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Editorial

Tackling uncertainty, reviving growth

In the past few months, we have seen a significant increase in trade barriers as well as in economic and
trade policy uncertainty. This sharp rise in uncertainty has negatively impacted business and consumer
confidence and is set to hold back trade and investment.

In this challenging and uncertain environment, we have downgraded our growth projections. We are now
forecasting that global growth will decline from 3.3% in 2024 to a modest 2.9% in 2025 and in 2026.
Weakened economic prospects will be felt around the world, with almost no exception. Lower growth and
less trade will hit incomes and slow job growth.

Although inflation has recently declined in most countries, service price inflation remains stubbornly sticky
and goods price inflation has increased slightly in many countries due to rising food prices. Protectionism
is adding to these inflationary pressures, and inflation expectations have risen substantially in several
countries. And even though we are still forecasting that inflation will come down to central bank targets by
2026 in most countries, it will now take longer to reach those targets. In the countries more affected by
tariffs, inflation might even rise first before coming down.

Risks have risen significantly too. There is the risk that protectionism and trade policy uncertainty will
increase even further and that additional trade barriers might be introduced. According to our simulations,
additional tariffs would further reduce global growth prospects and fuel inflation, dampening global growth
even more.

Fiscal risks are also increasing. Public debt levels are already elevated in many advanced and emerging
market economies and spending pressures are rising in areas such as defence, investing in the green
transition and costs related to the ageing of our societies. Debt service costs are rising too, further
increasing pressures on public finances. High debt levels and tighter financial conditions pose particular
risks for developing countries, many of which have large debt refinancing needs in the near future.
Historically elevated equity valuations also increase the vulnerability to negative shocks in financial
markets.

In this context, policy has a crucial role to play to tackle uncertainty and boost growth. First and foremost,
it is essential to avoid further trade fragmentation and trade barriers. Agreements to ease trade tensions
and lower tariffs and other trade barriers will be instrumental to revive growth and investment and avoid
rising prices. This is by far the most important policy priority.

Second, given the recent inflationary pressures, monetary policy should remain vigilant. Still, if trade
tensions are not intensified and inflation expectations remain anchored, policy rates can be reduced if
inflation is projected to decline or remain subdued.

Third, restoring fiscal discipline is key for countries to avoid fiscal sustainability problems and build buffers
for future shocks. Given high debt levels and tremendous spending pressures, countries should ensure
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that public debt is, indeed, on a sustainable path. Clear and credible medium-term fiscal plans are needed
to show how countries intend to address pressures on public finances. Thus, reducing non-essential or
inefficient expenditures by undertaking periodic spending reviews, targeting of policies, as well as raising
revenues by reforming tax systems or broadening tax bases, are key policy instruments to help ensure
fiscal sustainability.

Finally, boosting investment will be instrumental to revive our economies and improve public finances. As
we demonstrate in our special chapter, investment has been too low since the global financial crisis.
Sluggish investment has lowered growth, productivity, and living standards. Business investment has fallen
not only due to uncertainty and weakened demand, but also due to structural factors. This includes
declining competitive pressures and financing frictions that have become more evident as a higher share
of investment has been devoted to intangible assets (such as software, R&D, etc). At the same time,
housing investment has been too feeble to avoid a substantial decline in housing affordability in many
countries. And public investment has also been too weak for too long in many economies.

In this Outlook, we provide recommendations for countries to foster investment and growth, including
reforms enhancing competition and cutting regulatory costs, increasing public investment in energy, digital
and critical infrastructures, addressing skills shortages and skills mismatches, and speeding up
construction permits and licenses, as well as easing zoning and planning restrictions and rental
regulations, to spur housing supply.

Allin all, in the current context, governments should work together to tackle uncertainty and pursue reforms
to foster growth and jobs. Trade agreements to resolve existing tensions and lower or eliminate barriers
should be accompanied by more efforts to enhance multilateral cooperation. Governments also need to
tackle domestic challenges to boost growth and durably raise living standards, by fostering business and
public investment and by pursuing productivity-enhancing structural reforms to improve the
competitiveness of their economies.

Policy has a crucial role to play in these challenging and uncertain times.

3 June 2025

./‘/\ Vet T s
Alvaro Pereira
OECD Chief Economist
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1. General assessment of the

macroeconomic situation

Introduction

The global outlook is becoming increasingly challenging. Substantial increases in barriers to trade, tighter
financial conditions, weaker business and consumer confidence and heightened policy uncertainty will all
have marked adverse effects on growth prospects if they persist. Higher trade costs, especially in countries
raising tariffs, will also push up inflation, although their impact will be offset partially by weaker commodity
prices. Global GDP growth is projected to slow from 3.3% in 2024 to 2.9% this year and in 2026 (Table 1.1),
on the technical assumption that tariff rates as of mid-May are sustained despite ongoing legal challenges.
The slowdown is concentrated in the United States, Canada and Mexico, with China and other economies
expected to see smaller downward adjustments. Growth through 2025 is expected to be especially weak,
with global output rising by just over 2%z per cent over the year to the fourth quarter, and by only 1.1% in
the United States. Global trade growth is likely to slow substantially over the next two years, after significant
front-loading ahead of expected tariff increases, and uncertainty is expected to hold back business
investment. Fiscal easing will provide support in a handful of economies notably in China and Germany,
where higher defence and infrastructure spending in 2026 could generate a significant upturn, but policy
is likely to be mildly restrictive in many other countries. Annual headline inflation in the G20 economies is
collectively expected to moderate from 6.2% to 3.6% in 2025 and 3.2% in 2026, but the United States is
an important exception, with annual inflation expected to rise to just under 4% by the end of 2025 and
remain above target in 2026.

There are substantial risks to these projections, with the scale and duration of the expected downturn
remaining highly uncertain. Further increases or swift changes in trade barriers, including through
retaliatory actions, as well as more cautious behaviour by consumers and firms, or continued risk repricing
in financial markets could all intensify the growth slowdown and trigger significant disruptions in highly
interlinked cross-border supply chains. Rising inflation expectations by households could prolong
inflationary pressures, especially in economies facing substantially higher trade costs or with still-tight
labour markets, prompting more restrictive monetary policy and weakening growth prospects. Financial
stability risks from still richly-valued and concentrated equity markets and high corporate financing needs
could be triggered by additional risk repricing and amplified by forced asset sales by highly-leveraged
non-bank financial intermediaries. On the upside, a reversal of the increase in trade barriers would support
growth and reduce inflation, even if it did not immediately result in lower policy uncertainty. Steps to ease
regulatory burdens, and an early resolution to conflicts in Europe and the Middle East, could also improve
confidence and incentives to invest.
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Against this backdrop, the key policy priorities are to ensure a lasting decline in trade tensions, policy
uncertainty and inflation, establish a credible fiscal path to debt sustainability while providing temporary
support to those vulnerable to economic shocks, and implement ambitious reforms to strengthen growth
prospects and improve competitiveness.

Countries need to find ways of working together within the global trading system and to make trade
policy more predictable. Agreements to ease trade tensions or potentially lower existing trade
barriers would be welcome, improve policy certainty and strengthen the prospects for investment
and growth. Steps to lower tariffs, deepen trade agreements or reduce barriers to trade in services
would also benefit productivity and living standards. Key areas where opportunities exist for
services trade reforms include further improvements in trade facilitation, reductions in regulatory
barriers that impede access to national markets, and initiatives to enhance the cross-border digital
delivery of services.

Central banks should remain vigilant given heightened uncertainty and the potential for initial
increases in trade costs to push up wage and price pressures more generally. The balance of risks
for central banks will vary across countries, with the downside effects of higher uncertainty and
weaker exports likely to be the key influences on policy decisions in most countries, but upside
inflationary pressures being a more pertinent concern in countries raising tariffs. Provided inflation
expectations remain well anchored, and trade tensions do not intensify further, policy rate
reductions should continue in economies in which underlying inflation is projected to moderate or
remain subdued.

Faced with multiple spending pressures, governments need to ensure long-term debt sustainability
and maintain the ability to react to future shocks. Stronger efforts to contain and reallocate
spending and enhance revenues, set within credible medium-term country-specific adjustment
paths, will be essential for debt burdens to remain manageable and to conserve the resources
required to address longer term spending challenges. Higher debt service costs and some pressing
spending needs, such as plans to raise defence spending substantially, are already forcing hard
choices in some countries about the pace and composition of fiscal adjustment and limiting room
for budgetary manoeuvre. In the near term, the automatic fiscal stabilisers should be allowed to
operate fully to help cushion the adverse impact of trade tensions and elevated uncertainty.
Targeted and well-designed support measures may also be needed to help companies but should
be only temporary, as structural policy solutions are key if the adverse effects on external
competitiveness are likely to endure.

Rising protectionism, geopolitical uncertainty and weak growth prospects reinforce the need for
ambitious structural policy reforms that strengthen living standards and promote economic
competitiveness. A strong focus should be placed on policies to revive business investment,
innovation and labour productivity, particularly ones that have a limited near-term fiscal cost.
Elevated policy uncertainty, declining business dynamism and perceived difficulties in funding
future investment in intangible assets are factors that need to be addressed in many OECD
economies to strengthen investment growth.
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Higher bilateral tariff rates are a drag on global activity and add to trade costs, raising the price of covered
imported final goods for consumers and intermediate inputs for businesses, particularly in countries where
tariffs are imposed. The initial effect on prices is likely to be felt close to the time of the tariffs being
implemented, with the full impacts on output growth taking longer to materialise. Tariffs raise revenues for
the government imposing them, but may also create distortions. The use of these additional revenues will
condition the size and distribution of the economic impacts. At the same time, the expected slowing in
economic growth in countries imposing tariffs will reduce other tax revenues. The impacts of recent trade
policy changes may be more pronounced given heightened policy uncertainty, with elevated caution by
businesses and consumers further weighing on investment and consumption growth.? Taken together,
higher tariffs and heightened uncertainty would be expected to weaken trade activity, although there is an
upside risk in the very near term if exporters further bring forward trade to try and avoid the possibility of
reciprocal or sectoral tariff rates being raised further in the next 2-3 months.

Box 1.1. The impact of US tariff policy changes will be significant

This box outlines the main tariff changes implemented by the United States, the impact on the effective
tariff rates across countries and the goods trade that might be affected. The Box reflects the tariffs applied
as of mid-May, despite some uncertainty pertaining to ongoing legal challenges.

The extent of recent tariff changes from the United States and China is significantly larger than the previous
episode of US-China trade tensions in 2018, with new tariff increases covering a broader range of goods.
Even though bilateral goods trade between the United States and China has declined as a share of their
total trade since 2018, it still represented around 2.5% of world goods trade in 2023 according to the OECD
Balanced International Merchandise Trade dataset. Taking into account zero-rated items as well as tariffs
on United States imports from other countries, trade equivalent to 2.2% of world GDP will be affected by
the new tariffs (Figure 1.2, Panel A). In 2024, according to US data, China accounted for 6.9% of the
United States’ merchandise exports, and 13.3% of US merchandise imports.

As a result of the combined trade policy changes introduced since January this year, the average effective
tariff from the United States will rise to historically high levels, based on 2024 import patterns (Figure 1.2,
Panel B). US imports of cars and car parts, and steel and aluminium products are now subject to an
additional 25% tariff. In addition, tariffs have been raised on all countries by the United States, but with
some sectoral and product exemptions. Collectively, the distribution of these tariff increases, as of
mid-May, differs widely by country (Figure 1.2, Panel C).

e Announced tariff increases have been highest for China, at 30%.

e Canada and Mexico also face higher tariffs, but a different tariff regime. They do not qualify for the
exemptions granted to other countries, but rather face tariffs of either 25% or 0%, depending on
whether their merchandise exports to the United States are compliant with the United States
Mexico Canada trade agreement (USMCA). On average, around one-half of their imports into the
United States are thought to be USMCA-compliant at present, with compliance depending on the
extent of local content and the filing of relevant rules-of-origin documentation.

2 Heightened uncertainty will also reduce trade through a variety of channels, including through the effect on
investment and raising the costs of inventories (Novy and Taylor, 2020; Limao and Maggi, 2015).
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e The high proportion of cars and parts in total exports to the United States raises the effective rates
faced by Mexico, as well as a number of Asian and European countries, including Japan, Korea,
Germany and the Slovak Republic. For Canada, the impact of the higher effective rate on cars and
car parts is offset by the 10% tariff applied on its energy exports to the United States.

e In contrast, some products currently remain exempt from tariffs, including pharmaceuticals,
semi-conductors and other zero-rated items such as copper. This helps to lower considerably the
effective US tariff on imports from countries such as Chile, Colombia, Ireland, Slovenia, and
Switzerland.

The United States is an important export market for a number of countries, accounting for around 75% of
goods exports for Mexico and Canada, 19% for Japan, 13% for China and 10% for Germany in 2023
(Figure 1.3). The importance of exports for overall activity also varies greatly by country. Exports to the
United States are equivalent to over 20% of GDP in its North American trading partners, over 5% of GDP
for many smaller open Asian economies and Korea, and between 3 and 4% of GDP for many European
countries, including Germany and many of its key European supply chain partners. Exports from emerging-
market economies such as China, India, South Africa and Turkiye represent a smaller share of their
domestic output.

In value-added terms, the extent of direct exposure to the United States via exports is often smaller
because of offsetting effects from intermediate inputs used in production for final exports. However, indirect
exposures can also be significant due to integrated cross-border supply chains in Europe, Asia and the
Americas. Data on the extent of such exposures is less timely, but highlight the comparatively high
exposures of Mexico, Canada, Ireland, Korea and some other Latin American economies, such as Chile,
Colombia and Costa Rica (Figure 1.4). Imports into the United States also include around 0.5% of
US value-added that was previously exported from the United States. Combined sector exposures are
likely to be largest for the wholesale and retail sector, as well as cars and other manufacturing industries
such as ICT, machinery and electrical equipment.

In addition to weaker trade volumes, domestic price increases are likely to follow higher tariffs, although
the exact magnitude is subject to some uncertainty. Around 10% of the consumer basket in the
United States is imported, directly and indirectly, before taking into account food and energy (Barbiero and
Stein, 2025). It is likely that most of the impact of tariff increases will be borne by consumers and
businesses, as occurred in the United States in 2018/19 when US tariffs on Chinese imports rose
(Fajgelbaum and Khandelwal, 2022; Amiti et al., 2020 and Cavallo et al., 2021). The extent of price
increases faced by consumers will depend on whether retailers just raise prices to cover the higher dollar
cost or whether they maintain their current price-cost margin. For example, if retailers just passed-through
the additional costs of a 60% tariff increase on China and a 10% tariff rise on the rest of the world, consumer
prices could be expected to rise by 1.4 percentage points. By contrast, if retailers maintained a constant
margin of selling prices over purchasing costs, consumer prices could rise 2.2 percentage points (Barbiero
and Stein, 2025).

The eventual cost increases to consumers might further be mitigated by dollar appreciation, or if exporters
or domestic producers lower their margins. However, experience from the 2018-2019 tariffs showed that
even local producers who are not affected by imports may raise prices when most major competitors are
being forced to raise costs, without fear of losing market share (Flaaen et al, 2020). There is also evidence
that price increases tended to be rapid, often occurring within two to three months (Minton and Somale,
2025).

There are signs that a similar pattern may emerge this year. Minton and Somale (2025) estimate that US
consumers already faced a 0.3 percentage point rise in core goods prices in March stemming from tariff
increases on Chinese goods in February and March. Carvallo et al (2025) also find marked increases in
US retailers’ prices of goods imported from China. Survey evidence suggests that US firms which rely on
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Figure 1.7. Financial conditions are tighter than at the end of 2024

A. Advanced economies B. Emerging-market economies
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interest rates, measures of volatility, sovereign and corporate bond spreads and exchange rates. Higher (lower) values of the FCI point to tighter
(easier) financial conditions.
Source: OECD calculations.

Equity markets recovered in May, after experiencing a sharp decline across several advanced and
emerging-market economies following the US announcement of larger-than-expected tariffs on all trading
partners in early April. Equity market performance in 2025 has been strongest in Europe and in selected
emerging-market economies, particularly Brazil and Mexico. In Japan and the United States, equity
valuations have essentially caught up to their levels at end-December 2024. Equity risk premia have
recently declined after moderate increases in the United States, the United Kingdom and in Europe, while
asset valuations continue to remain stretched.

There are persisting signs of some differences across companies according to their potential exposure to
tariff barriers. Since mid-February, the equity prices of companies more highly exposed to the US market
have underperformed others (Figure 1.8, Panel A). The magnitude of the decline has varied across regions,
with the largest impact in China and Asia-Pacific economies. European companies have been affected to
a lesser extent. As the announced tariffs have been relatively broad, the negative effects have weighed on
equity prices in most sectors. The equity prices of US companies with significant international exposure
also initially underperformed their more domestically focused counterparts in March and April, particularly
in consumer goods and industrial sectors (Figure 1.8, Panel B), although this has subsequently moderated
as the perceived risk of widespread retaliatory trade policy measures by other countries on imports from
the United States has eased.
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Figure 1.8. Equity prices of companies sensitive to US tariffs have underperformed

A. Non-US corporates B. US corporates
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tariff rates on other partners for 90 days; and 12 May 2025, when the United States and China announced substantially lower tariffs, effective
for an initial 90 days.

Source: OECD calculations.

Despite several episodes of volatility, long-term sovereign bond yields in most advanced economies
currently stand at levels broadly similar to those recorded at the end of December 2024. After considerable
fluctuations in April, yields have however increased in some advanced economies in recent weeks, notably
in the United States where yields have been pushed up by a rising term premium amid concerns about
policy uncertainty and public debt sustainability. In contrast, after a significant rise in March following the
announcement of substantial additional expenditures on defence and infrastructure in Germany in the
wake of the debt brake reform, long-term sovereign bond yields in the euro area have since declined, as
investors have been seeking safe-haven assets. At the same time, policy rate cuts have continued in most
advanced economies and some emerging-market economies, and markets continue to price in further rate
reductions in most advanced economies.

Amid higher volatility in equity and currency markets, changes in sovereign bond yields in emerging-market
economies have been relatively muted. Spreads on USD-denominated sovereign bonds have mostly
reversed their increases in early April and are generally around their 2019 levels in major emerging-market
economies. In Mexico, long-term yields have steadily declined over the year, reflecting the weaker
economic outlook. In Brazil, long-term yields have also recently declined, partly due to expectations of
easing inflationary pressures, but are still around end-2024 levels and relatively high. In Colombia as well
as South Africa and Turkiye, bond yields have risen in 2025 and are, on average, now higher than in the
2010s. In contrast, bond yields in many Asian emerging-market economies are around or below the
average levels observed during the previous decade. Chinese long-term bond yields have weakened in
April, with the expansion of fiscal support offset by the higher trade tensions and monetary policy easing,
and are close to record lows. Long-term bond yields in India and smaller open economies such as Malaysia
and Thailand have fallen since early 2025.
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Corporate credit spreads over risk-free rates have narrowed from their peak levels in 2025, but remain
elevated, particularly for lower-rated corporate bonds (Figure 1.9, Panel B). This signals growing market
concerns over riskier assets, especially in the United States. Spreads on corporate bonds and leveraged
loans had previously been at low levels, encouraging strong issuance but also raising risks of a sharp
repricing if downside risks materialised. Leveraged loan issuance in the first quarter of 2025 was 40%
higher than a year earlier. However, issuance of high-yield corporate bonds of the lowest ratings has been
muted in the United States since early April. This freeze poses risks for private equity firms that often
depend on the junk bond market for funding acquisitions, as well as for banks providing short-term loans
for such transactions before firms secure longer-term financing. Bank lending and deposit rates have
declined broadly in line with policy rate reductions, with signs of improvement in credit demand. However,
credit standards for loans to firms tightened slightly in the euro area in the first quarter of 2025, reflecting
a rise in perceived risks about the economic outlook.

Figure 1.9. Volatility has eased, but lower-rated corporate bond spreads remain elevated

A. Volatility indices B. Spreads of selected high-yield rated
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Note: Based on data up to 27 May 2025. In Panel A, the implied volatility as measured by the VIX index can be interpreted as the market
expectation of risk (future volatility). The MOVE index is a yield curve weighted index of the normalised implied volatility on 1-month Treasury
options which are weighted on the 2-, 5-, 10- and 30-year contracts. Panel B shows option-adjusted spreads (OAS), which measure the
difference in yield between a high-yield rated bond with an embedded option (such as a callable bond) and a sovereign bond. The difference
between OAS of CCC and BB to B rated US corporate bonds is shown. It indicates the risk premium for investors in high-risk versus lower-risk
high-yield corporate bonds.

Source: Cboe Global markets; and OECD calculations.

Labour markets were easing but remained tight before new tariff measures

Employment conditions were already easing in many economies before the announcement of new trade
policy measures, but labour markets generally remained in solid health. Median annualised employment
growth in the final quarter of 2024 was 0.3% in the OECD, down from 0.8% in the first half of the year.
Employment growth had also started to slow in some large non-OECD economies, including Brazil.
Nonetheless, employment as a share of the working-age population was generally high compared with the
pre-pandemic period, reflecting both relatively low unemployment and increased participation rates
(Figure 1.10, Panel A). This was often enabled by older workers significantly increasing participation, such
as in Czechia, Greece, Hungary, ltaly, Poland, Portugal and Spain (Figure 1.10, Panel B). While the
employment effects of the new tariffs and heightened policy uncertainty remain unclear, employment has
fallen in recent months in some economies, including Canada and Japan. Employment conditions from
business surveys have also eased notably, including in the United States, China, Canada, Mexico
and India.
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immigration and reduction in the federal workforce are anticipated to moderate growth. On an
annual basis, GDP growth is projected to weaken from 2.8% in 2024 to 1.6% in 2025 and 1.5%
in 2026, with growth in the year to the fourth quarter of 2025 declining to just 1.1%. Similarly, new
trade restrictions are anticipated to weigh on activity in Canada, with monetary policy assumed to
provide only modest further support amid lingering inflation concerns. Canadian GDP growth is
projected to fall from 1.5% in 2024 to 1.0% in 2025 and 1.1% in 2026. In both economies, a sizeable
price level change is projected, with inflation anticipated to spike in mid-2025 before moderating
towards target over time.

The Japanese economy is expected to expand at a moderate pace, with private consumption
growth supported by strong wage gains and business investment growth underpinned by healthy
profits and government subsidies. Offsetting forces will be subdued external demand amid new
trade restrictions and elevated trade policy uncertainty, with GDP growth projected to moderate
from 0.7% in 2025 to 0.4% in 2026. In Korea, growth is projected to recover, with stronger real
incomes and improving labour market conditions supporting household spending. After dipping
from 2.1% in 2024 to 1.0% in 2025, GDP growth is projected to be 2.2% in 2026.

Growth in the euro area is projected to remain modest at 1.0% in 2025, after 0.8% in 2024, before
picking up to 1.2% in 2026, with increased trade frictions being offset by ongoing capital spending
from NextGenerationEU funds, resilient labour markets and a recent easing of credit conditions.
Additional cuts to monetary policy rates and the projected fiscal expansion in Germany are also
expected to support growth, particularly next year. Modest increases in unemployment rates are
expected to be accompanied by further moderation in wage growth. Price pressures are expected
to abate further, with headline inflation in the euro area projected to be back around target in 2026.
In the United Kingdom, growth is projected to be around estimated potential, at 1.3% in 2025 and
1.0% in 2026, as trade tensions and elevated uncertainty offset the positive impact from last
autumn’s budgetary measures on government consumption and investment.

In China, after robust growth at the start of 2025, the tightening of bilateral tariff rates and the
planned elimination of the de minimis exemption on imports to the United States, combined with
retaliatory trade measures, will weaken output growth. However, this is expected to be partly offset
by domestic fiscal stimulus focused on government subsidies for consumer goods and social
transfers. Real GDP growth is projected to ease from 5.0% in 2024 to 4.7% in 2025 and 4.3%
in 2026, with increased trade costs and recent increases in global food prices pushing inflation up
from its currently low levels.

India and Indonesia are projected to continue to experience strong and broadly stable economic
growth. While easing monetary policy will aid ongoing expansions in both economies, higher tariffs
in the United States, global trade policy uncertainty, and domestic fiscal policy uncertainty in
Indonesia, will have an offsetting effect. In India, economic growth is projected to be 6.3% in
FY2025-26 and 6.4% in FY2026-27, while the Indonesian economy is expected to grow by 4.7%
in 2025 and 4.8% in 2026. Inflation in both economies is projected to remain largely benign,
although past currency depreciation in Indonesia will feed through into higher domestic prices and
push up inflation this year.

Growth in Mexico is projected to slow further in 2025 as higher trade barriers are combined with
subdued increases in public spending. However, monetary policy easing will be a supportive factor,
with output growth projected to be 0.4% in 2025 and 1.1% in 2026. In Brazil, growth is also
expected to slow from 3.4% in 2024 to 2.1% in 2025 and 1.6% in 2026, as restrictive monetary
policy and new trade barriers are only partially offset by the positive impact of expansionary fiscal
policy. Inflation is projected to remain high but to fall back into the central bank target range in the
second half of 2026.
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Risks

Growth could be hit by more restrictive trade policies, prolonged uncertainty and
tighter financial conditions

A key risk is that bilateral tariff rates are raised further on merchandise imports into the United States,
potentially prompting retaliatory measures by trade partners. Such developments would be likely to
intensify risk repricing in financial markets and prolong policy uncertainty. This would also sap confidence,
add to the downward pressures on corporate and household spending around the world, and weaken
global demand for many key commodities.

A set of illustrative simulations using the NiGEM global macroeconomic model in forward-looking mode
highlights the different near-term effects that some of these developments might have (Figure 1.18):

A scenario in which US bilateral tariff rates are raised further by an additional 10 percentage points
on all countries could lower global output by just under 0.3% by the second year, with a larger fall
of 0.6% in the United States. Inflation would also be higher, rising by an average 0.8 percentage
points per annum in the United States in the first two years and by close to 0.5 percentage points
per annum in the world. While the strongest effects are felt in the United States, weaker US import
demand reduces export growth in all trading partners, and an appreciation in the dollar effective
exchange rate of close to 4% mitigates the inflationary impact in the United States but raises import
prices elsewhere.

The initial shock to growth would be amplified if accompanied by a further deterioration in global
equity markets and heightened risk premia due to greater uncertainty, and greater precautionary
saving by consumers. In the illustrative scenario, equity prices are assumed to fall by 10%,
investment risk premia increase by 50 basis points and household saving rates to rise by
1 percentage point, with these shocks lasting for two years. Collectively, the combined shocks
could push global output down by around 1.2% by the second year, with larger declines in many
advanced economies. The additional demand shocks are deflationary, reducing both consumer
spending and investment, and so the impact of higher trade costs on inflation would be reduced,
with the increase in global inflation slowing to an average 0.2 percentage points per annum over
the first two years.

Commodity prices are likely to be an additional shock absorber, with weaker global demand likely
to push down prices, at least in the near term. This would help to support real incomes in
commodity-importing economies and lower headline consumer price inflation. An illustrative
decline of 10% in global oil and gas prices could reduce global inflation by an average
0.3 percentage points per annum in the first two years, with the largest declines in more energy-
intensive non-OECD economies, and raise global output by around 0.1%. Combined with the other
illustrative shocks, global inflation would be little changed overall, with global output falling by 1.1%
by the second year of the shock.

The balance of these different shocks if they were to occur would have implications for
macroeconomic policies. In the illustrative initial trade policy shock, policy interest rates are raised
in the United States to help mitigate potential second-round effects on inflation, with rates rising
relative to baseline by around % percentage points on average in the first two years. The
appreciation of the dollar exchange rate helps to raise import prices in other countries, with policy
interest rates rising modestly in most in response. In the full combined shock, policy interest rates
decline in all economies, reflecting the overall deflationary nature of these shocks. Fiscal pressures
would increase as a result of the combined shocks, with weaker activity initially reducing tax
revenue and higher unemployment adding to spending costs. After two years, government debt-to
GDP ratios are raised by around 2 percentage points in the typical advanced economy.
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In comparison to the period immediately prior to the pandemic, the proportion of respondents in the United
States and Canada expecting inflation to be at the inflation target has declined. This is also apparent when
assessing the shifts in the distribution of expectations for inflation in the medium term (three-years ahead
for the United States and two-years ahead for Canada; Figure 1.19, Panel B and D). There has also been
a slight decline between late 2024 and early 2025 in the share of respondents expecting inflation to be
at target.

Corporate financial strains may prompt further risk repricing and spillovers
across financial institutions

Risk repricing in financial markets could be even more extensive in the event of downside surprises to
economic growth or a resurgence of inflation. This would heighten market volatility and increase risks to
financial stability. Despite recent moderation, asset valuations remain elevated in the United States and a
few other markets (Figure 1.20, Panel A), and equity benchmarks remain highly concentrated (Figure 1.20,
Panel B). Across both advanced and emerging economies, earnings expectations have continued to grow
(Figure 1.21, Panel A), although some signs have begun to appear recently that suggest expected
earnings may have plateaued in the United States. Potential risks to corporate earnings include a
greater-than-expected impact of higher trade costs on profitability, as well as a more extensive economic
slowdown than projected (Figure 1.21, Panel B). If there is a downward adjustment to earnings
expectations, there could be sizeable further equity market corrections.

Figure 1.20. Equity prices remain richly valued and many financial markets are increasingly
concentrated

A. Price-to-earnings ratio in selected G20 economies B. Concentration in equity and corporate bond markets
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Note: Panel A shows price-to-earnings ratios in selected G20 economies. Based on data up to 27 May 2025. The current price-to-earnings ratio
(PER) is calculated by dividing the share price by the trailing 12-month earnings per share (June 2024 to May 2025) for companies listed in the
benchmark. The cyclically adjusted price-to-earnings ratio (CAPE) is calculated using 10-year average “cyclically-adjusted” earnings, expressed
in April 2025 prices. A higher CAPE ratio compared to the PER indicates that stocks are richly valued. The concentration of equity benchmarks
in Panel B is the share of the top 20 companies in the total market capitalisation of each equity benchmark for advanced and emerging-market
economies. The concentration in corporate bond markets is based on the share of total issuance by the 100 top bond issuers each year. These
are identified using the amount of long-term debt reported on their balance sheets.

Source: Bloomberg; OECD Capital Market Series dataset; and OECD calculations.
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Figure 1.21. Expected corporate earnings continue to rise despite the widespread equity market
decline in early April

A. 12-month forward earnings per share B. Sectoral breakdown of large corporates
having experienced equity price corrections
April 2025, in %
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Note: Panel A shows the 12-month forward earnings per share for non-financial corporates listed in selected equity benchmarks (weighted
average by market capitalisation). Panel B presents the sectoral distribution of companies that experienced a decline of 10% or more in their
equity prices between 31 March and 7 April 2025 (i.e., 286 in the United States, 265 in other advanced economies, and 124 in EMEs). These
companies have been selected among the top 500 companies listed in selected equity benchmarks. For example, in the United States 28% of
the companies with a correction were technology firms.

Source: OECD calculations.

Elevated levels of marketable and non-marketable corporate debt,? with a large and growing share of non-
investment-grade bonds and leveraged loans,* and high corporate refinancing needs in the near future
pose risks to financial stability (OECD, 2024a; OECD, 2025a). The expected default risk premium for low-
rated corporates has risen markedly in North America, Europe, and Asia since mid-February, and despite
recent moderation remains above levels observed prior to the announcement of higher tariffs in the United
States. (Figure 1.22, Panel A). Concerns that banks could face higher non-performing loans were reflected
in the decline in their price-to-book value ratios in April 2025 (Figure 1.22, Panel B) and higher expected
default risk premia at large banks around the world. Weaker corporate financial conditions, combined with
high uncertainty induced by additional tariffs in the world trading system, could also raise financing costs
and deter fixed investment.®

3 Corporate debt (including both loans and bonds) in advanced economies declined to USD 54 ftrillion (94% of GDP)
in 2024, down from a peak of USD 62 frillion (108% of GDP) in 2020. Corporate debt (broadly defined) in emerging
economies remained elevated at USD 39 trillion (91% of GDP) in 2024, down from the record levels observed in 2020
(106% of GDP). Estimates are based on data on credit to the non-financial sector from the Bank for International
Settlements.

4 The share of high-yield bond issuance in total bond issuance by non-financial corporates increased from 16% in
2009 to 22% in 2023, and the average share of leveraged loans in the total syndicated loans of non-financial corporates
increased from an average 38% between 2000 and 2012 to 43% between 2013 and 2024.

5The experience from the US-China 2018-19 trade tensions suggests that companies exposed to higher tariffs have
lower investment, employment and productivity growth (Amiti et al, 2025; Chor and Li, 2021).
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Figure 1.22. Default risk premia have risen and bank performance has weakened

A. Default risk premia: corporates B. Price-to-book value of banks
in selected economies and banks globally in selected economies
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Note: Based on data up to 27 May 2025. Panel A presents selected corporate credit default swap (CDS) indices, which serve as indicators of
default risk premia. The North American index comprises the 100 most liquid entities with high-yield credit ratings traded in the CDS market.
The European and Japanese indices consist of the 125 and 40 most liquid investment-grade entities, respectively, traded in the CDS market.
The Bank CDS Index (weighted by market capitalisation) is constructed using the credit default swaps of the 34 most liquid large-cap banks
globally. Panel B shows the price-to-book (P/B) ratios of banks included in bank equity benchmarks across selected economies. The P/B ratio
compares a bank’s current market capitalisation (i.e. its equity market value) to its accounting book value. A P/B ratio below 1.0 suggests that
the market may be undervaluing the bank or that the bank may be slow in marking down impaired assets.

Source: Bloomberg; and OECD calculations.

A change in investors’ risk appetite could trigger widespread sell-offs of corporate bonds, especially by
non-bank financial institutions. Given the low liquidity of high-yield corporate debt, even limited shocks can
generate large price corrections, with significant risks of fire sales. Over half of investment-grade corporate
bonds are just above the threshold for high-yield status.® If these bonds are downgraded, institutional
investors bound by rating-based regulatory requirements will be obliged to sell them. Sales pressures
during a downturn could also be exacerbated by pro-cyclical behaviour, especially given relatively high
investor concentration in major corporate bond markets (Li and Yu, 2022; Boermans and Veumeulen,
2016), and by redemptions at investment funds. Real estate investment funds are particularly vulnerable
to these effects, given the illiquid nature of their assets and the persistently uncertain outlook for the
commercial real estate market. Real estate investment trusts experienced a marked decline in
performance in April, with the industrial and retail sectors being hit hardest.

The high price volatility of crypto-assets and the growing interconnectedness between non-bank financial
intermediaries, banks and the crypto-asset market raise substantial risks to financial stability. The market
capitalisation of crypto-assets has grown rapidly in recent years, reaching a historical peak of USD 3.7
trillion in mid-December 2024, up from USD 200 billion in January 2020. Subsequent sharp price falls until
early April, partly reversed afterwards, suggest elevated valuations and a high sensitivity to repricing in
other asset classes (IMF, 2025). The largest single component of the crypto-asset market is Bitcoin, which
now represents over two-thirds of market capitalisation, supported by high inflows into Bitcoin exchange-
traded products. Crypto-assets often remain less regulated than traditional financial instruments, and data
gaps hinder financial stability assessment (Aerts et al. 2025). A particular concern is that price corrections
in crypto-assets and potential losses of retail and institutional investors and leveraged investment funds
could spill over into other parts of the financial sector and the wider economy amidst forced deleveraging
in response to market losses (OECD, 2022a). For instance, redemptions of stablecoins, often

6 At end-2023, 53% of all investment grade bond issuance by non-financial companies was rated BBB.
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reserve-backed by short-term debt instruments, could under certain conditions trigger liquidity runs and
pose significant disruption to short-term debt markets (OECD, 2022b).

Market concentration and leverage may amplify shocks

Higher volatility in equity prices amid concentrated markets remains a concern as there is a greater risk of
idiosyncratic shocks spilling over and becoming systemic. The market value of equity and bond markets is
often concentrated in a handful of individual stocks or bond issuers, raising the risk of large idiosyncratic
sectoral or firm shocks spilling over and becoming systemic.” A sudden price decline or rise in bond yields
could also be amplified by forced asset sales by leveraged and illiquid investment funds, particularly since
a small number of funds account for a large share of total corporate bond investment fund assets (OECD,
2025a).8

The growth of passive investment funds (which track the returns of established market benchmarks) may
contribute to increased market concentration and stronger co-movements in stock prices, potentially
amplifying the impact of negative shocks. Continued inflows into passive funds often disproportionately
increase the market capitalisation of the largest companies in equity benchmarks, further concentrating
equity markets and heightening their vulnerability to idiosyncratic risks (ECB, 2024). Passive investment
funds managed about USD 15 trillion (51.6% of total fund assets) in 2024, up from USD 2 trillion (19.7%)
in 2012 (Figure 1.23, Panel A).®

The rise in passive investing has also made the demand for individual stocks more inelastic, potentially
leading to higher price volatility and lower liquidity (Haddad et al., 2021). As passive asset managers buy
(sell) the whole basket of index constituents in response to fund inflows (outflows) and only adjust their
portfolios in line with changes to the index composition, trading commonalities may increase among stocks,
with stronger price co-movement. Greater price co-movement amid concentrated markets could threaten
systemic stability by increasing the likelihood that many investors face losses simultaneously following firm
or sector-specific shocks, triggering waves of redemptions from investment funds and synchronised sell-
offs (ESRB, 2019; Chinco and Sammon, 2024; ECB, 2024; OECD, 2025a).

7 Both current levels of concentration and developments over time in equity and corporate bond markets differ
substantially across countries.

8 The world’s 100 largest corporate bond funds represent well over a third of global corporate bond assets.

9 Based on aggregate investment fund assets data from Bloomberg. In 2024, the passive share is 59% for equity funds
and 38% for fixed income funds.
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Policies

Tariff increases complicate monetary policy decisions

Policy interest rates have declined further in most advanced economies in recent months, with the notable
exception of Japan, where policy accommodation continues to be gradually withdrawn. Central bank
balance sheet reductions have also continued, though the United States has slowed down quantitative
tightening and Canada has announced plans to bring it to an end. The monetary policy stance remains
restrictive in most countries, with forward-looking long-term real interest rates well above pre-pandemic
norms and having edged up slightly in recent months, especially in Europe (Figure 1.26, Panel B). In
contrast, short-term real rates have fallen, particularly in the United States (Figure 1.26, Panel A) due to
an increase in one-year ahead inflation expectations.

Figure 1.26. Long-term real interest rates remain high but short-term real rates have declined
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Note: Based on data up to 27 May 2025. In Panel A, the real short-term interest rates are calculated using nominal one-year government bond
yields and one year-ahead inflation expectations by consumers in the United States, the euro area and the United Kingdom, and by corporates
participating in the Tankan Survey in Japan. In Panel B, the real long-term interest rates show 10-year inflation-linked bond yields.

Source: Bank of England; Board of Governors of the Federal Reserve System; Bank of Japan; European Central Bank; University of Michigan;
and OECD calculations.

Faced with heightened uncertainty and the likelihood that tariff increases will raise goods price inflation,
central banks will need to remain vigilant to ensure that underlying inflation pressures are durably
contained. A one-off rise in the relative price of tradeable goods is likely to be accommodated. However,
a sequence of such changes, or signs that inflation expectations are rising and rekindling wage pressures
in still-tight labour markets, would likely require higher policy rates than would otherwise be the case. Set
against this, any associated decline in output would place some general downward pressure on inflation.
The balance of these pressures may differ across countries. The downside effects of higher uncertainty
and weaker exports are likely to be the main factors in many countries exporting to the United States, but
countries raising tariffs will face pressures from sizeable price increases as well as those from
softer growth.

Provided trade tensions do not intensify further and inflation expectations remain anchored, policy rate
reductions can continue in economies where inflation is projected to moderate. Further moderation in
nominal wage growth and continued progress in disinflation in services sectors will be critical factors that
enable monetary policy easing to proceed smoothly. Under the projected outlook for inflation and GDP
growth, policy rate reductions are expected to continue during 2025 and in some cases 2026 in all the
major advanced economies other than Japan (Figure 1.27).
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Poland and ltaly, respectively the Union’s second, third and fourth biggest defence spenders in absolute
terms based on data published by the Stockholm International Peace Research Institute (SIPRI, 2025).
Sustaining higher military expenditure for a long period of time, or even permanently, could force higher-
debt countries to confront hard policy trade-offs. While increased borrowing may enable governments to
finance large military investments during a transition period, countries unable to sufficiently curb growth in
non-military spending may ultimately have to consider raising tax burdens further (Figure 1.32, Panel B). A
challenge in monitoring the use of escape clauses will be to ensure that other types of spending, for instance
non-military foreign aid, are not reclassified as defence expenditure to circumvent fiscal rules.

Gains to actual or potential growth could help offset the fiscal costs of defence spending but are uncertain
and will vary from country to country. In the near term, higher government final expenditure on defence will
contribute to demand, employment and incomes, especially if it is financed by borrowing. Some studies
suggest fiscal multipliers from military expenditure could be relatively high in advanced economies, with
little or no crowding out of private demand in some circumstances (Sheremirov and Spirovska, 2022).
Larger near-term output effects are more likely in low-debt countries; when monetary policy accommodates
higher government spending; and in countries with established local defence industries (such as France,
Germany, Sweden and the United Kingdom).

Recent analyses of the possible economic impact of higher military expenditure in Europe have produced
estimates ranging from a 0.5 to 1.5% boost to Europe-wide GDP for defence spending increases of 1.5%
of GDP (lizetzki, 2025; European Commission, 2025b), with potentially larger effects for economies in
recession and if monetary policy responses are limited (llzetzki, 2025). In some countries, such as
Germany, there are possibilities for automotive manufacturers to produce defence equipment or for defence
producers to repurpose factories, buy equipment or hire workers let go by ailing car producers. However,
many countries contemplating higher military spending, including some EU member states, have few or no
major local producers of military equipment. In the last four years, 64% of arms imports by European NATO
states came from the United States (SIPRI, 2025).

The net output effects of defence spending might also differ by type of spending.® Defence infrastructure
projects (for instance, building airfields, docks or storage facilities) or spending on equipment might be
associated with relatively high multipliers if, in addition to increased public sector investment, they generate
domestic private sector activity and jobs, and rely mainly on locally-sourced materials. Government
spending on the armed forces (for instance, additions to military personnel) also contributes to domestic
output — directly through public consumption and indirectly via household consumption — and is likely to
have larger net effects in economies below full employment.”

Efficient procurement will be essential to support realised improvements in military capability and may help
foster innovation spillovers. In Europe, coordinated purchasing between countries should be pursued
alongside steps to improve competition and reduce fragmentation in the defence market (Wolff et al., 2025).
To the extent that European countries are able to source defence equipment, inputs or services from each
other, and stretched availability of supplies does not raise costs, regional multipliers from defence spending
could exceed those in individual European countries. Provided inflationary effects are small, positive output
effects could be larger, and distributed more broadly across countries, if closely connected economies
simultaneously expand their defence spending. Efficient joint procurement could also enhance long-run
cross-border spillovers from investment in defence research and development.® Historical experience
suggests increased defence R&D could support higher private sector productivity (llzetzki, 2025), provided
increased employment of skilled workers in defence does not exacerbate skills shortages in other
industries. Should military spending reallocate labour and capital to less efficient uses, aggregate
productivity could be lower (OECD, 2025c).
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With debt burdens already high in many countries, a step-up in fiscal pressure brings forward hard policy
choices. Many of the costs of maintaining larger armed forces, mitigating climate change, adapting to
warmer climates, and supporting older populations will coincide and persist for some time. These
pressures will exacerbate structural budget imbalances that already exist. To keep public debt sustainable,
and preserve buffers to respond to future shocks, countries should pursue fiscal reforms alongside
other priorities.

Many advanced economies are looking to curb public expenditure, with reductions in public investment,
green infrastructure financing, foreign aid, basic research or cuts to government employment often treated
as potential sources of savings. While improving the budget balance in the short run, measures of this sort
may erode public service capacity, withdraw support from those most in need and set back long-term
objectives, including the need for strong economic growth amid a transition to net zero emissions.
Systematic and regular spending reviews and the adoption of new digital technologies could help to
improve public sector efficiency while preserving essential public programmes, and limit harm to potential
growth by reallocating resources efficiently as priorities shift. Effective targeting of social benefits and
pension systems that encourage longer working lives could also help to contain spending (OECD, 2024b;
OECD, 2024c). Countries differ markedly in the resources they devote to old age and other social
protection expenditure (Figure 1.33), differences that are only partly explained by relative incomes and
demographics (Barnes et al., 2025).

Many recently announced and ongoing tax reforms — including measures to broaden consumption tax
bases by reducing distortive tax expenditures (Iceland), raise taxation of carbon emissions (Ireland,
Portugal) and improve tax collection (Bulgaria, Greece) — could, if carried forward, strengthen structural
budget positions while limiting costs to sustainable growth. Other current revenue raising measures,
including tariff increases in the United States and direct tax measures in the United Kingdom could,
however, be partially offset by adverse impacts on activity. Revenue-raising reforms should generally aim
to shift tax systems over time towards less-distortive taxes with fewer exemptions, as it is difficult to
alleviate debt burdens without strong economic growth (Pina et al., 2025). There is scope in several
advanced economies to raise proportionally more revenue from consumption, environmental and property
taxes while relying less heavily on taxing wages (OECD, 2024b; OECD, 2024c).

Medium-term planning is essential to preserve or free up resources for strategically important projects,
many of which will weigh on the public finances. Such plans can help avoid excessive debt accumulation
and reduce uncertainty about the conduct of fiscal policy. Fiscal rules remain important for the sound
management of public finances, even if subject to deviations through escape clauses or other flexibility
mechanisms — for instance, to support productive investment or higher defence spending (Box 1.3).
Independent fiscal institutions can also play a useful role in assessing the impact of proposed policy
changes, overseeing countries’ return to quantitative budget limits, and communicating the need to keep
justified departures temporary.
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Annex 1.A. Policy and other assumptions
underlying the projections

Fiscal policy settings for 2025-26 are based as closely as possible on legislated tax and spending
provisions and are consistent with the growth, inflation and wage projections. Where government plans
have been announced but not legislated, they are incorporated if it is deemed clear that they will be
implemented in a shape close to that announced. It is assumed that EU countries generally adopt fiscal
policy adjustments which are consistent with the reformed Stability and Growth Pact, apart from those
member states where planned fiscal expansions are likely to require the activation of national
escape clauses.

Projections for the EU countries account for spending financed by the NextGenerationEU (NGEU) grants
and loans, based on expert judgments about the distribution of spending across years and different
expenditure categories and informed by officially announced plans where available. NGEU grants are
assumed to be budget neutral, and increase both capital tax and transfers receipts and government
expenditure. In addition, positive net one-offs are added in order to reflect the discretionary stimulus
associated with those grants, as measured by changes in underlying primary balances.

For monetary policy, the assumed path of policy interest rates and unconventional measures represents
the most likely outcome, conditional upon the OECD projections of activity and inflation. This may differ
from the stated path of the monetary authorities. In the euro area, 10-year sovereign spreads relative to
Germany are assumed to remain constant over the projection period at levels close to those observed in
the first half of May.

The projections assume unchanged exchange rates from those prevailing on 9 May 2025: one US dollar
equals JPY 145.2, EUR 0.89 (or equivalently one euro equals USD 1.13) and 7.24 renminbi.

The price of a barrel of Brent crude oil is assumed to remain constant at USD 60 until the end of 2026. The
TTF natural gas price is assumed to remain constant at EUR 35 MW/h until the end of 2026. Other
commodity prices are assumed to be constant over the projection period at their average levels from April
2025.

A technical assumption is made that the tariffs being applied as of mid-May 2025 remain in place
throughout 2025 and 2026. It is also assumed that some disruptions to shipping in the Red Sea persist
through 2025 and 2026.

The cut-off date for information used in the projections is May 27, 2025.

OECD quarterly projections are on a seasonal and working-day-adjusted basis for selected key variables.
This implies that differences between adjusted and unadjusted annual data may occur, though these in
general are quite small. In some countries, official forecasts of annual figures do not include working-day
adjustments. Even when official forecasts do adjust for working days, the size of the adjustment may in
some cases differ from that used by the OECD.
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2. Reigniting investment for more

resilient growth

Summary

Weak investment has weighed on potential output growth since the global financial crisis (GFC), despite
historically low financing costs and strong corporate profitability. Subdued aggregate demand and elevated
uncertainty have dampened real business investment, but explain only around half of the investment
shortfall since the GFC. In parallel, structural shifts, particularly the growing importance of digital assets
and evolving corporate behaviour, have become more prominent. As economies have transitioned toward
more digital and knowledge-intensive production — accelerated by the artificial intelligence (Al) revolution
— businesses have increasingly allocated investment toward software, data, computing hardware, and
research and development. Firms have also channelled a lower share of their retained earnings and
borrowed funds into productive investment, while requiring persistently high rates of return, or ‘hurdle
rates’. These trends may be associated with underlying forces that restrain business investment and
dynamism, including declining competitive pressures and the challenges in financing intangible
investments. At the same time, residential investment has struggled to keep pace with strong housing
demand, contributing to a steady erosion in affordability over the past few decades. Public investment —
although showing some recent signs of recovery — has also been weak in many countries for an extended
period.

Against this backdrop, the chapter outlines policy approaches to support a revival in investment, including
by reducing policy uncertainty, strengthening macroeconomic stability to support growth and advancing
structural reforms to reinvigorate business dynamism. Policies that foster competition and improve access
to finance are needed to unlock new investment opportunities and boost innovation in many countries.
Reforms to ease land-use and planning restrictions and rental market regulations would help expand
residential investment and improve affordability. Finally, high-quality public investment — particularly in
energy security and green and digital infrastructure, research and development, health, and education —
is needed in many economies and can help boost productivity and long-term economic growth.

A prolonged period of weak investment has weighed on potential output growth

Underlying growth prospects have weakened considerably over the past two decades, both in advanced
and emerging-market economies. Weak growth in the capital stock has been an important factor behind
the slowdown in potential output per capita growth in many countries, alongside a decline in multi-factor
productivity (MFP) growth. Potential output per capita growth fell by 0.8 percentage points in the median
advanced country and 0.9 percentage points in the median emerging-market economy between the
2002-2008 period and 2024. Weaker growth in capital per worker accounted for 0.5 percentage points of
the decline in potential GDP per capita growth in the median advanced country, and 0.3 percentage points
in the median emerging-market country. The slowdown in capital accumulation has weighed on potential
growth across nearly all countries (Figure 2.1, Panel A), including those with relatively strong overall growth
performance, such as India and China.

OECD ECONOMIC OUTLOOK, VOLUME 2025 ISSUE 1 © OECD 2025






























| 75

Weaker business investment has coincided with structural shifts in the
composition of investment, corporate behaviour and market dynamism

Weak demand and elevated uncertainty together appear to account for around half of the cumulative
shortfall in real business investment relative to the pre-GFC trend. The remaining weakness is likely to be
related to broader structural changes within the economy. As economies transition toward more digital and
knowledge-intensive production — accelerated by the artificial intelligence (Al) revolution — investment has
increasingly shifted toward intangibles, especially digital assets. At the same time, firms have channelled
a lower share of their retained earnings and borrowed funds into productive investment, while maintaining
persistently high required rates of return, or ‘hurdle rates’. Both these trends are likely to be associated
with underlying factors that dampen investment, including declining competitive pressures and the rise of
dominant firms, particularly in the digital sector, and difficulties in financing intangible investments.

Investment in digital and knowledge-based assets has increased

The transition towards a more digital and knowledge-intensive economy in recent years has had a
significant impact on the composition of business investment. Investment has been channelled into
knowledge-based intangible assets, such as software, data, and research and development (R&D), and
complementary tangible investments, such as ICT hardware, including servers, networking equipment,
and cloud infrastructure (André and Gal, 2024). Together, these assets are an important driver of firm
productivity and innovation (Corrado et al., 2021).

Real investment in digital and knowledge assets has outpaced other asset classes across most advanced
economies (Figure 2.10). Real investment in software has increased three-fold since 2008 on average in
OECD economies, while investment in ICT hardware and R&D has grown by around 100% and 45%,
respectively, over the same period, compared to aggregate growth of 12% for machinery and a 7% decline
in investment in structures. Digital investment has expanded particularly rapidly in countries such as the
United States and France, which have also seen strong growth in overall investment. In contrast, several
countries, including Germany, have witnessed more modest increases. Investment has expanded
particularly rapidly in tech-related firms (Figure 2.11). Firm-level data also show that Al-related companies
invest in physical capital at nearly twice the rate of other firms, with their R&D investment rates more than
three times higher (Figure 2.12).

At the same time, firms appear to not be undertaking all the available profitable marginal investments that
lower costs of finance should encourage. The average pre-tax rate of return on corporate capital assets
has remained high in many economies in recent years, after dropping during the GFC and pandemic
(Figure 2.15, Panel A). There is also evidence that required returns on investment have increased, since
the gap between hurdle rates — the minimum expected return a firm requires to proceed with an investment
— and capital costs has widened (Figure 2.16, Panels A and B) (OECD, 2015; Shah, Bunn and Melolinna,
2024). While rising policy uncertainty may have contributed to higher risk premia and thus higher hurdle
rates, the scale of the increase points to additional underlying structural factors.
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Figure 2.12. Al-related firms increasingly invest more than other firms
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Note: Gross investment-to-sales ratio is in current prices. Al firms are identified based on the companies covered by the Xtrackers Global Al
and Big Data ETF (ISIN: IEO0BGV5VN51) — a financial product that seeks to track the Nasdaq Global Al and Big Data stock market index. The
index is designed to track the performance of companies that are most active in filing patents relating to Deep Learning, Natural Language
Processing, Image Recognition, Speech Recognition & Chatbots, Cloud computing, Cyber Security, and Big Data. The constituents were derived
as of end of March 2025. Stock markets covered include Canada, China, Finland, France, Germany, Hong Kong (China), Israel, Japan, Korea,
Chinese Taipei, the United Kingdom, and the United States. There are some known issues around the measurement of R&D in company
accounts which are examined in forthcoming OECD work (OECD, 2025a).

Source: LSEG Worldscope Fundamentals; and OECD calculations.

The relatively stronger growth of digital and knowledge-based investment has not been sufficient to offset
the impact of rising depreciation and weak tangible investment. Thus, net business investment as a share
of GDP has declined across most OECD countries, despite a notable rise in digital and R&D investment
(Figure 2.3). This decline reflects sluggish growth in traditional tangible investment categories — such as
infrastructure and machinery — which still account for the largest share of business investment, alongside
the higher depreciation rates for digital and knowledge-based capital (Figure 2.13, Panels A and B). On
average, digital and knowledge-based assets now make up just over 35% of total capital formation, in
current prices, up from around 28% at the turn of the century (Figure 2.13, Panel C).2 As investment has
shifted toward these faster-depreciating assets, the overall depreciation or ‘scrapping’ rate has risen.

2 Despite ongoing enhancements to the National Accounts, some types of intangible assets are still not captured in
business investment statistics, such as organisational and marketing capital. Some attempts have been made to
measure these newer types of intangibles, suggesting that around half of intangible investments are not captured in
official national accounts (Corrado et al., 2021).

OECD ECONOMIC OUTLOOK, VOLUME 2025 ISSUE 1 © OECD 2025















82|

Figure 2.18. Markups have increased across OECD countries
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Note: Indicators are calculated at the country-year level, based on cumulated values across all firms in each country and year. The 2002-2007
average is calculated based on the country-level indicators. The markup is the ratio of revenues to the cost of goods sold. Firm-level data for
each country is cleaned by dropping the extreme 0.5% of values.

Source: LSEG Worldscope Fundamentals; and OECD calculations.

Increased market concentration can suppress investment through several channels. One is that dominant
firms may restrict output and raise prices rather than invest in expanding capacity, particularly when
competitive pressure is limited (Gutiérrez and Philippon, 2017). Another mechanism is that only large
‘superstar’ firms have the financial resources, managerial capability, and know-how to make large-scale
investments with uncertain payback periods, effectively crowding out investment by smaller, less
productive, or new firms (Crouzet and Eberly, 2019). Firm-level data suggests that large firms account for
a higher share of investment relative to their output, although the gap has not increased over time
(Hanappi, Millot and Turban, 2023). In reality, the relationship between market power and investment is
likely to be nuanced, and firm specific. For example, firms may first achieve market power through
innovation and efficiency, gaining scale through network effects and intangible synergies. Over time,
however, some may shift their focus from innovation and fixed capital investment toward rent-seeking
strategies, such as regulatory capture and lobbying, to preserve their dominant position (Akcigit and Ates,
2021).

The availability of finance is a second key channel connecting the observed rise in intangible assets and
precautionary corporate behaviour such as cash accumulation and high hurdle rates. Investment in
software, data, and R&D as well as other intangibles, is harder to finance through bank loans, as these
assets are more difficult to value and hence use as collateral. As a result, firms may need to self-finance
these assets through retained earnings and higher cash holdings to reduce dependence on external
financing (Demmou, Stefanescu, and Arquie, 2019), reducing available resources for investment. These
constraints can be particularly binding for smaller firms and those operating in bank-based financial
systems with less developed capital markets.

Taken together, increased market concentration and financing challenges for intangibles provide additional
plausible explanations for the persistent weakness in business investment. The relative importance of
these factors likely varies across countries, sectors, and firms. Other factors may also have played a role.
Rising investment costs — including limited land availability, planning delays, regulatory burdens, and
implementation capacity constraints — can also deter firms from launching new projects. Moreover, the
growing tendency of firms to prioritise shareholder payouts over reinvestment may reflect increasing
financialisation (Gutiérrez and Philippon, 2017) and incentives such as shareholder pressure to shift
corporate strategy toward maximising short-term financial returns at the expense of long-term productive
investment.
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Other structural trends — such as ageing populations and labour shortages - may also have restrained
business investment, particularly in advanced economies. When firms anticipate slower growth in the
working-age population, they may revise down expected demand for goods and services, reducing the
need to expand productive capacity. This may more than offset any stimulative effects on investment from
the downward pressure on real interest rates associated with higher savings in ageing populations —
although this effect may also wane as retirees dissave (Eggertsson, Mehrotra and Robbins, 2019).
Meanwhile, persistent skill shortages have emerged in some countries and sectors (OECD, 2024a), with
over 50% of EU and US firms identifying the scarcity of skilled staff as a major obstacle to investment
(Figure 2.21 Panel B). If firms are unable to find the necessary skills to implement, operate or maintain
new capital — and fully reap their benefits -, they may postpone investment projects, particularly high-skill,
high-tech investments that require complementary human capital, such as ICT and green technology.®

Housing investment has fallen short of demand, reducing affordability

Residential housing investment accounts for around a fifth of total of total investment across OECD
countries and has also slowed in recent decades (Figure 2.19, Panel A). Following a period of strong
housing investment in some economies prior to the GFC, the subsequent tightening in credit conditions,
household deleveraging, and the marked downturn in many housing markets contributed to a dramatic fall
in residential investment during 2008-09.8 Although growth in housing investment eventually recovered,
the past decade has seen a further steady decline. This was interrupted only briefly by a spike in activity
following the pandemic in the context of low interest rates, increased demand for larger living spaces and
government support measures. Real housing investment has contracted in recent years and continued to
do so in most OECD countries over the year to the fourth quarter of 2024.

A structural shortfall in housing investment relative to demand has contributed to rising house prices.
Several factors have fuelled housing demand, including urbanisation, population growth, rising incomes,
increased immigration, a shift toward smaller households, and greater access to mortgage credit (OECD,
2021). The supply-demand imbalance is a key reason why house prices and rents in many OECD countries
have risen significantly faster than both inflation and household incomes over time, eroding affordability.
These pressures are particularly acute in major cities and economically dynamic regions, where growth in
demand for housing has far outpaced supply. Consequently, housing costs have absorbed an increasing
share of household budgets, often at the expense of other essential spending categories such as food and
transport (Figure 2.19, Panel B). Between 2000 and 2023, the share of consumption spent on housing
rose by an average of close to three percentage points, reaching 17% in the median OECD country.

The low responsiveness of housing supply to growing demand reflects a range of structural and regulatory
constraints (OECD, 2021). The time required for planning and construction means supply adjustments are
sticky, allowing price pressures to build up. In addition, rising construction and renovation costs (OECD,
2023), partly driven by stricter energy efficiency and environmental sustainability standards, have added
to overall investment costs. Demand has been particularly concentrated in job-rich urban areas, where
geographical limitations and regulatory restrictions, including land-use and zoning rules, are most
restrictive (Cournéde, De Pace and Ziemann, 2020). Other factors, such as rental market regulations,
landlord-tenant laws, and labour shortages also affect the efficient functioning of housing markets and the
construction sector, potentially discouraging investment in both the construction and maintenance

5 In other instances, companies in industries facing major shortages may choose to automate parts of their production
instead, leading to increased investment in tangible capital (Dorville, Filippucci and Marcolin, forthcoming).

6 In some countries, housing investment growth prior to the GFC was excessive, with residential investment rising well
above historical averages and exceeding 8% of GDP, including Spain and Ireland and reflected in surges in mortgage
credit and household debt-to-GDP ratios.
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