consumption will

likely be stagnant for the time being.
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Mr. Inada’s model predicted that real GDP growth would be 0.6 per cent in 2015, 1.6 per cent
in 2016, and 1 per cent in 2017. Both the 2015 and 2016 forecasts were revised downward by
0.3 percentage points from previous forecasts. The downward revision of the 2015 forecast
was influenced by falls in private consumption and net export figures. Mr. Inada expects that,
along with income growth, private consumption will recover gradually, and business
investment in equipment will increase. He noted that the recovery in employee income
continued to be delayed, and the slowdown in the world economy, particularly of the Chinese
and other developing economies, was a cause for real concern. In 2016, Japan’s economic
recovery should be driven by domestic demand, which would lead to a higher growth rate
than in 2015. However, the growth rate would come down again in 2017, based on the
prediction that the government will increase the consumption tax by a further 2 percentage
points in April 2017.

In a simulation exercise, Mr. Inada explored the consequences on the Japanese economy that
would result from a halving of the global export growth rate in the third quarter of 2015. As a
result, Japan’s real exports would fall by 1.5 - 1.6 per cent, and its real GDP by 0.3 per cent.
In order to prevent a recession (and to raise the potential growth ceiling), he noted that it is

important for Japan to speed up the planning and implementation of growth strategies.

Comments and questions

A participant raised a question about Japan’s immigration policy. Mr. Inada said that Japan
does not have an immigration law, which creates big uncertainties regarding immigration. He
mentioned tourism and foreign students studying in Japan as short-term immigration that
could help to support the Japanese economy. There was also a question on Japan’s
government debt levels. Mr. Inada believed that the Japanese fiscal system should move
towards the US model, in the sense that taxation in Japan should increase from its current

levels and some social benefits should be reduced.

18



Byron Gangnes, University of Hawai’i

Mr. Gangnes presented his joint work with Mr. Andrew Mason on evaluating Japan’s current
account from a macroeconomic perspective. Their work looks at the recent adjustment of the
Japanese current account and the prospects ahead, in particular concerning the role of key
factors that influence the current account trajectory. Data shows that Japan’s current account
has been in surplus for three decades. However, the surplus has recently narrowed, which
could be contributed to changes in macro fundamentals that have supported high savings, as

well as to some special circumstances.

Mr. Gangnes noted that personal savings have trended lower, with lifecycle savings
supporting high rates in previous decades. The government budget has deteriorated, moving
from surpluses in the 1980s to deficits of 9-10 per cent of GDP in recent years. Investment
has also fallen, against the backdrop of lower productivity growth, a stagnant labor force, and
slowing overall economic growth. Looking forward, the ageing population in Japan will
reduce savings, but there are several potentially mitigating factors, including: recovery of
fertility, postponement of retirement, rising female work participation, and economic agents’
behavioural changes due to government transfer cuts. A shrinking labor force would typically
reduce investment, but it might also create incentives for labor-saving investments. The
government budget will have to improve; otherwise debt will increase to 300 per cent of GDP
by 2040. The improvement of the government budget will however be very difficult,

considering the growing fiscal burden resulting from a rapidly aging population.

Mr. Gangnes also looked at the global context. He pointed out that persistent current account
surpluses or deficits are probably not realistic and overall current accounts must balance
globally. Some researchers suggest that capital flows from aging countries to younger ones;
however, on the other hand, some studies show that there are moves to current deficits in
aging countries as capital flows in to meet aging needs. Based on the existing literature, there
is no firm consensus on how an aging population affects current account trends. Projecting
lifecycle saving and assuming no productivity growth, it can be shown that saving rates will
not fall uniformly across regions. Europe and Asia will see the fastest and greatest declines,
whereas the saving rate will fall only moderately in the US. With younger populations, Latin
America and Africa will see their saving rates fall later than the other regions. According to

projections, by 2050 none of the world lifecycle saving will come from Europe. Asia’s
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contribution to world’s lifecycle saving will be much smaller than before, whereas the US

and other regions will provide the most savings.

Euro Area

Pavlos Karadeloglou, European Central Bank

Mr. Karadeloglou presented the macroeconomic outlook for the euro area. He first identified
the three positive shocks that support the activities in the euro area: (1) lower oil prices,
which led to lower inflation/higher real disposable income; (2) improvement in price
competitiveness, resulting from the depreciation of the euro’s real effective exchange rate; (3)

accommaodative monetary policy, with the ECB deposit rate entering negative territory.

Mr. Karadeloglou discussed the developments after the ECB’s decisions to adopt multiple
monetary policy initiatives in June and September 2014. He noted that the ECB had cut the
main policy rates to historically low levels and launched the targeted Longer-Term
Refinancing Operations to support bank lending. The ECB also initiated programmes to
purchase private sector assets, in particularly asset-backed securities and covered bonds,
starting from October 2014. The ECB then in January 2015 introduced the expanded asset
purchase programme (EAPP), which encompasses the existing purchase programmes for the
aforementioned securities, but also purchases of euro-denominated investment-grade
securities issued by euro area governments, agencies and European institutions in the
secondary market. Bond vyields in the euro area reached historical low levels after the
announcement of EAPP, with the highest-rated countries registering the largest declines. At
the same time, the decline in market-based measures of inflation expectations observed
previously in the euro area halted after the EAPP announcement and these measures
recovered from their low levels in mid-January 2015. There has been a continued strong
performance in equity markets across Europe, and the euro area equity market has
significantly outperformed the US equity market in 2015. Lending to euro zone households
and firms also rose for the first time in three years in March 2015 and has since then

continued its upward trend.
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Mr. Karadeloglou considered the pick-up in euro area activity as partly triggered by
exogenous factors (e.g. oil prices, weaker euro, accommodative monetary policy) rather than
endogeneous factors that could underpin a self-sustained recovery. He noted that low
investment, high unemployment, low potential growth, and negative external risks still very
much persist in euro area. In the long run, reduction of the high unemployment depends on
higher potential growth. Structural reforms would therefore need to be introduced to increase

total factor productivity.

Comments and questions

In response to a question on how the “quantitative-easing” money would reach the public in
the euro area, Mr. Karadeloglou noted that there are several factors that determine whether
increased money supply would reach the economy. The injected liquidity is aimed to be
channelled into productive investment and not the housing sector. He mentioned that multiple
countries were experiencing lack of bank lending, but this could be due to lack of demand.
When asked about the impact of migrant influx on the fiscal side of the euro area and whether
it would pose significant risks in the future, Mr. Karadeloglou said that in the case of
Germany, there could be negative impact in the short run and some positive impacts in the

long run.

Christian Dreger, DIW Berlin

Mr. Dreger presented his joint work with Mr. Jurgen Wolter on unconventional monetary
policy and money demand. He began his presentation by noting that monetary aggregates are
imporant for price stability. He argued that unconventional policies increased inflation risks
and that the assessment of the money stock could give early signals for speculative bubbles.
He also highlighted that the money variables are not embedded in many Dynamic Stochastic
General Equilibirum (DSGE) models.

His work shows that the analysis of money balances could provide useful information on the
transmission of monetary policy, especially during times when interest rates are close to the
zero lower bound. However, money can only be a useful policy instrument when there is a

robust link between the nominal and real side of the economy. The money demand function
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links the monetary developments to its fundamental determinants, such as the overall price
level, real income, wealth, and the opportunity costs of holding money. Therefore, by
comparing the actual money stock and its long-run equilibrium according to the money
demand, one can estimate the excess liquidity, which can be further used to forecast inflation.

In response to studies arguing that money demand has become unstable — probably due to
financial innovation — long before the Global Financial Crisis, Mr. Dreger acknowledged that
the Lucas Critique could be relevant from a theoretical perspective. That is, parameters of
macroeconomic models could change as they depend on economic agents’ expectation of the
policy process and such expectation could change as policies change. However, from an
empirical point of view, he pointed out that stability could be partially achieved after some
adjustments to the specification of the money demand function. In fact, his work provides
some counter-evidence in the sense of a stable long-run money demand function, both for the
US and the euro area. The functions are robust even in the recent period when quantitative
easing policies were applied by the US Federal Reserve and the European Central Bank. He
concluded that at least in the case of the US and the euro area, the evolution of monetary
aggregates is in line with relatively standard models of money demand and the Lucas Critique

is not relevant for money demand.

Session 5: Global Issues - Potential Output and the ‘New Normal’

David Turner, OECD

Mr. Turner presented an analysis of the weakness in trend growth and policy suggestions to
tackle it. He first explained that potential GDP can be split into several components. More
particularly, it is defined as the sum of trend productivity and the potential employment rate,
where the former can be explained by total factor productivity plus capital per worker, and
the latter consists of the sum of the NAIRU, labour force participation and demographics.
Accordingly, it might be interesting to look at the decomposition of the growth rate of
potential output per capita in order to determine the driving forces behind recently observed

patterns.
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Having done so for OECD countries, he detected that while the labour force participation, i.e.
the potential employment rate, increased over the last ten years, total factor productivity
declined even before the crisis. Even more strikingly, he pointed out that the largest part of
the slowdown of potential per capita growth is due to a decreasing contribution from capital
per worker since the crisis. Also, the contribution from labour utilisation has declined, but
with significant heterogeneity across countries. Moreover, on the investment side, Mr.
Turner showed that even though the median OECD scrapping rate for productive capital has
been rising over the past years, OECD investments have still decreased. According to the
speaker, this can be mostly explained by weak expected demand growth and a decline in
public investment. Possible reasons for the observed weak total factor productivity growth

are a breakdown in the diffusion from the frontier and a slowdown in structural reforms.

Turning to a recent OECD study on the estimation of policy effects on productivity, he
argued that improving the rule of law as well as product market regulations have played an
important role in boosting living standards and productivity — even more among non-OECD
countries than OECD countries. Also, since ageing will increasingly drag on living standards,
labour market policies can provide an important offsetting effect. Further policies to tackle
weak productivity comprise raising public investment, improving demand by expanding
fiscal policy and reducing uncertainty in order to boost investment and avoid hysteresis.
Increasing structural reforms, including the improvement of diffusion, as well as enforcing
the rule of law and regulations to enhance competition might be also helpful. However, Mr.

Turner noted that such measures often just lead to price adjustments.

Zsolt Darvas, Corvinus University of Hungary

Mr. Darvas presented a paper entitled “Filling the gap: open economy considerations for
more reliable potential output estimates”. He opened his presentation by stating that potential
output is an important unobserved variable for macroeconomic modelling, policy analysis
and policy making. Potential output has been incorporated as an influence factor into various
macro models as well as monetary and fiscal policies, and has been studied by using various
empirical methods. However, according to the speaker, the existing methodologies suffer
from major handicaps — key conceptual handicaps like the disregarding of open economy
considerations and the use of smoothing algorithms as well as empirical weaknesses such as
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implausible estimates of potential output developments and large revisions. Therefore, the
objective of his study was to estimate a model which incorporates open economy

considerations for 45 countries using real-time data between 2004 and 2015.

Standard concepts comprise non-theoretical models (i.e. smooth supply but fluctuating
demand) and standard structural models (relying on the assumption that excess demand leads
through employment pressure to inflation and, thus, demand correction). However, the
speaker underscored that the effect of excess demand was not symmetric across tradable and
non-tradable sectors and, therefore, the Phillips-curve or NAIRU are not sufficient in a model
of potential output. As an alternative approach, he offered a new concept of “sustainable
output”, which takes the different responses to excess demand across non-tradable and
tradable sectors into account. Since the separation of tradable and non-tradable sectors is not
intended, he built a model that relies on total output, letting the data determine the relative
importance of the Phillips curve and current account balance. In addition, he noted that open
economy considerations imply that, in the short-run, the foreign output-gap as well as the real
exchange rate disequilibrium matter for both inflation and the current account balance.
Therefore, estimates of both variables were included in the respective behavioural equations
of the Phillips curve and the current account gap within the unobserved components model.
For estimates of the current account gap as well as for the foreign output gap he drew on the
Hodrick-Prescott filter; the current account gap was measured as the deviation from an
estimated medium-term equilibrium current account balance, based on the model of Lane and
Milesi-Ferretti (2012).

In order to draw inference on latent variables and parameters, Mr. Darvas applied a Kalman
filter (ML/QML estimation). The empirical results revealed that the current account equation
is more important in determining the sustainable level of output than the Phillips curve.
Moreover, comparing his estimates of sustainable output to those of the IMF/EC/OECD/HP-
filter shows significant differences for several countries. In general, his estimates performed
better with respect to the identification of the sign of the output gap in real time, and revisions

during the crisis years were much smaller.
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Alexander Apokin, Center for Macroeconomic Analysis and Short-Term Forecasting,

Russia

Mr. Apokin presented the paper “Structural breaks in potential GDP of four major
economies: just impaired credit or the ‘new normal’?” He pointed out that there was no
consensus in the literature on whether the currently observed slowdown in world GDP
growth has permanent implications or whether it is just a temporary phenomenon. He
addressed this issue by testing for a trend shift in potential output. Moreover, he also included
private credit dynamics into the model in order to analyse the role of impaired transmission

channels.

The presented methodology comprises the estimation of potential GDP and the output gap for
the US, the euro area, Japan and China using an unobservable components model, i.e. he
applied a Hodrick-Prescott filter as well as uni- and multivariate Kalman filters sample wise.
The additional variables which he used for the multivariate filters are Okun’s law, the Phillips
curve and finance-neutral gaps in order to account for unemployment, inflation and private
credit dynamics. The presented results reveal a shift in the output gap in the post-crisis period
compared to the pre-crisis period. In a next step, he then applied two structural break tests to
the estimates - the Bai-Perron test and the Chen-Liu test - assuming that a structural break in
potential output corresponds to a change in trend growth. For the test procedure he set up
three hypotheses: First, the breaks will disappear after accounting for the damaged
transmission channel; second, observing transitory changes instead of level shifts suggests a
healing of the transmission channel and, thus, a return to the previous trend; and third, dating
breaks to a period prior to the global financial crisis and the Great Recession in 2008/2009
might provide evidence for a productivity slowdown hypothesis. Presenting the test results,
he showed evidence of a structural break in the growth rates of potential GDP between 2008
and 2010 for all economies surveyed. However, he could not prove that the damaged
transmission channel has had an impact on the structural break test results. Moreover, he also
pointed out that the break dates do not favour the hypothesis that a productivity slowdown is
the driver behind the GDP growth slowdown.

He also suggested that future related research might go into the direction of addressing the
issue of a lack of data as well as implementing model/forecast aggregation methods and

increasing the robustness to the data revisions.
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Comments and questions

One participant noted that in Mr. Turner’s presentation, two important aspects were missing
regarding the effects on potential output, namely the financial sector and the uncertainty
related to the production function. Mr. Turner responded by indicating that there certainly is
an optimal size of the financial sector, which would deserve more consideration. In broad
terms, one can argue that numerous countries have gone beyond this optimal financial sector

size.

Another participant wondered about the role of the foreign output gap and foreign inflation in
the presentation of Mr. Darvas. Mr. Darvas replied by arguing that the foreign inflation
element captures an important part of the output gap. He also noted that the analysis was

based on real-time data.

Session 6: Regional Outlook (cont.): Developing Countries and
Economies in Transition

East and South Asia

Hamza Ali Malik, UN ESCAP

Mr. Malik presented the economic performance and prospects for the countries of East and
South Asia. He started his presentation by providing the key messages and findings at the
regional level. Economic growth in East and South Asia is weakening due to a number of
factors, including lower external demand in advanced economies and the slowdown in China.
In many countries, infrastructure continues constrains economic activity in many regional
economies. At the same time, inflation is declining in the face of lower aggregate demand
and lower commodity prices. While on the monetary policy side, the authorities are facing
difficult trade-offs, there is room for further stimulus measures on the fiscal side. Key
concerns for medium- to long-term growth are related to rising levels of household and
corporate debt, to high inequalities of incomes and opportunities and to weak growth in

productivity.
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Mr. Malik then noted that ESCAP has further revised downward its growth forecasts for
2015. The downward revision reflects stronger-than-expected global and regional headwinds.
He underscored that the slowdown in China is mostly a result of the ongoing efforts to
rebalance the economy towards domestic demand, particularly consumption. Because of
regional supply chains, China’s slowdown has a significant adverse effect on other
economies in the region. East Asia’s strongly export-oriented economies as well as many

South Asian economies have experienced a significant slowdown in exports.

Mr. Malik also illustrated the gradual decline in inflation across the region, which can be
attributed to lower international commaodity prices and weaker economic activity. He noted
that in some commodity-exporting economies inflation has ticked up mainly due to sharp
depreciations of local currencies. While slowing growth and lower inflation would call for
further monetary easing, concerns remain over the impact of capital outflows as well as
financial stability. Moreover, cuts in interest rates have so far failed to significantly boost

economic activity.

Mr. Malik then turned his attention to the area of fiscal policy. He noted that fiscal balances
have generally improved and public debt levels are low or moderate in most economies.
Some countries have considerable room to support growth by raising fiscal expenditures, for
example on infrastructure and investment in the Sustainable Development Goals. At the same
time, however, many countries need to strengthen efforts to increase tax revenues. An area of
concern is the rising level of household and corporate debt in the region. Construction and

real estate account for the bulk of the increase in non-financial corporate debt.

Mr. Malik then examined more closely several structural growth constraints. He pointed out
the income inequality has increased considerably since the 1990s, including in the region’s
three most populous countries (China, India and Indonesia). Since 2010, both labour and total

factor productivity have declined in most countries.

In his concluding remarks, Mr. Malik underlined that Asia-Pacific economies will in future
rely more on domestic and regional demand to support growth given subdued prospects for
exports to North America and Europe. The risks to financial and economic stability
associated with rising private debt should not be underestimated, especially in view of a

potential tightening of liquidity conditions. Greater efforts are needed to strengthen
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productivity growth and to pass productivity gains on to workers. The decline in the labour
income share should be reversed, facilitating a rebalancing of economic structures towards

consumption.

Questions and comments

A country representative from India provided additional information on India’s economic
outlook. According to current estimates, growth is projected to strengthen, while inflationary
pressures remain low. The recovery is driven by buoyant domestic demand, which has been
supported by several interest rate cuts. Weaker-than-expected monsoon rains are, however,
expected to weigh on agricultural output. About 60 per cent of India’s population depend on
agriculture. Mr. Malik added that India’s economy benefited from the reform promises made
by the new Government. However, in several areas, including taxes and foreign direct

investment, the authorities have been facing difficulties in implementing reform plans.

A country representative from Pakistan pointed out that low inflation and interest rate cuts
have provided some support for economic activity. The ongoing energy crisis has, however,
held back the industrial sector. He noted that the Pakistan-China economic could potentially

play a key role for the country’s medium- to long-term growth and development prospects.

Mr. Malik noted that in South Asian economies agricultural output helped sustain
consumption. However, the agricultural sector’s contribution to tax revenues is small.
Responding to a question on exchange rates, Mr. Malik indicated that the impact on trade
flows needs to be examined. He also expressed some concern over the amount of private
borrowing in US dollars in some sectors. The recent devaluation of China’s renminbi has
strongly impacted other countries, adding to downward pressures on many other emerging
market currencies. With regard to rising inequalities, Mr. Malik underscored the importance

of examining the linkages between inequality and growth.
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The Commonwealth of Independent States and other economies in
transition

Jose Palacin, UN-ECE

Mr. Palacin presented the regional outlook for the economies in transition. He explained that
there are two country groups matching this definition: the countries of South-Eastern Europe
and the CIS. In the first group, Serbia has a large share in the region’s total output, while in
the second one the Russian Federation is the largest economy and has a strong influence over
the region. However, nowadays the macroeconomic performance of the two regions is not
determined by institutional transformations and the notion of a transition economy in the

current format can be applied to virtually any country.

Presenting the macroeconomic picture of the region, Mr. Palacin noted that output in the CIS
area has shrunk in 2015, with the biggest economies having the worst performance. In the
Russian Federation, all components of domestic demand have noticeably declined in 2015
and only net exports contributed positively to growth. The Russian economy has been
adversely affected by the lower oil prices and the impact of international sanctions that limit
access to external capital markets. As a result, investment growth was negative amid high
cost of capital and fragile business confidence. Most of the CIS currencies have weakened
and remained volatile in 2014 and 2015, pushing up inflation. There is nevertheless a
possibility that inflation has already passed its peak. High inflation in the CIS prompted
monetary tightening, which is now gradually being reversed. Fiscal positions of the CIS
countries have deteriorated in 2015. Economies that had previously accumulated sovereign
wealth funds had to tap into those funds in order to fill the budget gaps. Although internal
economic linkages in the CIS area are strong, they are gradually weakening; in particular, the
volume of Ukraine’s trade with the Russian Federation has noticeably declined. Many small
CIS economies depend on remittances, predominantly sent from the Russian Federation; the
flow of those remittances has sharply fallen in 2015. Private capital outflows from the
Russian Federation have also declined in 2015.

In South-Eastern Europe, by contrast, economic activity has picked up in 2015, as the region
benefited from stronger activity in the EU and certain post-flood reconstruction efforts, while

inflation in those countries was close to zero. However, unemployment in the region remains
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very high. Some countries in the region also have large current account deficits, which may

pose a threat to macroeconomic stability.

Discussion

Mr. Grigor Agabekian, UN-DESA, noted that the share of oil and gas sectors in the value-
added of the economy of the Russian Federation is much smaller than for many other energy-
exporting countries. Nonetheless, empirical evidence based on a number of econometric
studies suggests a strong relationship between oil prices and the GDP growth rate for the
period of the rapid economic expansion. Therefore, it is important to find the right policy mix
that allows the economy to return to a stronger growth trajectory in a low oil price
environment, which is projected to stay for a prolonged period. As the labour force
participation in the Russian Federation is already high, and the country is confronted with
unfavourable demographic trends, output growth should be driven by improvements in total
factor productivity, which will require much higher investment rates. Mr. Agabekian also
noted that if the economy of the Russian Federation is trapped in a low growth regime, many
smaller CIS economies may need to diversify their export markets. Regarding South-Eastern
Europe, he mentioned the impact of the recent migrant crisis in Europe on the region through
disruptions of trade flows with the EU.

In the following discussion, Mr. Palacin responded to the comment that the common tariff
structure of the Eurasian Economic Union could deter foreign investment into small CIS
economies. He noted that according to most studies the quality of business environment

matters more for the investment inflows.

Africa

Adam Elhiraika, UN-ECA

Mr. Elhiraika began his presentation by outlining the main messages of the economic outlook
for the region: i) Africa‘s growth remained largely unchanged, despite low commodity prices

and a slow pick up in trade; ii) employment data suggested a decline in unemployment; iii)
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inflation rates have increased owing to the depreciation of domestic currencies associated
with declining commodity prices; iv) reduced fiscal revenues from commodities and
expansionary fiscal policies led to an increase in fiscal deficits in 2015; v) all sub-regions
experienced current account deficits; vi) medium-term prospects remained favourable due to
strong domestic fundamentals and vii) the weak global economy, monetary tightening,
weather-related shocks and security concerns continued to be the main risks and challenges
for the region. Mr. Elhiraika then described some recent trends in economic growth across
sub-regions and countries. Concerning the key drivers of growth, several aspects were
highlighted, such as expanding domestic demand; improving macroeconomic environment in
a number of countries; increasing public expenditure (especially in infrastructure); and the
increasing investment ties with emerging economies. Mr. Elhiraika argued that commodity
revenues remained important for the region. In fact, oil-exporting countries continued to
outperform oil-importing countries. However, there was a notable pick-up in growth of oil-
importing countries driven by consumer spending. The low commaodity prices also weighed

on growth of mineral-rich countries, though this is offset by strong private consumption.

Mr. Elhiraika then analysed the recent increase in fiscal deficits across several sub-regions.
Overall, the fiscal deficit in Africa increased from 5.1 per cent of GDP in 2014 to 5.6 per cent
of GDP in 2015. This trend was explained by the decline of oil prices and volatile commodity
prices, which reduced fiscal revenues in most of African economies. As a result, measures
have been taken to improve the fiscal accounts in some countries. Another aspect underlined
by Mr. Elhiraika was that foreign direct investments into Africa continued to be strong in
spite of the decline in commodity prices. He then discussed some of the downside risks for
the economic outlook in Africa. In particular, the slowdown in China is a serious cause of
concern, as China represents around 16 per cent of Africa’s exports and 7 per cent of capital
investment. However, the expected recovery in Europe could offset some of this negative
effect. Other risks mentioned were the fragile growth in the global economy; the weakening
and volatile global commodity prices; the expected tightening of monetary policy in the
United States, and security and political concerns. Mr. Elhiraika ended his presentation by

emphasizing the need for counter-cyclical macroeconomic policies.
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Latin America and the Caribbean

Sebastian Vergara, UN-DESA

Mr. Vergara started his presentation by describing the growth performance for the region in
the last fifteen years. The main message was that regional growth has sharply decelerated
since 2011, amid serious domestic vulnerabilities and more challenging external conditions.
This trajectory reflected a significant contraction in domestic demand, led by a fall in
investment and a slowdown in consumption. Moreover, he highlighted that the region was
entering a period of significant economic difficulties. Mr. Vergara underscored, however, that
Latin America and the Caribbean was seeing a divergent growth outlook across sub-regions:
while Mexico and Central America were expected to see improvements in their economic
performance in the near term, several South American economies have been experiencing
sharp economic contractions. Meanwhile, the Caribbean was expected to maintain stable and
moderate growth, similar to previous years. The presentation stressed that more challenging
external conditions, including lower commodity prices and subdued global trade,
expectations over the normalization of the monetary policy stance in the United States and
the slowdown in China, were affecting the economic outlook through a myriad of channels.
These channels include a contraction of capital inflows and a deterioration of the fiscal

accounts, the export performance and the investment prospects.

Mr. Vergara then discussed the monetary and fiscal space to implement counter-cyclical
policies in the region. It was emphasized that the policy space was clearly narrowing and
policymakers were facing significant dilemmas. For example, although growth remains
subdued and many economies implemented a counter-cyclical approach in their monetary
stance since 2014, there were increasing pressures for tightening by the end of 2015. In fact,
inflation was accelerating, particularly in South American economies, and there were
increasing pressures related to the prospects of an interest rate hike in the United States. On
the fiscal side, the presentation stressed that the decline in commodity prices has seriously
affected public revenues across the region. As a result, several countries had to implement
significant adjustments to their public budgets in 2015 and 2016. Mr. Vergara then mentioned
that the economic slowdown was also gradually affecting labour markets across the region,
particularly in South America. Since the second quarter of 2015, unemployment rates have

started to increase visibly, amid lower job creation and decreasing employment rates. Hence,
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the regional unemployment rate was expected to increase from 6.0 per cent in 2014 to 6.6 per
cent in 2015 and even further in 2016. Finally, Mr. Vergara analysed some downside risks for
the region, including lower-than-expected growth in the United States, a sharper slowdown in
China and potential spillovers from global financial markets. At the same time, he indicated
that some structural issues have remained as a significant constraint to the outlook for the
region, such as the lack of diversification of the productive structure and large and
widespread infrastructure gaps. Mr. Vergara concluded that the region will face serious
difficulties to resume the growth rates of the previous decade and to expand or even maintain

social improvements.

Western Asia

Jose Antonio Pedrosa, UN-ESCWA

Mr. Pedrosa started his presentation by describing some of the major economic and political
factors that were affecting the region, including the sharp decline in oil prices, the slowdown
in China and the strong dollar. The serious conflicts in countries such as Irag, Libya, the
Syrian Arab Republic and Yemen were also prominently discussed in the presentation. In
particular, Mr. Pedrosa analysed the economic costs of conflicts across different social areas,
sectors and other economic dimensions such as foreign direct investment and trade. He then
stressed that the decline of oil prices was clearly worsening the economic prospects for the
region. In particular, Mr. Pedrosa described the recent trends in fiscal account indicators and
analysed to what extend lower oil prices were affecting the budget balance. Some options to
reduce the public deficits were also debated, such as raising taxes, cutting spending and
withdrawing of sovereign welfare funds. Other effects of the lower oil prices were also
mentioned, such as the rise in the current account deficit and the drop in stock indices. Mr.
Pedrosa then argued that the main downside risks for the region were a worsening of the
armed conflicts, a further slowdown in China and potential further capital outflows related to
the upcoming interest rate increases in the United States. He ended his presentation by
commenting on the potential effects of fiscal tightening on the socio-political situation in

some countries.

Comments and questions
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After the presentations, several Project LINK members provided brief overviews of the
economic outlook for individual countries. In Ghana, inflation has significantly picked up,
accompanied by monetary policy tightening. The debt-to-GDP ratio stands at 72 per cent,
with the country having access to the Eurobond market and the current interest rate standing

at around 10 per cent.

In Angola, a further downward revision of the GDP growth rate is needed. The fall in olil
prices represents a structural shock. During the period from 2010 to 2014, the country built
up foreign exchange reserves and inflation remained in single digits. The policy response to
the decline in oil prices came this time faster than in the past, notably through an adjustment
in the fiscal budget. The country is suffering from the Dutch disease of oil dependence, which

underscores the need for diversification.

Regarding the Caribbean, a staff member from ECLAC/Port of Spain mentioned that the
economic outlook and the LINK conference should place greater emphasis on small
economies. He also mentioned that the Caribbean has been experiencing a debt crisis similar

to the one in Greece, highlighting the need for a debt reduction strategy.

Session 7: Forecasting and Econometrics

Pete Richardson, London

Mr. Pete Richardson discussed nowcasting and the role of big data in short-term
macroeconomic forecasting. He argued that monthly data can help to improve the accuracy of
quarterly forecasts and to address the issue of long time lags in data availability. Considering
the large amount of information currently available on the internet, Big Data may be able to
provide information regarding current economic activities. Two sets of Big Data may be
particularly useful for the purpose of forecasting: (1) internet search statistics; and (2)
detailed micro-level transaction data generated by economic and financial systems. The
rationale behind using the first set of data is the observation that economic agents use internet
searches to obtain information before making decisions on economic activities. An increasing

number of studies use internet search statistics in modelling. This area of research typically
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involves constructing time series indicators on the frequency of internet searches for keyword
or phrases that are related to specific economic activities. After demonstrating how the
Google Trends Search Tool can be used to extract data that is useful for forecasting, Mr.
Richardson reviewed some relevant papers on labour markets, consumption and others fields
that adopted this approach. He also discussed the limitations of the Google Trends approach

from the perspectives of data and modelling framework.

In discussing the use of micro-level transaction data, Mr. Richardson mainly used the SWIFT
system as an example, along with ADP, ADS and Ceridian Pulse. Several studies have found
that the combination of SWIFT payment indicators with conventional short-term macro
indicators could improve the performance of short-term GDP predictions. However, Mr.
Richardson also pointed out that SWIFT indicators reveal the volume of messages, rather
than the level of transactions. Mr. Richard concluded that Big Data indicators are useful

additions to the forecasting toolkits, but warrant further development.

Comments and questions

The presentation was followed by a brief discussion on using high frequency data on

electricity consumption to trace the dynamics of economic activities.

Robert S. Mariano, University of Pennsylvania, Philadelphia

Mr. Mariano presented joint work with Mr. Ozmucur on high-mixed-frequency forecasting
models for GDP in selected Southeast Asian countries. He first presented some issues of the
mixed-frequency approach, namely the importance of using a parsimonious set of indicators,
the additional complexities for estimation, and the importance of data reduction techniques.
For this work, target variables are of quarterly frequency, while indicator variables are of
monthly frequency. The model itself can be of either quarterly or monthly frequency. For the
quarterly approach, the model can be a benchmark ARMA or VARMA with no monthly
indicator necessary. It could also be a bridge equation with distributed lag, a bridge equation
with principle components, or the current quarterly model built by Lawrence R. Klein. For
the monthly model, it can be either a mixed-frequency vector autoregressive (MF-VAR), a
mixed data sampling model (MIDAS), or a mixed frequency dynamic latent factor model
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(MF-DLFM). The advantage of the monthly models is that they can provide information on
the target variable at a high frequency (for example, GDP data at monthly level). Mr.
Mariano also discussed some estimation issues for the MIDAS and MF-DLFM models.

This work also includes an empirical case study of the Philippines, using quarterly data from
2000Q1 to 2015Q2. The target variables are the real GDP growth rate and the GDP deflator
growth rate. Ten monthly statistics series were used as indicator variables for the GDP
growth rate and eight monthly statistics series were used as indicator variables for the GDP
deflator. Nine types of models were estimated for this research, namely, AR, VAR, LEI,
Bridge, Bridge-PCA, PCA with Two Groups, MIDAS, MIDAS-PCA, and MF-DLFM. Based
on static in-sample simulation and turning point analysis, MF-DLFM performed better than
MIDAS. MF-DLFM also presents a parsimonious approach, which depends on a smaller data

set that needs to be updated. However, robustness of these findings needs further analyses.

Stephen G. Hall, Leicester University

Mr. Hall presented joint work with P.A.V.B. Swamy and G.S. Tavlas on time-varying
coefficient models. He noted that econometric models are subject to problems of
measurement error, lack of knowledge of the true functional form, and omitted variables. The
methodology of time-varying coefficient estimation (TVC) is able to deal with all those
problems at once. However, this methodology also has a weakness related to how to
determine the split of the coefficient drivers into (1) the set which determines the unbiased
coefficient and; (2) the set which captures all the biases. The presented paper seeks to address
this problem. The paper proposes new way of estimating coefficient drivers for the TVC
framework, which will allow generalising a number of standard non-linear models in order to
allow for both a stochastic term in the coefficient equation and for biases from omitted
variables and measurement errors. Mr. Hall presented two examples of applying the proposed
technique: (1) when the true model has a linear form and the biases stem from missing
variables and measurement errors; and (2) when the true model has a polynomial form. Since
the true form of non-linearity is not known in the general case, possible options may include
incorporating a number of polynomial terms, trying a range of non-linear forms, or including

a set of simple non-linear transformations.
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As a practical example, Mr. Hall illustrated the application of the proposed methodology by

analysing the impact of the actions of rating agencies on sovereign bond spreads.

The presentation was followed by a brief discussion, which focused on difficulties associated

with the lack of knowledge of the true functional form.

Sebastian Koch, Institute for Advanced Studies, Vienna

Mr. Koch presented an online tool for analysing inflation in the EU. He explained that the
motivation to create an online tool was the inconvenience of analysing inflation components
using traditional data sources. Therefore he developed a tool visualising inflation data. He
presented the structure of the web site, which has three sections with six different views on
inflation, including various basic inflation charts, inflation component analysis, and an
inflation differential. As an example of using the tool, he presented a visual analysis of

inflation in Austria for the recent period.

Session 8: Global Modelling

Dawn Holland, UN-DESA

Ms. Holland presented an econometric approach of how to model the macroeconomic
transmission of commaodity prices. She first illustrated the declines in the commodity export
and import indices for a set of commodity-dependent countries since 2011. Ms. Holland then
underscored that a comprehensive modelling approach needs to consider several transmission
channels. On the demand side, commodity prices have a direct impact on the price level and
the terms of trade and a secondary impact on all components of demand, including
consumption, investment, government spending and net exports. On the supply side,
commaodities serve as an output in commodity-producing economies and, in some cases, also
as an input into the production process (e.g. oil). She noted that the main challenge that arises
when capturing the key differences between countries’ reaction to commodity price changes

was to maintain global consistency.
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Ms. Holland then outlined the major building blocks of a model that estimates the
macroeconomic impact of oil price adjustments. The key approach is to set up a framework
for estimating the impact of oil price changes on GDI, defined as terms-of-trade-adjusted
GDP. She then presented preliminary regional estimates for a 10 per cent rise in the oil price
based on the terms-of-trade effect. In the next step, Ms. Holland described the transmission of
the price shock on producer prices, the user cost of capital and consumer prices and presented

a set of tables on the pass-through to petrol prices.

Robert K. Kaufmann, Boston University

Mr. Kaufmann made a presentation on “Airfares and Oil Prices: Symmetric Airfare
Adjustments to Asymmetric Oil Markets”. He opened his presentation with the puzzling
observation that airlines must have saved up to $20 billion due to the recent decline in oil and
jet fuel prices; however, only a small decline in airfares amid a decreasing concentration on
the airline market can be noted. According to the speaker, there are several testable
hypotheses in order to analyse where the asymmetries in the airfare market originate from:
Firstly, airfares adjust symmetrically to the oil market. Secondly, airfares adjust
asymmetrically to the oil market. Thirdly, airfares adjust symmetrically to asymmetric
changes in the oil market.

Mr. Kaufman based his test for asymmetries on the estimation of a CVAR model using
monthly data, relating several variables of the airfare market (for instance, refinery utilization
rates, crude oil stocks, wholesale jet fuel prices, retail jet fuel prices, jet fuel stocks and
airfares) to crude oil prices and lagged variables; followed by an error correction model.
Using the results, he set up a diagram of co-integrating relations. This diagram showed that
jet fuel stocks have a negative impact on airfares, whereas retail jet prices have a positive
impact on airfares. He thus concluded that airfares adjust symmetrically to whatever happens

on the oil market.

But what exactly happens on the oil market? Mr. Kaufman indicated that jet fuel wholesale
prices and inventories react faster to a decline than to a rise in oil prices. This might be the
case since jet fuel inventories are comparatively larger than those for other refined petroleum

products. A rise in crude oil prices draws down inventories and, consequently, slows
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transmission to wholesale prices. On the other hand, a fall in crude oil prices leads to a build-
up in inventories. He stressed that it is necessary to closely scrutinise whether a decline in oil
prices has completely passed through to jet fuel prices. The data show that airfares also react
faster to a decline in crude oil prices than to a rise. Mr. Kaufman did not find any evidence
for asymmetric rates of adjustment in the airfare market. He thus concluded that the observed
asymmetries must originate from the oil market and, therefore, cannot be solved in the airline

industry.

Pami Dua, Delhi School of Economics

Ms. Dua presented a modelling and forecasting approach of the determinants of the INR/USD
exchange rate. Since March 1993, India has a flexible exchange rate system where the
exchange rate is largely determined by demand and supply conditions in the market. The
Reserve Bank of India follows a policy of managed floating, i.e. direct interventions in the
foreign exchange rate market through purchases and sales in both spot and forward markets

are frequently undertaken, particularly during periods of instability.

Ms. Dua explained that the theoretical model is based on a hybrid approach that encompasses
several models, such as the flexible-price and sticky-price monetary model, the real interest
differential model, the Hooper-Morton’s extension of the sticky-price model and a portfolio
approach, which introduces the current account in the model. The final empirical model
includes the following explanatory variables: interest rate differential, output differential,
money supply differential, forward rate of the INR/USD, volatility of capital inflows, order
flows, a measure for the official intervention by the central bank and the rate of return on

Indian stocks less the rate of return on US stocks.

Turning to the empirical methodology, she first presented several methods to check the
integrity of the model. Those include unit root tests for non-stationarity, a granger causality
test, and innovation accounting methods like impulse response functions and variance
decompositions. All those testing methods revealed that the money supply differential and
liquidity seem to be the most important factors for explaining changes in the exchange rate.
Then, she turned to the econometric techniques — univariate models as well as multivariate

models — which she used to produce forecasts of the exchange rate. In order to select the
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“best” forecasting model, i.e. the model that produces the most accurate forecasts of the
exchange-rate movements, she estimated alternative models using monthly data from July
1996 through December 2012. She compared their performance in producing one-through
twelve-months-ahead forecasts for the period January 2013 to December 2014 to the actual
data points. In doing so, she used the Theil U-statistic to measure the out-of-sample forecast
accuracy while the Modified Diebold Mariano test was conducted to compare the forecast
performance of alternative models. However, she pointed out that the estimation and
selection of the “best” model based on the discussed criteria does not ensure “best” ex-ante
forecasts. The results show that BVAR models generally outperform their corresponding
VAR variants while multivariate models are superior to univariate models. Moreover, she
concluded that the forecast accuracy can be improved by extending the monetary model with
a forward premium, capital inflow volatility and order flows. Additionally, including the

differential of rates of return on stocks, helps to improve long-term forecasts.

Finally, Ms. Dua pointed out that the accuracy of her forecast model might imply that she can
beat a random walk forecast. This might, however, not hold true for other countries since the
Indian central bank occasionally steps in and smooths out the volatility in the exchange rate,

which makes it easier to produce accurate forecasts.

Comments and discussion

The brief discussion following the presentations touched on issues such as the asymmetric
response of winners and losers in a commodity price shock: in 2006 the negative impact of
the rise in oil prices on the global economy was attributed to the slow recycling of oil revenue
by oil-exporting economies, whereas today the negative impact of the decline in oil prices at
the global level is partly attributed to the much of the windfall gains in oil-importing

countries being saved.

Concluding Session

Mr. Pingfan Hong, UNDESA and Prof. Peter Pauly spoke at the concluding session of the
LINK meeting. While presenting a very brief summary of the discussions, they thanked all
the participants for their insightful contributions to the discussions. Mr. Hong also thanked
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the UNDESA support staff and Erin Bell from the Project LINK center in Toronto for

providing excellent logistical support to the meeting.
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Annex

Programme
(Version 21 October 2015)

Wednesday, October 21, 2015

9:30 -9:45

9:45-11:30

11:30-11:45

11:45-13:15

13:15-14:15

14:15-15:45

Opening Remarks

Peter Pauly, University of Toronto
Hamid Rashid, UN-DESA

World Economic Outlook
Chair: Peter Pauly

Hamid Rashid, UN-DESA

Thomas Helbling, IMF
Franziska Ohnsorge, World Bank

Break
World Economic Outlook (cont.)

Chair: Peter Pauly

Lead Discussants:

Carl Weinberg, High-Frequency Economics

Dave Turner, OECD, Paris

Beth Ann Bovino, Chief U.S. Economist, Standard and Poor’s
Kathy Bostjancic, Oxford Economics

Moazam Mahmood, ILO, Geneva

General Discussion

Lunch

China and United States
Chair: Ingo Pitterle, UN-DESA

“Near-Term Prospects vs. Long-Run Development Trends in China: Riding

the Wave”
Carl Weinberg, High-Frequency Economics, New York
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Discussant: Hoi Wai Cheng, UNDESA

United States,
Hung-Yi Li, UN-DESA

General Discussion
15:45 - 16:00 Break
16:00 —17:30 World Commodity Markets

Chair: Sergio Vieira, UN-DESA

Agricultural Commodities
Willy Meyers, University of Missouri, Columbia (Mo.)

The World Oil Market
Robert Kaufmann, Boston University

Summary Discussion of Global Outlook

Thursday, October 22, 2015

9:30- 11:30 Regional Outlook: Japan and Europe
Chair: Hamid Rashid, UN-DESA

Japan
Yoshihisa Inada, Konan University and APIR

“The Macroeconomics of Japans Trade Balance”
Byron Gangnes, University of Hawaii

“Macro-Economic Outlook for the Euro Area”
Pavlos Karadeloglou, ECB, Frankfurt

“Unconventional Monetary Policy and Money Demand”
Christian Dreger, DIW, Berlin

Each lead presentation is followed by comments from
LINK country experts
11:30-11:45 Break
11:45-13:15 Global Issues: Potential Output and the ‘New Normal’
Chair: Delia Nilles
“Re-assessing the role of weak investment to the slowdown in productivity
growth and secular stagnation”

David Turner, OECD, Paris

“Sustainability as Determinant of Potential Output in Open Economies”
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13:15-14:15

14:15--15:45

15:45-16:00

16:00-17:30

Zsolt Darvas and Andras Simon, Corvinus University and Central Bank of
Hungary, Budapest

“Structural Breaks in Potential GDP of Four Major Economies: Just
Impaired Credit or the ‘New Normal’”
Alexander Apokin and I. Ipatova, CMASF and NRU-HSE, Moscow

Group Discussion

Regional Outlook (cont.): Developing Countries and Economies in
Transition
Chair: Mette Rolland

East Asia and South Asia
Hamza Ali Malik, UN-ESCAP

CIS and other economies in transition
Jose Palacin, UN-ECE

Discussant: Grigor Agabekian, UN-DESA

Each lead presentation is followed by comments from
LINK country experts

Regional Outlook (cont.): Developing Countries and Economies in
Transition
Chair: Matthias Kempf, UN-DESA

Africa
Adam Elhiraika and Hopestone Chavula, UN-ECA

Latin America and the Caribbean
Sebastian Vergara, UN-DESA

Western Asia

Jose Antonio Pedrosa-Garcia, UN-ESCWA,

Each lead presentation is followed by comments from
LINK country experts

Friday, October 23, 2015

9:30-11:30

Forecasting and Econometrics
Chair: Alexander Welfe
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11:30-11:45

11:45-13:15

13:15-13:30

Break

“Nowcasting and the Role of Big Data in Short-Term Macroeconomic
Forecasting: A Critical Review”
Pete Richardson, London

“High-Mixed-Frequency Forecasting Models for GDP in Selected
Southeast Asian Countries”

Roberto S. Mariano and Suleyman Ozmucur, University of Pennsylvania,
Philadelphia

“Time-Varying Coefficient Models”
Stephen G. Hall, P.A.V.B. Swamy and George S. Tavlas, Leicester
University and Bank of Greece, Athens

“A New Tool for Inflation Analysis: Short Demonstration”
Sebastian Koch, IHS, Vienna

Global Modelling
Chair:; Charlotte Du Toit

“Modeling the Macroeconomic Transmission of Commodity Prices”
Dawn Holland, UN-DESA

“Airfares and Oil Prices: Symmetric Adjustments to Asymmetric
Adjustments in Oil Prices”
Robert Kaufmann, Boston University

“Determination of the INR/USD Exchange Rate: Modelling and
Forecasting”
Pami Dua, University of Delhi

Closing Session
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