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Foreword
Oxford Analytica is delighted to present this Briefing Book for the GLOBSEC
2019: Bratislava Forum, which showcases our analysis of key global issues
by way of selected analysis from the Oxford Analytica Daily Brief. From the
future of Europe to the interplay of technological advance and democracy,
each piece provides a longer-term perspective on the issue at hand,
exploring how future developments will impact our clients.
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Prospects for the EU to end-2019
Monday, June 3, 2019
Appointing candidates to the top positions and resolving Brexit will be the EU’s most
immediate priorities
Centrists will still be the dominant force in the European Parliament (EP), accounting for around 70%
of its members (MEPs). Nevertheless, the fragmentation of the centre coupled with the rise of Green
and Eurosceptic parties will limit the scope for consensus-based politics, potentially reducing the EP’s
influence with the European Commission and Council.

The building of the European Parliament, designed
by Architecture-Studio architects, is seen in
Strasbourg, France May 22, 2019
(Reuters/Vincent Kessler)

What next
Leaders will meet in Brussels on June 20-21 to propose appointments to the top EU jobs. They will
also discuss the EU’s strategic agenda for 2019-24, its 2021-27 budget and climate change ahead of
the UN’s climate action summit in September.

Strategic summary
◦ The Council and EP will probably abandon the non-binding 'Spitzenkandidaten process' to choose
the Commission president, leaving the door open for a wider range of candidates.
◦ The EU’s next Brexit position will depend on May’s successor as prime minister and his or her
Brexit strategy.
◦ Trade and the EU’s seven-year budget will be among the main policy priorities over the coming
years.

Analysis
Together with the Commission and Council, the EP plays an important role in crucial policy areas
including migration, climate change, trade and data privacy.

Weakened parliament?
For the first time since 1976, the 'grand coalition' in the EP between the centre-right European People's
Party (EPP) and centre-left Progressive Alliance of Socialists and Democrats (S&D) has lost its
majority.
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European Parliament election results, 2019 (number of seats, out of 751)
Note: Seats in EU parliament will fall to 705 after Brexit.
European People's Party (EPP)
Centre-right
Progressive Alliance of Socialists
& Democrats (S&D)
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Alliance of Liberals & Democrats
for Europe (ALDE)
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1Did not stand in 2014. 2 The European Parliament website explains 'Others' as newly elected MEPs not aligned
to any grouping in the outgoing parliament
Source: EU

The strongest scope for consensus-based politics will now revolve around tripartite negotiations
between the EPP, S&D and the Alliance of Liberals and Democrats (ALDE).
However, divisions over such issues as trade, social and economic policy are inevitable, and could
make the EP less effective. For example, ALDE leader Guy Verhofstadt wants to propose a 'coalition
agreement' to the Commission to drive EU policy and isolate Eurosceptic parties, but the Commission
is expected to receive an agenda lacking in detail and concrete policy proposals.
Numerical fragmentation is further compounded by a number of structural challenges facing the centre
(see EU: Franco-German alliance will struggle to hold - February 14, 2019).

Geography
Divisions between northern and southern European centrists are forecast to deepen. The S&D, now
under stronger influence from southern MEPs following heavy losses suffered by UK and German S&D
parties, will probably become more critical of euro-area austerity policies; the EPP -- led by a more
influential Christian Democratic Union (Germany), following the below-par performances of centre-right
parties in other countries -- will fight for greater fiscal restraint such as public debt reduction.

Ideology
Conservative parties have adopted more ideologically conspicuous positions in such countries as
Germany and Spain; there is growing pressure from Germany's Social Democrats to move further to
the left, especially following the resignation today of its centrist leader, Andrea Nahles. Across the bloc,
a trend towards more ideologically coherent politics will continue, as competition from fringe and new
parties takes on electoral implications.
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Strategy
At the same time, the emergence of French President Emmanuel Macron's En Marche party in 2017
has increased division in mainstream politics concerning the future of Europe. Germany rejects his
proposals to create new institutions and centralise further economic policy, and this position will
probably become more dominant in the EPP following the election.

Commission
As things stand, there is no clear frontrunner to become the Commission president. In 2014, the nonbinding Spitzenkandidaten process was used to elect a president, whereby the Council and EP chose
the candidate from the largest EP group.
This means that the EPP's Manfred Weber would succeed Jean-Claude Juncker, but there is growing
opposition to the process. The EPP only won 24% in the election, which many feel is not demonstrative
of parliamentary representation as it falls considerably short of a majority.
There is also personal opposition to Weber, especially from Macron. Weber has no national level
executive experience, limiting his legitimacy among leaders of governments in the Council.
In addition, as Commission president, Weber would probably endorse a harder stance on
immigration, seek to curb future EU enlargement and demand fiscal restraint in the euro-area,
rendering him unacceptable to many S&D and ALDE MEPs.
Macron would like to see EU chief Brexit negotiator Michel Barnier become president; however, if
France blocks Weber, Germany is unlikely to endorse Macron's candidate. S&D candidate Frans
Timmerman's left-wing credentials will be rejected by Germany and the EPP, along with other groups
in the EP.
Rivalry between the main powers opens the door for a 'compromise candidate' who will probably come
from a peripheral country and may be a woman; a woman has never been Commission president.
One possibility is Denmark's and ALDE's Margrethe Vestager, who wants to tax and regulate
technology firms more, and protect European industries from Chinese influence. Nevertheless, her
tenure as competition commissioner included preventing international mergers of 'national champion'
firms, alienating both France and Germany.

An 'outsider' could be the next Commission president if the main
parties cancel each other out

Dark horse candidates include IMF Managing Director Christine Lagarde and World Bank CEO
Kristalina Georgieva. Given the current impasse, however, it is possible that there will be no
Commission president in place by November 1, the day after Junker's scheduled departure.

© Oxford Analytica 2019. All rights reserved
No duplication or transmission is permitted without the written consent of Oxford Analytica
Contact us: T +44 1865 261600 (North America 1 800 965 7666) or oxan.to/contact

6

Oxford Analytica Daily Brief

®

GLOBSEC 2019: Bratislava Forum

Brexit
If anything, the EU's position could harden. Barnier's deputy Brexit negotiator Sabine Weyand, who is
disliked by many Brexiteers -- and whose technical expertise is widely regarded as being crucial to the
framing of the Withdrawal Agreement -- has been promoted to director-general of the Commission's
trade department, giving her a leading role in any future EU-UK negotiations.

EP elections will not shift the foundations of EU policy on Brexit

While the EP and Commission will undergo personnel and policy changes, the Council -- which is the
most important institution for Brexit -- will remain the same.
Macron needed strong persuasion against vetoing an extension to the UK departure from the EU in
April; following the rise in Euroscepticism, the deepening polarisation of UK politics and his ambitions
to deepen integration, he may decide to veto a potential extension the next time if there is no Brexit
breakthrough by October 31.
However, while the EU will not reopen the Withdrawal Agreement, its position on a potential extension
will be strongly influenced by UK Brexit strategy post-Theresa May (see UNITED KINGDOM: Chance of
no-deal Brexit will increase - May 28, 2019).

Outlook
Finding consensus to appoint candidates to the top jobs and resolving Brexit by end-2019 are vital so
that the EU can focus on the main challenges over the coming years as soon as possible. Following
the rising threat of global tariff conflict and diminishing effects of multilateralism, trade will become one
of the EU's top policy priorities.
It will also become one of the EU's most challenging areas, as efforts to negotiate free-trade
agreements with the United States and United Kingdom will probably exploit divisions among Europe's
most influential players, such as France and Germany, which have separate economic interests.
The EU leaders must also agree unanimously on the bloc's 2021-27 budget, which could be the most
complex and protracted budget negotiations in decades. One of the main challenges concern which
members collectively contribute an additional 14 billion euros (15.7 billion dollars) if the United
Kingdom leaves.
The budget must also come up with money for such challenges as security and immigration; as the
Netherlands and Germany are reluctant to pool more money, resources could be sought from other
areas such as agriculture, which may be blocked by France and others.
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Internal EU divisions will emerge over Syria stance
Tuesday, April 2, 2019
The EU has no diplomatic leverage in Syria but maintains that restoring economic ties
depends on a credible transition
Events of this type show that the EU can play a constructive, if limited, role in the international arena to
assist Syrians as the war moves to the next stages.

What next
Over the next year, the EU will try to cement its position as a key provider of humanitarian assistance to
Syria, while simultaneously seeking to maintain its official line that there can be no re-engagement
with Syrian President Bashar al-Assad until a meaningful UN-sponsored political transition is under
way. Yet behind the scenes, there will be increased internal debate between those countries that
increasingly see Assad as the only viable ruler, and those that insist on maintaining a hard line against
Damascus.

EU foreign policy chief Federica Mogherini and
the European Commissioner for Humanitarian Aid
and Crisis Management Christos Stylianides
attend a donor conference on Syria in Brussels,
March 2019 (Reuters/Francois Lenoir)

Subsidiary Impacts
◦ Right-wing groups may become increasingly vocal in support of re-engagement with Assad.
◦ Divisions will reflect the tightrope that member states will have to walk as they balance their
interests and their values.
◦ Russia will maintain pressure on EU states to recognise Assad’s victory and resume engagements
with Damascus.
◦ As long as sanctions remain, humanitarian agencies will feel the need to show that their work does
not benefit the Assad regime.
◦ Turkey will closely watch EU reconstruction assistance in areas liberated from Islamic State for fear
of strengthening Kurdish forces.

Analysis
Europe has felt acutely the repercussions of the Syrian crisis within its own borders. If anything, it has
made the EU's vulnerability to instability on its periphery clearer than at any point in the Union's
existence.
The Syrian civil war has also shown that the EU's ability to exercise geopolitical power in its nearabroad is modest at best. The EU as a political entity has played no significant diplomatic role since
the beginning of the civil war.
Having little in the way of a consolidated military mechanism to respond to such crises, and having
severed its diplomatic and political relations with the Assad regime early in the conflict in response to
Damascus's brutal crackdown on protests, the EU has found itself with few options to influence
developments on the ground.

Humanitarian focus
Despite these challenges, the EU continues to find ways to leverage its soft-power toolbox to craft a
niche for itself, presenting itself as the pre-eminent coordinator of humanitarian assistance.
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$7bn

Humanitarian donations for 2019 pledged in Brussels
On March 12-13, the bloc hosted the third Brussels conference dedicated to "Supporting the Future of
Syria and the Region". Under joint EU-UN leadership, this conference raised more than 7 billion
dollars for 2019, and multi-year pledges of close to 2.4 billion dollars for 2020 and beyond.
In addition, international financial institutions and donors announced around 21 billion dollars' worth of
loans. These loans are provided to countries that host most Syrian refugees (notably Turkey, Lebanon,
Jordan and Iraq) to alleviate the budgetary shortfalls from providing them with services. The conditions
of these loans remain undefined.
The Brussels conferences have now become the main annual pledging event for Syrian humanitarian
assistance. The EU will continue to prioritise humanitarian aid to Syrians in their home country and
across the region.

Single voice
In terms of policy, the EU continues to act with one voice on Syria. The bloc's position is that any lasting
resolution to the crisis in Syria should be political rather than military.
To this end, the EU believes that only a ceasefire and a negotiated political solution, as defined in UN
Security Council Resolution 2254 of 2015 and the 2012 Geneva Communique, can ensure lasting
stability and security in the country.
This stance is backed by the bloc's elaborate sanctions regime against Assad and his supporters,
which continues to be enforced and strengthened.
Indeed, the European Council sanctioned another eleven Syrian businessmen and five entities on
March 21. The EU sanctions list now includes 270 persons and 72 named entities subject to a travel
ban and asset freezes.
Restrictive measures against the Syrian regime also include a wide-ranging embargo and export
controls on goods and services that could be used for internal repression, restrictions on certain
investments, an oil embargo and a freeze of Syrian Central Bank assets in the EU.

Limited bargaining chip
EU leaders continue officially to link any significant reconstruction aid to Syria, which is estimated to
cost more than 400 billion dollars, to a credible political transition in Damascus (see IRAQ/SYRIA:
Damascus will struggle with reconstruction - July 13, 2018).

No one really thinks sanctions will effect a change of Syrian
government

Yet at this point, nobody in Europe believes that withholding reconstruction money, through sanctions
or other means, will lead to a change of government in Damascus (see SYRIA: Push for accord on a
transition may falter - October 23, 2018).
Nonetheless, the EU, or at least its most powerful members, do not wish to appear weak or to
legitimise the Assad government by restoring ties.
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At the very least, many EU leaders will want to see some movement by the regime as part of a serious
political process that would:
• facilitate access to detainees;
• provide guarantees against arbitrary arrests, forced conscription and property seizures; and
• allow aid channels to reach civilians without obstructions or interference.

Weakening front?
Driven by its three leading powers (France, Germany and the United Kingdom), the EU has stood firm
on their position over reconstruction funding.
Yet some cracks are beginning to show in the bloc's unified stance on this issue. Some smaller
European countries, along with influential foreign policy voices in major European capitals, are
questioning the strategy of deliberately keeping Syria poor and economically dysfunctional, particularly
if the end goal is to prevent failed states in the region. Moreover, this policy only serves to drive
Damascus closer to Tehran and Moscow (see SYRIA/US: Added sanctions may prove self-defeating March 12, 2019).

Poland, Hungary and Italy are pushing to shift the bloc's stance

Behind the scenes, some member states, notably Poland, Hungary and Italy, are pushing for the bloc
to accept the realities on the ground in Syria and identify pathways for limited re-engagement with the
Damascus authorities, if only to strike a deal that would allow Syrian refugees to return to their
homeland.
Indeed, anti-migrant sentiment in many countries is a primary driver of voices on the right who wish to
ease pressure on the Syrian government. However, across the political spectrum there is also an
increasing backlash against foreign policies perceived to be aimed at regime change, following a
string of perceived failures in Iraq, Libya and Syria.
In the coming twelve months, the common front presented publicly by EU member states is likely to
come under greater strain, as national governments eye economic opportunities in the country postconflict, as well as greater coordination with Damascus in dealing with Islamic State remnants.

Search for strategic autonomy
Conversely, some in Europe take the view that the Syria crisis has highlighted the bloc's weakness
and that it must increase its 'strategic autonomy' and reinforce its mechanisms for international power
projection, especially as it becomes apparent that Western nations can no longer rely on the United
States to represent their interests.
This even includes proposals, supported by French President Emmanuel Macron and German
Chancellor Angela Merkel, for a European army. Yet getting all member states to accept such an
institution without compromising its core purpose is improbable.
Moreover, with Merkel's impending departure from office, and with her potential successors less
amenable to such a proposal, what prospects there were to supplement the bloc's soft-power
credentials with military force appear to be receding.
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EU can become a trendsetter and bolster world GDP
Tuesday, March 26, 2019
Collectively, the EU has the scope to stimulate economic activity, setting not following the
global growth trend
The focus on euro-area debt fragility perhaps obscures the fact that the bloc and broader EU have
strengthened their fiscal position. They can afford to take action in the face of the global and local
economic slowdown. Public debt levels and budget deficits have shrunk since 2014, especially in
Germany and the Netherlands, which enjoy substantial budget surpluses and moderate debt levels.

Customer shops at Sir Plus supermarket for
surplus, non-standard and expired food offered at
discount prices in Berlin, Germany, February 18,
2019 (Reuters/Fabrizio Bensch)

What next
Adopting an aggressively pro-growth stance could provide far more than an economic boost -- such
dynamism could change the EU’s image from trend-taker to trend-setter. Simply by eliminating its near
2% of GDP budget surplus, Germany can spend in much-needed areas including environment-friendly
improvements and creating jobs in old coal-mining areas. This would not be a waste of money nor
subsidise other countries, but would offset weak exports and sentiment by stimulating German GDP -as well as boosting the EU and global economy.

Subsidiary Impacts
◦ Action would prevent the EU from looking feeble and unable to respond to, let alone influence, shifts
in global economic conditions.
◦ A change in perceptions of the EU and its capabilities might boost local and global sentiment,
multiplying the influence of any stimulus.
◦ Illustrating Germany's global influence, it bought 89.4 billion of dollars of goods from China in 2018
and 57.7 billion dollars of US goods.

Analysis
The global economy is far from robust and is vulnerable to any shifts in sentiment: trade trends are
weak, business is holding back investment and consumer spending is lacklustre in many regions
(see PROSPECTS 2019: Global economy - November 30, 2018).
It is unsurprising that the EU economy is experiencing a sharp growth slowdown, but disappointing
that policy responses have been largely absent.
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The EU -- especially its largest economy, Germany which relies on goods exports for around 40% of its
GDP -- is particularly exposed to weak world trade, while some member states are also suffering from
specific domestic problems.
Ironically, the country that kicked off the European debt crisis, Greece, now shows signs of recovery, but
other countries, notably Italy and France, still struggle with high unemployment and escalating
government deficits and debt.
Existing debt problems may indeed explain the lack of policy response in the face of economic and
labour market weakness in some EU member states.
However, not all EU members face fiscal constraints.

Fiscal scope

80.8% of GDP

EU government debt in 2018, down from a 2014 peak of 86.5%
The EU's government debt-to-GDP ratio fell from a 2014 peak of 86.5% (91.9% for the euro-area) to
80.8% (86.1% for the euro-area) in 2018.
Budget deficits have also moderated, averaging around 0.5% of GDP for the EU and euro-area. They
were 5-7% of GDP in 2009-10; in 2014, they were 2.5-3.0%.

Gross government debt (as a % of GDP)

Note: Euro convergence criteria as specified in the Maastricht treaty
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Some members with relatively high debts are failing to meet budget deficit targets: among the larger
economies, France and Italy are running moderately high deficits despite excessive debt ratios.
Germany and the Netherlands are running substantial surpluses and have moderate debt, while some
of the smaller economies can also join any fiscal action simply by cutting budget surpluses, notably
Sweden and the Czech Republic.

Budget balances (as a % of GDP)

Note: Euro convergence criteria as specified in the Maastricht treaty
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The EU economy's stance towards stability, growth and policy could more actively engage in
supporting steady growth and playing an exceptional role in stabilising febrile global trends. This could
enhance global confidence and pivot global investment and growth towards stronger gains.
In view of the economic, political and societal risks posed by this 'soft patch' in global activity, the EU
economy would benefit from stepping into a more central global role, even if this puts a disproportional
onus on the stronger EU member states to act.
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The stronger states would benefit from such stimulus; collectively, EU policy action would serve almost
as a global duty rather than a local subsidy scheme.
Importantly, the stronger states already have well-defined needs, notably meeting ambitious
environment targets and enhancing technical skills. Such projects need considerable funding to
achieve lift-off, however.

Germany
The most obvious country in which large funding is needed (and available) is Germany, including
transforming the last of the old coal-mining regions (chiefly in eastern Germany) by ending the use of
brown coal in power generation, and introducing new industries to enable people to find new jobs (see
GERMANY: Reaching coal targets will be difficult - February 22, 2019).
This alone would absorb huge funds on a scale that should generate sizeable spillover effects in other
areas of Germany, Europe and other parts of the world.
Economy Minister Peter Altmaier published Germany's industrial strategy to 2030 last month,
proposing to reduce energy prices and provide tax incentives to encourage more investment. The
document also raises the prospect of easing competition policy and protecting national firms.

1-2% of GDP

Germany's potential fiscal stimulus
A sustained fiscal boost equivalent to 1-2% of GDP per year would have sizeable economic impacts
and an even greater impact on sentiment, while still leaving the government's budget in a neutral
position.
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A large spending programme will also help US-German relations, as Germany is the only major
economy that runs a goods and services surplus with the United States. US President Donald Trump
will welcome anything that boosts Germany's imports and reduces its 7.5% of GDP current account
surplus.
Such a bold policy action could even transform the impression of Europe from being a passive 'global
trends taker' to a more dynamic 'trendsetter'.

The Netherlands
The Netherlands also has scope to act, as it runs a budget surplus close to 1% of GDP and its public
debt is within the EU ceiling of 60% of GDP. As the EU's fourth-largest global importer, it would also
modestly lift the rest of Europe and the world.
To stimulate activity, income tax rates were already reduced at the start of 2019. To bolster revenues,
energy taxes and healthcare premiums also rose. After the elections on March 20 see
NETHERLANDS: Elections will test stability - March 19, 2019), opposition leaders are likely to
campaign for last year's value-added tax rate hike to be reduced to improve consumer spending.
The government will come under pressure to reduce defence spending, but the budget position
means that whether this occurs or not, there is scope to increase spending in other areas and/or to cut
taxes.

Obstacles
German gross government debt is just over 60% of GDP. Interestingly, Finance Minister Olaf Scholz
suggested last month that he was prepared to ease the 'Schuldenbremse' system, which fixes the total
cyclically adjusted fiscal deficit at 0.35% of GDP in order to reduce the debt-to-GDP ratio gradually to
below 60%.
However, substantially altering this would require a consensus that may hard to achieve as the political
system is at its least stable in years (see GERMANY: Long-term challenges will slow economy February 26, 2019). Policymakers may be more preoccupied with their own survival than with innovative
economic policies, raising the risk that Germany's budget expansion could be limited to less than 12% of GDP.

Outlook
Nevertheless, rising dissatisfaction about living costs, jobs, competition from the United States and
China, or indeed several other factors, could push economics much higher up policymakers' agendas,
especially as federal state elections will take place in eastern Brandenburg and Saxony in September,
and Thuringia in October.
Overall, there is scope for at least some fiscal stimulus, and more pressure could be brought to bear
to boost such a stimulus.
It would be even more impressive if the German government grasped the chance to make action part
of a more proactive global stance on the environment and in favour of economic growth.
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Germany’s Balkan initiative will require new approach
Friday, May 24, 2019
As EU prepares for a new parliament, Germany makes a last-minute attempt to tackle
growing Balkan problems
The Zagreb trip of German Chancellor Angela Merkel and the European People’s Party (EPP)
‘Spitzenkandidat’ for European Commission president, Manfred Weber, lies behind Germany’s attempt
to soothe growing Balkan tensions and keep the region out of the European Parliament (EP) elections.

What next

French President Emmanuel Macron and German
Chancellor Angela Merkel open the Western
Balkans leaders meeting in Berlin, April 29
(Reuters/Michael Sohn)

With the EU lacking both understanding of and interest in the Balkans, where tensions are growing,
Germany is preparing to take a leading role immediately after the EP elections. Uncertain of their
outcome, Germany may try to fix at least some Balkan problems before a new Commission takes over
in November. This seems a tall order, even for Germany.

Subsidiary Impacts
◦ If EU enlargement is abandoned, it will incline the Balkans further towards such foreign actors as
Russia, Turkey and China.
◦ Bosnia is drifting towards becoming a failed state and breaking up, which could trigger new violence
drawing in Serbia and Croatia.
◦ The weakening EU role has contributed to a worsening ethnic, security, political, economic and
social situation in every Balkan country.

Analysis
The summit of Western Balkan leaders chaired by Germany and France in Berlin on April 29 once
again failed to bridge the gaping ethnic and political divisions between them (see EU/BALKANS:
International rivalry dogs Kosovo solution - May 1, 2019). Such an outcome should have been expected
since the main focus was not on the numerous difficult Balkan issues, but the EU's interests ahead of
the May 23-26 EP elections: presenting a joint German-French front, while silencing Balkan leaders.
On May 18, Germany showed its renewed interest in the Balkans again with the Merkel-Weber visit to
Zagreb. However, the predominant motive was electioneering and Merkel's attempt to build support for
Weber.
Merkel spoke strongly against nationalism at the Croatian Democratic Union (HDZ) pre-election rally,
meeting its leader Andrej Plenkovic and the head of the sister party in Bosnia-Hercegovina (BiH),
Dragan Covic. Most if not all Bosnian Croats hold Croatian citizenship and can vote in Croatian and
European elections. Although Croatia joined the EU in 2013, it is still considered part of the Balkan
problem, because of its own unresolved internal political and economic issues and its often quite
negative behaviour towards neighbouring Slovenia (also an EU member), BiH and Serbia.
Speeches and music during the HDZ rally glorified the very nationalist sentiments Merkel spoke
against. Whether Merkel was aware of this or not, the divergence showed how much even Germany (let
alone the EU) still fails to grasp Balkan realities.

Merkel seemed oblivious to displays of Croatian nationalism during
her visit to Zagreb
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Balkans shift
After the Balkan wars, the EU saw fast-track Balkan integration into the EU as key for mutual peace and
stability. As the EU became more bureaucratic and technocratic, this strategic orientation was
gradually replaced by ever-growing reform agendas as the EU tried to model the Balkans on itself
ahead of membership.

Major misunderstanding has developed between Balkan and EU
officials

Meanwhile, Balkan leaders saw the EU perspective as offering financial injections for the region's poor
infrastructure. They were ready to consider some reforms (but not all) in exchange for concrete incentives.
As problems started brewing within the EU itself, its Balkans perspective appeared less appealing, yet
Balkan leaders continued paying lip service, careful not to break the bad news to their populations who
had dreamed EU dreams for three decades. Eventually, it became clear to both EU and Balkan
decisionmakers that enlargement had been removed from the table (see BALKANS/EU: Competing
with other powers for influence - March 27, 2019).

Western Balkans: State of EU accession process
EU ACCESSION PROCESS
Potential candidates
Bosnia-Hercegovina
Kosovo

Official candidates
Decision to start negotiations, mid-2019
Albania
Macedonia

Serbia

Slovenia

Romania

Croatia
Bosnia

Serbia
Bulgaria
Kosovo

Montenegro
Albania

Source: European Commission Map: Oxford Analytica

Negotiations started
Montenegro

Macedonia

Greece

To make matters worse, the EU started backtracking on some of its commitments, such as a visa-free
regime for Kosovo, which the Commission has approved but several member states have ignored, or
setting Albania and North Macedonia a date for starting membership negotiations, which several EU
officials have indicated is to be circumvented in June.
The has further eroded the EU's dented image and leverage. Whether, when and under which
conditions EU enlargement will be reinstated may transpire by the year-end, after the EP elections and
a new Commission. However, this Commission may be less (and will not be more) friendly towards
enlargement than the outgoing one.

Pressing problems
The Balkans faces three major neuralgic issues, each of which could quickly spiral out of control and
destabilise the region.

Serbia-Kosovo relations
The weakened EU presence and the disengaged and internally divided US foreign policy towards the
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region have undermined already weak governance in Serbia and Kosovo and allowed escalation of
new tensions between Belgrade and Prishtina. Faced with the demise of the EU-sponsored talks, the
respective presidents, Aleksandar Vucic and Hashim Thaci, initiated in mid-2018 a series of talks
aimed at resolving their bilateral issues by agreement, including an exchange of territory.
However, this was blocked by opposition in Serbia, Kosovo and Germany, which has virtually
withdrawn support from outgoing EU High Commissioner Federica Mogherini. Without any alternative
channel of communications to resolve their disputes, Serbia and Kosovo seem doomed to deepen
their crisis, which could easily lead to renewed ethnic violence (see KOSOVO: Chances for deal with
Serbia are fading - November 14, 2018).

BiH
Bosnia has been without governments at the state, BiH Federation entity and at least seven of ten
Federation cantons level seven months after elections. The process has been hijacked by political
parties linking government formation to their conditions and interests. This is pushing BiH closer to
being a failed state.

North Macedonia
While it is out of immediate danger, following resolution of its dispute with Greece, North Macedonia is
still far from safety. Reforms have slowed. Frustrations with the EU over starting enlargement
negotiations could undo recent progress.
Overlapping issues are also pitching countries against each other:
• For example, Serb hardliners are suggesting swapping acquisition of BiH's Republika Srpska
(RS) for Kosovo's final independence, which could push Bosnia into yet another conflict.
• Muslims in Serbia's province of Sandzak could easily follow Kosovo (or RS if leader Milorad
Dodik finally decides to secede) and declare independence (see BOSNIA: Serb chief is
becoming dominant regional force - April 11, 2019).
• With Serbs supported by Russia, Muslims by Turkey and ethnic Croats by Croatia (the last two
are NATO members) could pitch regional and global actors against each other.

Last hope -- Germany
Germany has been working on a plan that would first fix relations between Serbia and Kosovo and then
switch to stabilising the situation in Bosnia.
This plan is a work in progress; its main difference from previous EU-driven initiatives would be taking
a much stronger hand in dealing with Balkan politicians and offering a new 'Marshall Plan' package of
new projects, programmes and investments that would be difficult for local politicians to refuse.

Germany's financial inducements will be hard to refuse

Germany tested this approach during the end-April Berlin summit, when its diplomats threatened
Serbian and Kosovo officials with political and economic sanctions if they continued pursuing
conflicting, populist and nationalist policies.
Germany would reportedly put together a financial package worth several billion euros and try to push
through a new peace agreement between Serbia and Kosovo including gradual full mutual recognition.
Germany would get the outgoing Commission to approve it before a new Commission takes over,
since the composition and orientation of the new commission is hard to guess.
This plan brings a degree of risk, recalling similar unilateral projects, including Germany's Berlin
process, which have bogged down or been abandoned thanks to obstacles in the Balkans and EU.
Success would depend on an understanding of the realities of Balkan politics and the use of stronger
and more concrete financial and political resources to bring the region under control.
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April 11, 2019

Online disinformation campaigns will proliferate
As polls approach in regions such as Europe, Canada and Australia,
disinformation has become a major worry

Sources of “coordinated inauthentic behaviour” on Facebook and Instagram
(January 1, 2018 - April 11, 2019)
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Since the disclosure of Russian meddling in the 2016 US elections,
social media disinformation campaigns have proliferated due to
their low cost, vast scale and unprecedented speed. Their actual
scale almost certainly far exceeds the number of accounts that
have been removed.
Much of this activity is likely to remain domestically focused, while
Russia and Iran will continue adapting their campaigns to tightening
social media content filters. However, as the 2017 French experience
target country’s response.
Pressure on ‘big tech’ to do more is rising, but technical and
human filters are as imperfect as regulatory solutions. Notably,
smaller platforms and fringe communities are controlled lightly,
if at all, despite their role in fuelling political polarisation and
disinformation.

_ Regulation will focus on ‘big tech’ due to
their global dominance.
_ Governments will trial creative
approaches to neutralise online
disinformation, including drowning it out
with facts.
_ Over-regulation of ‘big tech’ would
inadvertently erode freedom of expression
online.
_ Those with more extreme views will
dominate social media conversations
on mainstream platforms, accentuating
online polarisation.

See also: Australia’s new rules risk eroding internet freedoms -- April 10, 2019
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Smaller platforms are popular and
problematic but less easily regulated.
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Chinese, Western surveillance tech exports will differ
Friday, May 24, 2019
Chinese and Western firms want to capture the growing global demand for
surveillance/security technology
Surveillance tools are increasingly driven by underlying artificial intelligence (AI) systems, which
(opaquely) process big data to predict events and outcomes. This is both the risk and benefit of AI: it
saves time while potentially skewing the data unbeknown to -- or at the direction of -- its operators,
creating opportunities for misuse. With Chinese and Western firms competing for the same security
projects, the differences in the underlying ethics of vendors and their systems are under a spotlight.

A surveillance camera next to a sign of Huawei
outside a shopping mall in Beijing, China, January
29 (Reuters/Jason Lee)

What next
China’s lack of transparency, especially on the links between private tech firms and public security
agencies, will limit its potential customers to authoritarian regimes and those willing to accept the
cybersecurity risks of using Chinese equipment. By contrast, some Western publicly traded firms, and
smaller private firms with a brand to protect, will self-regulate on ethical uses of surveillance
technology -- albeit to varying degrees and depending on the scale of staff, stakeholder, civil society
and legislative pressure.

Subsidiary Impacts
◦ Facial recognition software will be the most publicly divisive surveillance technology.
◦ Ethical standards for surveillance systems will emerge gradually.
◦ However, not all Western vendors will adopt them.

Analysis
Some 230 cities in over 54 countries are reportedly using Chinese AI-based surveillance systems,
including Zimbabwe, Uzbekistan, Thailand, Turkey, Bangladesh, Spain, Brazil, Pakistan, Kenya, the
Philippines, the United Arab Emirates and Germany (see CHINA: Beijing may export technology of
repression - September 4, 2018).

China's position

China has a long record of selling surveillance tools to authoritarian
states

Firms, including Huawei and ZTE, provide the hardware and software at the heart of these systems.
Huawei says more than 500 cities across 100 or so geographies use its 'safe city solutions', albeit to
varying degrees. Huawei's position is that it does not get involved in setting public policy in terms of
how its clients use its technologies.
The state-owned China National Electronics Import and Export Corporation (CEIEC) often serves as a
systems integrator. It combines cameras, drones, facial recognition software and AI into a
comprehensive surveillance framework, as well as designing and training the organisations within
customer governments who run it.
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CEIEC's halo client and preferred blueprint for this solution is Ecuador:
• Beijing loaned Ecuador 240 million dollars to buy the system in 2012; the programme now
includes 4,300 cameras and 16 regional response centres, and employs 3,000 government
workers watching video footage, ostensibly to support crime deterrence and emergency
services.
• The New York Times discovered that Ecuador's former president Rafael Correa had a mirror of
this system built for the domestic intelligence agency Senain.
Similar systems have been sold, and facilitated by Chinese loans, to Venezuela, Bolivia and Angola.

China's espionage network?
Through the exports of its surveillance technology, China has an opportunity to expand its intelligence
network as it retains access to all the surveillance data post-deployment.
In April 2019, the US Central Intelligence Agency (CIA) warned intelligence officials that elements of
China's security apparatus, including the People's Liberation Army and National Security Commission,
directly fund Huawei.
However, there is no clear publicly available evidence on how and if China uses its technology exports
to build its espionage network. These concerns have nonetheless led countries to ban Chinese
suppliers from their 5G networks or offer restricted access (see INTERNATIONAL: Europe may open
up to Huawei partially - April 26, 2019).

The Western perspective
Market-leading US technology firms are no stranger to surveillance technology and have a mixed
record on protecting civil liberties:
• In 2011, CISCO helped China build its 'Golden Shield' firewall, which was used to track
members of the Falun Gong religious group.
• The supply chain of Elemental technologies, now part of Amazon, was compromised in 2015 by
the Chinese military, who were inserting malicious chips into Elemental servers, allowing
China to snoop on several dozen organisations ranging from the Mormon church to the CIA.
• Microsoft, IBM and Thermo Fisher have all sold surveillance technologies to authoritarian
regimes.
• The US National Security Agency and the Federal Bureau of Investigation issue over 1,000 court
requests every year to US technology firms for surveillance data, all of which are approved by
the courts and honoured by US technology vendors.
Israeli technology firms, the other leaders in developing and exporting surveillance technology, have a
similarly mixed record (see ISRAEL: Chinese investment will fuel security concerns - December 18,
2018).

A spectrum of perspective

Not all Western firms are willing to prioritise ethics

Even so, as compared to the Chinese, Western surveillance technology spans a broader set of
vendors and exhibits a degree of variance in solution architecture.
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Any piece of hardware, such as a camera or Wi-Fi router, is plausibly innocuous in isolation, but when
combined into complex systems driven by proprietary (and opaque) AI algorithms, this technology can
be used for surveillance. Recognising this risk, some Western firms are becoming proactive about
defining ethical standards.
When challenged on questionable use of their products, some firms are willing to change or even
reverse course.
Thermo Fisher, for example, makes DNA sequencing equipment, which is typically not used for
surveillance. However, China offered 'free physical exams' in certain regions, collected DNA samples
from all citizens and built a DNA database using Thermo Fisher's equipment. Upon learning this,
Thermo Fisher stated it would no longer sell equipment to China and that it recognises "the
importance of considering how our products and services are used -- or may be used by our
customers".
Google is taking a more proactive approach to AI ethics. It has created a research network and
established challenge grants to examine how AI can best be used for social good and to propose
governance frameworks for the responsible development of AI. It has committed to using AI in ways
that align with its core principles (including 'don't be evil') and to avoid deploying it in systems where it
may be abused or generate harmful outcomes.
However, other Western companies are less willing to change course.
Amazon is a notable example. The firm aggressively promotes its Rekognition facial recognition
technology as a solution for US Immigration and Customs officials to track and arrest undocumented
immigrants -- or 'persons of interest'. However, in a highly publicised test, the software mistakenly
matched 28 members of US Congress to known criminals.
Amazon shareholders have lost two votes aimed at banning the sale of this software to US public
agencies, and the company is determined to stay the course. It has added that such technology should
not be banned due to its potential to be misused.

Embedded bias
Advances in 'explainable AI', which is neither biased nor opaque, are continuing, but large segments of
surveillance technology use AI trained on biased data.
For 20 years, Equivant has sold to over 500 US state and local governments software that calculates
the risk of reoffending rates among those facing criminal charges. However, the scores provided to
judges to inform sentencing decisions have been shown to be wildly inaccurate and racially biased.
Meanwhile, as AI technology evolves, its capabilities are supporting far more dangerous uses, as
demonstrated by the University of Washington's exposes of deep fake technology

Outlook
Surveillance technology, including the artificial intelligence that drives it, will continue to see strong
demand globally. However, in the context of US-China trade and tech tensions, greater bifurcation is
likely among its customers.
Chinese (state-owned and private) technology vendors will find customers in states that lean towards
authoritarianism. Western suppliers will compete for some of the same customers, but face greater
political and reputational constraints.
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Divergence on Chinese 5G strains 'Five Eyes' alliance
Thursday, May 30, 2019
Cybersecurity risks of 5G technology, especially by Chinese suppliers, has created new
cohesion risks for the Five Eyes
The stability of the Five Eyes intelligence sharing partnership between Australia, Canada, New
Zealand, the United Kingdom and the United States is under stress over Chinese participation in the
members’ 5G telecommunications networks.

US National Cybersecurity and Communications
Integration Center (NCCIC) in Arlington, Virginia,
US, November 6, 2018 (Reuters/Jonathan Ernst)

What next
The de facto US ban on Chinese 5G technology will likely lead other members of the Five Eyes alliance
to exclude or severely limit its use too. Allowing even restricted use would create gaps in the
intelligence and research shared among the members, and undermine the trust underpinning the
alliance.

Subsidiary Impacts
◦ Possible US concessions on the supply chains of Chinese firms would ease strain within the Five
Eyes alliance.
◦ European corporates will redouble efforts to burnish their security credentials to capture 5G market
share.
◦ London’s eventual decision on Huawei will influence the EU and Asian democracies.

Analysis
The Five Eyes countries align on security, economic, political and cultural issues, but the specific focus
of the alliance is on sharing highly sensitive intelligence, such as intercepted phone calls and email
messages.
The members divide intelligence-gathering by region, with the United Kingdom, for instance, having the
lead for the Middle East, Hong Kong and Europe (including the European flank of Russia).
The foundation of these exchanges is mutual trust, which was briefly challenged by the 2013 Snowden
leaks and now, more fundamentally, by potential divergences over the use of Chinese 5G
telecommunications technology.

Shaken technological dominance
The Five Eyes group has long strived to develop, incorporate and regulate leading technology in
pertinent areas such as radio, wireless, satellite and microwave communications:
• The Technical Cooperation Program of scientific and research collaboration -- which promotes
defence, scientific and technical information exchanges in almost a dozen areas to enhance
mutual security while reducing costs -- has expanded from a UK-US partnership to include the
other three members.
• A Multilateral Interoperability Programme supports mutual command and control interoperability
for air, maritime and especially land operations through enhanced integration, connectivity and
compatibility. It includes all Five Eyes members except New Zealand.
• The US National Technology and Industrial Base, which fast-tracks dual-use research and
development (R&D) with operating partners, includes all Five Eyes' members except New
Zealand.
During the Cold War and into the 21st century, the Five Eyes had little trouble maintaining technological
leadership through such programmes; the Anglophone world, through select public-private
© Oxford Analytica 2019. All rights reserved
No duplication or transmission is permitted without the written consent of Oxford Analytica
Contact us: T +44 1865 261600 (North America 1 800 965 7666) or oxan.to/contact

23

Oxford Analytica Daily Brief

®

GLOBSEC 2019: Bratislava Forum

partnerships as well as government-funded labs, typically led the global development of information
and communication technology (ICT).
This has changed.
Recent decades have seen other countries take on technological leadership, and commercial firms
can outspend government labs or traditional defence companies on ICT R&D. European countries,
Japan and most notably China often pioneer discoveries, while Microsoft, Google and other private
companies now create innovative software that public agencies later purchase.
Additionally, IT hardware and software have become increasingly sophisticated, can often operate
autonomously and regularly upgrade without explicit user intervention. Consequently, all systems
connected to the internet are vulnerable to external manipulation before and after installation. These
systems include critical ones such as supervisory control and data acquisition that operates dams,
nuclear power plants and national electricity grids.

Huawei risk

Regulation of 5G will be tough, whomever the supplier

Enthusiasts of 5G technology believe it can revolutionise dual-use technologies such as robotics,
artificial intelligence, situational awareness and encryption.
However, since 5G integrates software and hardware more deeply and intricately than 4G, law
enforcement agencies would find it harder to secure such systems against in-built and postinstallation vulnerabilities.
The cross-cutting links between security and commercial networks further complicate regulation,
altering national risk-based evaluations of corporates leading 5G technology (see INTERNATIONAL:
Corporate competition on 5G is rising - May 10, 2019).
Partly due to this regulatory challenge, and partly due to the lack of clarity on Huawei's links to the
Chinese state, the usually quiet deliberations among the Five Eyes have become public.
In April, the issue was addressed comprehensively at the 'CyberSec conference' in Brussels and at the
first public meeting of the group's intelligence chiefs, at the 'CyberUK Conference' in Glasgow.

National divergences
Each government is responsible for the security of its national communications: cellular, Wi-Fi, radio
and other spectrums. However, the Five Eyes members strive to build mutual trust by demanding high
standards in each other's telecommunications sector.
Some members see securing 5G technology from Chinese suppliers as a new but manageable
variant of a long-standing challenge that can be resolved within existing regulatory frameworks; others
believe 5G technology demands a new and radically restrictive approach (see INTERNATIONAL:
Europe may open up to Huawei partially - April 26, 2019).

Ban: Australia
In 2018, under then Prime Minister Malcolm Turnbull, Australia became the first country to ban Chinese
firms from the national 5G network after Australia's Signals Directorate concluded that even limited use
of high-risk vendors carries unacceptable risks due to the interconnected nature of 5G technology.

Ban: the United States
US policies towards 5G technology reflect a combination of commercial and security concerns. Trade
tensions have led the Commerce Department to place Huawei on its 'entity list', restricting the firm's
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ability to procure US components. Security concerns have resulted in a de facto ban on Chinese 5G
technology.
The core US position is that having Chinese technology in such sensitive networks would deplete the
security of and trust in the telecommunications systems of the Five Eyes members, creating risks that
intelligence shared over them could be manipulated or intercepted by China's security apparatus.

Restricted Access: New Zealand
New Zealand initially followed Australia's lead but subsequently backtracked. The Communications
Security Bureau now allows companies to demonstrate that they can counter security concerns before
using Huawei equipment in 5G networks.

Undecided: Canada and the United Kingdom

Canada and the United Kingdom are undecided on Huawei

These members have yet to finalise their position, but Canada is edging towards an eventual ban on
Huawei, likely after the October federal elections, if not sooner (see CANADA: Odds are stacking
against Huawei - May 22, 2019).
The UK government insists all options remain open. Should Huawei be allowed restricted access to
'non-core' parts of the 5G network -- as a recent government leak indicated -- a post-Brexit UK would be
able to avoid antagonising Beijing as well as purchase from the lowest-cost supplier.
However, there is significant support across the political and security establishment for a complete
ban.

Outlook
The purported distinction between 'non-core' and 'core' 5G networks -- although dismissed as
meaningless by some technology experts -- is sufficiently vague to allow Five Eyes members flexibility.
This would enable the alliance to paper over diverging standards for a while.
Much depends on the final US position on Huawei's US-linked supply chains: a compromise would
help de-escalate tensions between Washington and Beijing, in turn enabling the Five Eyes countries to
forge a more durable compromise that would balance their national economic and geostrategic
security interests (see CHINA/US: Tensions risk unravelling tech value chains - January 3, 2019).
Should a compromise fail, especially between the two most important partners -- London and
Washington -- the consequences would be serious.
Intelligence sharing among the members could be curtailed, creating blind spots in data collection,
analysis and dissemination. For example, decreased data exchanges with the United Kingdom would
deprive other members of insights on Europe (including some former Soviet states) and the Middle
East.
Meanwhile, the UK government would lose access to sensitive information on South America and East
Asia, just when its post-Brexit access to the Europol system is also under question.
Members could also lose access to some segments of valuable UK resources and skills for future
intelligence technology R&D.
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Hype around artificial intelligence set to settle
Tuesday, February 5, 2019
The AI hype is settling, partly for technological reasons, and partly due to public
concerns and regulation
Artificial intelligence (AI) technologies, particularly those using 'deep learning', have in the past five
years helped to automate many tasks previously outside the capabilities of computers. There are
signs that the feverish pace of progress seen recently is slowing.

What next

A humanoid robot AILA (artificial intelligence
lightweight android) operates a switchboard during
a demonstration at the CeBit computer fair in
Hanover (Reuters/Fabrizio Bensch)

Western sector-specific bodies will develop best practice guidelines for the deployment of AI
technologies. In parallel, more legislation will follow -- most probably in the EU at first -- especially on
the uses of data. Automation will proliferate in areas where it is easy to access or generate many
examples of performance, and easy to define what it means for an outcome to be desirable or for one
actor to perform the task better than another. Further rapid advancement into new areas such as the
care economy is less certain.

Subsidiary Impacts
◦ Western legislation will make companies responsible for preventing decisions based on biased AI.
◦ Advances in 'explainable AI' will be rapid.
◦ China will be a major research player in AI technologies, alongside the United States, Japan and
Europe.

Analysis
AI is a wide-ranging field with many sub-areas. The recent high-profile advances have been driven by
machine learning, particularly deep learning in which a neural network is trained on examples and
subsequently able to make decisions about unseen examples.
Reinforcement learning -- in which an AI application learns by experimentation using a measure of
success -- has also made robust progress.
All these advances have in turn been driven by the increasing ability to acquire, store and process vast
amounts of data on which to train these algorithms.

Ubiquitous application
An impressive array of applications has already been built and deployed using these techniques.
These include:
•
•
•
•

chat bots for customer service;
recommendation and targeted advertising applications;
image recognition algorithms (most notably facial recognition algorithms);
decision algorithms based on documentation (anything from triage of CVs through to
recommendations for criminal sentencing);
• detection of hacking attempts in cybersecurity; and
• generation of simple news articles (most notably for sports reporting).
What unites all these applications is the access of the underlying algorithm to a large number of
examples and some ability to measure correct behaviour, desirable outcomes or to compare
behaviours to see which is better. Many similar applications will follow in future.
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Automating decision-making
AI technology has also raised concerns.

Bias
Several public cases of algorithmic bias -- when the AI's decisions can be shown to reflect societal
prejudices (for example, based on gender and race) -- have called into question the techniques used
to train these systems.

Opacity
Relatedly, decisions made by AIs are difficult to explain without significant analytical effort -- and often
not even then. This makes it difficult for people affected by such automated decisions to appeal against
them, and difficult to understand how to fix software issues where the decision-making process
appears to be at fault.

Response
Reaction to these concerns is visible in new guidelines and recommendations being issued, such as:
• Google's 'Seven Principles for AI Applications'; and
• IEEE's treatise on 'Ethically Aligned Design'.
These are contributing to emerging best practice guidelines in individual sectors and may well pave
the way for legislation eventually.
The EU will publish a report on potential gaps in and orientations for the safety and liability framework
for AI by mid-2019.

Explainable AI
Meanwhile, the sub-field of 'explainable AI', which seeks to develop techniques to assist the
understanding of machine learning systems, is evolving rapidly:
• Already, IBM is marketing its AI OpenScale tool to provide traceability, accountability and bias
mitigation for machine learning applications.
• The US Defense Advanced Research Projects Agency is funding the development of 'thirdwave' AI systems that understand the context and environment in which they operate -something lacking in current machine learning systems.

Autonomous vehicles
Progress in AI has historically been governed by 'boom and bust' cycles involving a period of rapid
development, over-enthusiastic predictions and underwhelming output, which dries up investment.
There are signs the recent AI boom is beginning to peak.
This is best evidenced by advancements in driverless vehicles.
Best known of the trial systems is (Google-owned) Waymo's driverless car that has been in testing
since 2010. Despite progress, the planned release of these vehicles for sale has been delayed to
2020 from 2017. Waymo CEO John Krafcik recently stated that it would be decades before the
technology would be widespread, and that autonomous driving on all roads in all conditions would
never happen.
Tesla has similarly pushed back delivery dates and taken a more cautious approach.
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Controlled environments

The use of autonomous robotics and vehicles in well-controlled
environments will expand

A key obstacle is the AI systems' inability to cope with rare situations since learning requires many
examples. By contrast, deployment of such technologies is proving relatively successful in controlled
environments -- particularly factories and warehouses, and potentially specific zones in cities.
High-profile fatalities, particularly involving an Uber test vehicle, mean that even as the technology
improves, cautious legislatures will require humans to supervise the car at all times for the
foreseeable future.

Harnessing success

Large numbers of data-driven tasks with clear measures of success
will be automated

AI applications will proliferate in areas of proven success such as routine office work, health and life
sciences (particularly in diagnosis), image recognition applications, surveillance and warehouse
automation.
This trend will be accompanied by a steady rise in the number of people with the necessary expertise
to develop and deploy such systems.
The UN World Intellectual Property Organization (WIPO)'s new report notes the ratio of scientific papers
to patent applications has significantly decreased -- falling to 3:1 by 2013 from 8:1 in 2010 -suggesting a technology entering a mature implementation stage.

Growth in artificial intelligence patents by sector, 2013-16 (%)
Average annual growth rate
Transport

32.9

Avionics/aerospace

66.7

Autonomous vehicles

42.2

Agriculture

32.3

Computing in government

30.3

Banking and finance

27.7
Source: UN WIPO, Technology Trends 2019: Artificial Intelligence

The number of scientific papers has continued to rise over the same period. Therefore, the number of
patents can also be expected to continue increasing for some time, especially in fields where AI
patents have proliferated most rapidly in recent years, notably telecommunications and transportation.
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Top sub-fields for artificial intelligence patents, 2013-16
Machine learning

Computer vision
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Security
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Source: UN WIPO, Technology Trends 2019: Artificial Intelligence

Bifurcated outlook
However, further rapid advancement of AI technologies into new areas such as the arts, the
nursing/care economy, social work, politics, and trades such as painting and decorating, electrical
work and gardening, seems less certain.
Absent new scientific breakthroughs, which are hard to predict, the focus of progress in coming years
is likely to be in the application of existing technology with investment shifting from basic science
towards technology transfer. The pace of this shift will be determined on the degree of caution
imposed by legislation in the West and new codes of conduct from 'big tech'.
Western caution is a clear opportunity for less risk-averse countries, especially China, to seize
momentum in AI deployment, even as the United States maintains its dominance in the field
academically.

Top five patent holders, 2013-16
IBM (United States)
Microsoft (United States)
Toshiba (Japan)
Samsung (South Korea)
NEC (Japan)
State Grid Corporation of China (in top 20)
0

1,000 2,000 3,000 4,000 5,000 6,000 7,000 8,000 9,000
Source: UN WIPO, Technology Trends 2019: Artificial Intelligence
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China already has the building blocks (see CHINA: AI plan lays foundation for long-term strength - July
9, 2018 and see CHINA: Self-driving car plans will make rapid progress - July 31, 2018).
Although Chinese tech giants Tencent, Alibaba and Baidu do not rank in the top five private sector firms
that have filed the largest number of patents recently, China is catching up.
For example, the WIPO report shows Chinese organisations make up 17 of the top 20 academic
players in AI patenting, particularly in deep learning where the Chinese Academy of Sciences has the
largest deep learning portfolio consisting of 235 patent families.
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Cybersecurity will lag development of smart cities
Friday, April 5, 2019
Cybersecurity of smart cities will be critical to harnessing the cost and efficiency gains
promised by connected devices
Cybersecurity is one of the key challenges of smart city initiatives. Systems that analyse and interpret
citizen behavior present unique challenges for privacy and security as they create attractive targets for
malicious actors, repressive regimes and intelligence agencies.

The dashboard for the New York Police
Department's 'Domain Awareness
System' (Reuters/Shannon Stapleton)

What next
The deployment of smart city systems is outpacing cybersecurity preparedness by city governments
and their vendors, with the regulatory lag contributing to the lethargic adoption of a secure-by-design
approach. Over time, regulations (such as those in Europe) and voluntary city-based alliances will drive
technical solutions and best practice for security concerns unique to smart cities.

Subsidiary Impacts
◦ Innovation among technology vendors will be inhibited so long as they see a risk of liability when
collaborating with cities.
◦ Citizens will continue to bear ultimate responsibility for what data they share and how they are used
(or misused).
◦ Cybersecurity protections will become a point of differentiation among technology vendors.

Analysis
Cybersecurity requires protecting the city and its citizens from multiple threats (see PROSPECTS 2019:
Cybersecurity - November 23, 2018).

Attacks on critical infrastructure
The integration of systems such as utilities, traffic management and emergency services means
cyberattacks can have broad consequences.

Criminal surveillance
Integrated camera, transit and city services systems give criminals greater ability to target victims and
plan crimes if those systems are compromised.

Invasion of privacy
Smart city systems often rely on correlation and prediction algorithms which could give an intimate view
of the lives of individual citizens if anonymity is not protected.

Regulatory lag
Smart city technologies frequently operate at the intersection of public and private data, using
algorithms to turn data into actionable intelligence. As a result, for cities, concerns about privacy,
transparency and accountability are inseparable from conventional cybersecurity.
For example, tweets, Instagram photos and city surveillance camera footage can be correlated to
determine whether a gathering crowd is staging a protest or watching a street performer.
Yet regulations are lacking.
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There is no counterpart of the GDPR for city governments

Even the toughest privacy regime -- the EU's General Data Protection Regulation (GDPR) -- applies
only to enterprises conducting business in the European Economic Area (see EUROPE: Data privacy
norms will not extend beyond EU - May 3, 2018). There is no similar regulation for city governments.
EU Directive 2016/680 does address government responsibilities for data protection, but it is limited in
scope to 'competent authorities' engaged specifically in crime prevention, detection or prosecution.

Current scenario
Unlike their private sector counterparts, city governments often fail to adopt IT best practice. Even
before they begin deploying smart city initiatives, most municipal governments lack basic elements of
a cybersecurity programme:
• Cities tend to hang on to old technology and systems, which are more vulnerable, and lack
basic security measures, eg, encrypted Wi-Fi.
• Most cities lack dedicated cyber-emergency response teams, which also makes them unlikely
to have up-to-date response plans.
• They frequently lag on IT maintenance, particularly applying security patches, increasing their
vulnerability to 'zero day exploits'.
The evidence for this can be seen in the many low sophistication cyberattacks on public systems in
recent years.

Cybersecurity for smart city initiatives is a patchwork

US attacks
In 2018 the city of Atlanta saw several municipal systems (court records, bill payments, police camera
archive etc) infected with ransomware; hackers demanded 51,000 dollars to restore services. The
attacker used a programme that guesses weak passwords in a 'brute force' attack. The same attack
software was used successfully in attacks against government entities in Colorado, New Mexico and
North Carolina.

Sweden
Sweden saw its air traffic control systems compromised in 2016 due to radar-jamming radio waves by
Russian attackers and its train monitoring systems compromised in 2017 by distributed denial of
service attack, which crippled its servers.

Ukraine
Notably, in Ukraine in 2015, power distribution systems were hacked and 230,000 customers
experienced blackouts. Hackers accessed the system through virus-infected attachments gathering
data, identifying control systems, stealing passwords and compromising additional systems one by
one six months before the full attack.
Ransomware attacks are popular because they frequently work and are relatively unsophisticated, in
that they exploit basic human errors. The US city of West Haven, Connecticut, admitted to paying 2,000
dollars in a ransomware attack in October 2018 to have its files decrypted.
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Greater vulnerability
The attack surface is far larger than these known exploits suggest:
• Barcelona and New York, for example, have smart street lighting systems, crowd sensors and
smart waste collection.
• Dubai uses smart systems to regulate electricity and water distribution.
• Rio de Janeiro has smart systems for flood detection and traffic control.

Vendors' responsibility
Service providers and technology vendors also bear some responsibility to design and operate
systems with robust cybersecurity. However, this secure-by-design approach is not yet widespread.
In 2018, IBM and cybercrime researchers at Threatcare evaluated smart city systems produced by
three of the most widely used hardware vendors:
• Spain-based Libelium, which manufactures hardware for wireless sensor networks;
• US-based Echelon, which sells industrial Internet of Things devices (among other things); and
• US-based Battelle, a non-profit research and development firm for smart technologies such as
traffic signal controllers).
They identified 17 vulnerabilities across their systems, which the vendors have since patched.

Consequences
The impact of known cyberattacks on cities has been limited in scope and cost relative to commercial
cyberattacks:
• Ukraine residents in the 2015 attack lost power for a few hours.
• Atlanta's attack cost the city 11 million dollars in remediation and corrective/reactive security
measures, according to TechCrunch.
By comparison, Marriott hotel's 2018 attack compromised personal data, including banking and
passport information, of 300 million customers. According to Bloomberg estimates, the company's
legal liability could reach 1 billion dollars, and its fine 450 million dollars or about 2% of its 2017 global
turnover under GDPR.
However, attacks against smart city systems risk broader damage to city ecosystems and residents as
attacks become more sophisticated:
• New York City has been evaluating predictive policing systems since 2015. These systems use
algorithms to anticipate crime and recommend allocation of police resources. A malicious actor
could compromise the system and manipulate the algorithm, unbeknown to the authorities,
diverting police resources from where they are actually needed.
• The city also uses a Monte Carlo simulation to allocate funding for its school lunch
programmes. Any such system that allocates scarce resources could be manipulated to create
chaos, and to deliver an unfair advantage to some residents over others.
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Addressing the challenge
Several organisations are driving longer-term policy discussions on cybersecurity and ethical data use
in smart city initiatives.
Cities for Digital Rights is a coalition formed in November of 2018 between Amsterdam, Barcelona and
New York "to protect and uphold human rights on the internet at a local and global level". Its statement
of purpose includes a broad scope from privacy, data protection and security to transparency,
accountability, diversity and ethics.
Barcelona and Amsterdam also participate (with twelve other partners) in DECODE, an EU project
testing tools that will allow citizens greater control over their data, with a focus on trust and privacy.
Such tools would effectively limit the potential impact of cyberattacks by placing technical and logical
ownership of data in the hands of citizens. Its initial findings report is due later in 2019.
Near term, cities will face pressure to adopt strategies that have been successful in the private sector,
including deploying proven cybersecurity tools, hiring more cybersecurity officials, and developing
robust cybersecurity incident response plans.
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Private sector climate change efforts are insufficient
Friday, May 24, 2019
The private sector is waking up to its climate responsibilities, but efforts to implement
change are still falling short
The International Energy Agency (IEA) on May 13 published its 2019 World Energy Investment Report.
Its findings show stagnant investment in clean energy technologies, well below the levels required to
cut carbon emissions to those envisaged by the 2016 Paris Climate Agreement. With most
governments’ climate efforts woefully lacking, the report is concerning and raises doubts as to whether
private enterprise will make up for states’ failings.

A woman wearing a face mask in front of the
financial district of Pudong during a polluted day in
Shanghai, China, November 28, 2018 (Reuters/Aly
Song)

What next
The UN foresees current national policy commitments under the Paris Agreement resulting in carbon
emissions of 53 gigatonnes in 2030 -- well over the 40-gigatonne limit to avert a 2-degree temperature
increase. Meeting this target will require at least 1 trillion dollars of clean energy investment annually
on top of what is currently committed. Private firms are treating climate change more seriously than
before, but whether they will stretch beyond individual initiatives of limited impact to a more
fundamental integration of the challenge into their overall business strategies is uncertain.

Subsidiary Impacts
◦ The private sector’s exposure to climate risks in terms of resource availability and disruption to
supply chains will increase.
◦ Private enterprises increasingly will have to invest in climate adaptation as well as mitigation
strategies.
◦ The private sector in developing states will be both the most vulnerable to climate disruption and the
least able to invest in adaptation.

Analysis
According to the IEA report, global energy investment was 1.8 trillion dollars in 2018 -- almost the same
as in 2017.

$1.8tn

Global energy investment in 2018
The overall figure masked increased investment in fossil fuel projects with the oil and gas and coal
industries experiencing increases of 4% and 2% respectively.
Renewables spending fell slightly to around 300 billion dollars, though the falling cost profile of
renewables means that investment has slightly increased in real terms (see INTERNATIONAL:
Renewables will compete by 2020 - February 28, 2018).
Investment in energy efficiency was similarly stable, at around 240 billion dollars.
Along with other sources of clean energy investment (nuclear, carbon capture and power networks) the
IEA estimates total clean energy investment to be around 900 billion dollars -- well short of the 2 trillion
required annually to meet the Paris Agreement's 2-degree temperature rise limit (see
INTERNATIONAL: Paris Agreement goals face new scrutiny - May 4, 2018 and see INTERNATIONAL:
COP 24 leaves much to be done - December 18, 2018).
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The IEA data focuses on the efforts of governments and companies primarily engaged in energy
production. As such, the data does not cover the private sector as a whole.
However, strategies at governmental and corporate levels increasingly stress that private enterprise
generally has a major role to play in tackling climate change.

Private positions
Much of that private sector effort may emerge through compliance with national rules in areas such as
energy efficiency, but calls are increasing for more action at the corporate level; engagement and
commitment will vary widely.

Fossil fuels
Fossil fuel industries will be the most conflicted in embracing radical change, with many coal and oil
producers associated with climate-sceptic positions and engaged in lobbying against tough national
and international rules.
While some present themselves as committed to reducing their carbon profile, their core business
interests remain a constraint on their ability and willingness to cut emissions.

Energy intensive sectors
Arguably the same could be said for major players in energy-intensive sectors such as chemicals,
metals and transportation. Competitiveness concerns have prompted them to lobby for exemptions or
other ways of limiting how far and fast they must cut emissions.

SMEs
The scope for small and medium enterprises (SMEs) to engage individually is limited, but the
aggregate effects of commitments in areas such as energy efficiency and distributed power could be
substantial. The main obstacles to making such changes are compliance costs and perceptions that
any payback on investments will take too long.

Shifting attitudes
Traditionally, many firms have been sceptical towards climate issues, attempting to limit climatefocused regulations and levies and demonstrating a reluctance to build climate considerations into
their operational and investment decisions.
However, opinions are shifting. Numerous coalitions of corporations were vocal in advocating for
greater climate commitments in the lead-up to Paris. Through a combination of individual and
collective actions they look more committed to reducing emissions.

Private sector attitudes have shifted substantially since 2015

Renewable targets
Many businesses have set targets of securing 100% of their electricity needs from renewable sources
and of achieving zero net carbon emissions.
Such commitments can take the form of direct investment in renewable energy projects, securing
dedicated power purchase agreements with renewable energy producers, using green energy tariffs
provided by utilities and procuring tradeable energy certificates.
According to the International Renewable Energy Agency, around 465 terawatt hours were purchased
through such arrangements in 2017, by 1,200 companies in 75 countries. This is around 2% of total
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electricity demand and 8% of total renewable electricity production.
Equivalent figures are not available for 2018, but the trend appears to have accelerated dramatically.
According to Bloomberg New Energy Finance, new corporate agreements to purchase renewablebased electricity increased to 13.4 gigawatts in 2018, from 6.1 gigawatts in 2017.

New corporate agreements to purchase renewable-based electricity
more than doubled in 2017-18

The increase in such agreements has helped maintain investment in new renewable projects at a
time when cuts in support programmes in many countries have reduced interest in the sector (see
INTERNATIONAL: West drags its feet on renewables - March 6, 2018).
Some sense of the extent to which companies are achieving the 100% target can be gleaned from the
RE100 initiative, launched by the Climate Group and the Carbon Disclosure Project. Of the 175 major
companies participating in the initiative, 37 have reached the target of meeting 95-100% of their
electricity needs.
The falling costs of renewables make them increasingly viable not only for large companies but also
for SMEs. While those could contribute significantly to displacing carbon-based electricity, most
companies' ambitions relate only to the electricity component of their energy needs. Replacing fossil
fuels with electricity in other parts of their businesses (notably transportation) may be more
challenging.

Emissions action
Attempts to disclose, price and reduce carbon emissions are a more established area of corporate
climate activism. However, increased investor scrutiny regarding the sustainability of existing
emissions levels may be encouraging more robust carbon reduction efforts.
Increasingly, companies are engaged in carbon-reporting activities to identify their potential
vulnerability to tougher policies and to shape future investment decisions. Such moves are often
introduced in response to pressure from investors seeking a better understanding of the risks facing
companies in their portfolios.
Similar concerns have motivated companies to operate internal carbon-pricing systems. Energyintensive companies are obliged to take the price of carbon into account in territories where carbon
markets operate (see INTERNATIONAL: Interest in carbon markets will rise - November 1, 2018), but
increasingly, other large companies are opting to do so. Such systems highlight the potential costs of
future investments and ongoing operations, presenting a clearer sense of the trade-offs between
existing practices and low carbon options.
Building on emissions disclosures and attempts to price their effects, companies are setting reduction
targets, with the most ambitious eyeing net zero emissions over a range of time horizons. Many are
adopting 'science-based targets' whereby they identify the reductions necessary to keep the global
temperature rise to below 2 degrees.
While such activities should in principle help companies reduce emissions, the reality will be
challenging.
The realities of climate change are intensifying (see INT: Reversal technology will not undo climate
change - October 16, 2018) but enthusiasm for addressing it will still struggle against the short-term
pressures of shareholder returns and the use of existing assets. Moreover, the often opaque,
inconsistent nature of pricing and targeting strategies casts doubt on their effectiveness as
mechanisms for changing corporate conduct.
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May 2, 2019

South Asia faces threat from Islamic State
The Sri Lanka attacks draw attention to the risk posed by militants apparently aligned with the
Salafi-jihadist group
…but the current threat may be evolving, especially following
Islamic State (IS)’s territorial losses in Syria
Fatalities in major terrorist incidents, May 2018-April 2019
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The April 21 terrorist attacks on hotels and churches
in Sri Lanka were the worst in South Asia (excluding
Afghanistan) recorded to date in terms of single-day
fatalities.
In the wider region, other areas in the last year have
broadly left-wing extremism, separatism and Islamism.
Kashmir and Pakistan’s Balochistan and Khyber
Pakhtunkhwa provinces are highest-risk, with Islamist
groups especially active in these restive areas.
A growing Islamist threat across South Asia could arise
from groups who are inspired by IS and may have
fought for it in the Middle East.
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Intelligence-led operation
(15 killed, including three
militants)

_ Indian intelligence agencies will explore any links
between the perpetrators of the Sri Lanka attacks
and IS sympathisers in India.
_ Bangladeshi organisations linked to IS may try to
recruit from Rohingya refugee camps.
_
of any South Asian country, will urgently trace any
returnees from the Middle East.
_ Churches could be an increasingly attractive target
for IS-aligned militants across the region.

See also: Sri Lanka attacks put the country’s Muslims at risk -- April 23, 2019
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Source: South Asia Terrorism Portal (data until April 29, 2019 and excluding Afghanistan) and
International Centre for the Study of Radicalisation

Major terrorist incidents and related
fatalities in South Asia have been
steadily decreasing since 2014…
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Ukraine president gains from economic data and policy
Wednesday, May 1, 2019
A cut in gas prices will go down well with the new president's electorate, although he had
nothing to do with it
Household gas prices are reduced from today. The decision to reduce gas prices -- a gift to Presidentelect Volodymyr Zelensky, as it chimes with the anti-austerity messaging of his election campaign -and not to raise them as the IMF wants, was officially announced on April 24. However, it was outlined
by Prime Minister Volodymyr Groisman in March, before the election. Zelensky inherits an economy in
recovery, although last year's growth rate was mostly due to maize, sunflower seed and little else. He
has not yet articulated an economic programme, but his team is promising constructive engagement
with the IMF, soothing concerns about anti-austerity populism.

The headquarters of the National Bank of Ukraine
in Kiev, Ukraine April 18, 2019 (Reuters/Valentyn
Ogirenko)

What next
The incoming administration will have to decide whether it can afford to derail austerity measures. By
next year, it may come to see that structural reforms are essential. In practical and reputational terms,
much will depend on its ability to limit the power of Ukraine's oligarchs. The central bank will continue
its policy of monetary prudence.

Subsidiary Impacts
◦ The disruption of supply chains and maritime freight mean Ukraine's economy will take years to
return to 2013 levels.
◦ IMF support for monetary and financial restraint will encourage reformers in Moldova and other postSoviet states to craft similar policies.
◦ With the advantage of monetary stability, the government is likely to use Eurobonds to restructure
and service its foreign debt.

Analysis
The GDP growth figure of 3.5% reported for last year was an impressive advance on the 2.1% achieved
in 2017 and 2.4% in 2016 (see UKRAINE: GDP growth vulnerable to global energy prices - August 21,
2018).
The headline improvement obscures the Ukrainian economy's vulnerability to both external and
internal shocks. A disproportionately large share of GDP growth last year was due to a steep upswing
in the production of two agricultural commodities, maize and sunflower seed, which rose by 43% and
15%, respectively.
Crops are heavily dependent on weather and therefore unpredictable, and cannot be considered a
solid foundation for future growth. Although agricultural output showed a 7.8% increase, other crops
showed less rapid growth, and dairy and meat production contracted.

3.5%

GDP increase in 2018, due more to a good crop than economy-wide
growth
Industrial output grew by just 1.1%, above the 0.4% growth of 2017, but below the 2.8% expansion of
2016.
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Manufacturing posted 0.2% growth, the lowest since recovery began in 2016. The primary sector was
stronger at 2.1% growth, while energy production increased by 4.0%.
Production of coal and metal ores grew by 4.0% and 2.3% respectively, even though these industries
have suffered the most from disruption in the civil war since 2014, aggravated by the formal trade
blockade between rebel-controlled regions and the rest of the country that has been in place since
2015.

Inflation falls, but not by enough
The consumer price inflation (CPI) rate slowed to 9.8% year-on-year in 2018, from 13.7% in 2017. This
is still uncomfortably high and above the 6% target of the National Bank of Ukraine (NBU).
Strict monetary policy is explained by the failure to reduce inflation to the target level in 2018 and the
NBU's continuing commitment to suppress CPI rates to as low as 5% in 2020. The bank has reasons
to be cautious, as monthly inflation stood at 1% in January, which would translate into annual inflation
much higher than the target figure. February inflation was 8.8% year-on-year, again above the target.
Wages growth, while contained, remains a source of inflationary pressure, as real wages grew by
12.3% in 2018.
One major contributory factor to the still high rate was the spike in state-subsidised prices for gas,
utilities and public transport, as the government complied partly with IMF-recommended price reforms.
Core inflation (excluding food and energy prices) was 8.7% last year, down from 9.5% in 2017. The
small gap between consumer price and core inflation suggests inflationary pressures are sustained
and of domestic origin.
Accelerated growth in real wages and high monthly inflation rates in the early months of 2019 suggest
inflationary pressures will strengthen in the months to come.

Central bank prudence
Decelerating price rises are largely attributable to the NBU's consistent anti-inflation policy. The central
bank has raised the refinancing rate by 550 basis points to the current level of 18%, arguing that this
level must be sustained for now, even though it significantly exceeds inflation rates.
The bank's monetary prudence has also led to increased foreign reserves that have buttressed the
national currency. NBU foreign reserves stood at 20 billion dollars in February, equivalent to a healthy
3.3 months of imports.
The hryvnia remains steady against the currencies of Ukraine's main trading partners. Apart from the
effect of growing foreign reserves, this stability is attributable to export revenues growing at a higher
rate than import expenditures, as well as to weak household demand for foreign currency, a
consequence of high interest rates for hryvnia bank deposits.

Renewed IMF support
The IMF has helped Ukraine weather the economic collapse caused by turmoil and conflict from 2014.
An extended fund facility (EFF) assisted economic recovery, but proved insufficient to restructure and
modernise the economy.
Wrangling over how far and how effectively the government was fulfilling IMF-demanded reforms
stalled EFF tranches after April 2017. In the end, 8.7 billion of the 17.5 billion dollars envisaged was
released.
In December the IMF board approved a different mechanism, a stand-by arrangement (SBA) intended
to provide 3.9 billion dollars over 14 months. A first tranche of 1.4 billion dollars was disbursed
immediately.
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The IMF is calibrating loan policy to nudge a reluctant government in
the right direction

The loan is intended to support the NBU's anti-inflation policy, encourage fiscal consolidation and
advance structural reforms, including privatisation and improvements to taxation and corporate
governance.
Assisting the NBU with monetary restraint may prove the most achievable of these ambitions, as the
IMF's interlocutors in the bank will understand and share its vision of monetary policy. The SBA
mechanism is unlikely to be as effective in promoting structural reforms, given the lack of clearly
defined channels for command and of communication across government.

Reform progress
Past efforts have, despite disagreements and recriminations, produced some reforms:
• The National Anti-Corruption Bureau and more recently an anti-corruption court are popular with
donors and ordinary Ukrainians, but were resisted by the governing elite (see UKRAINE:
Leaders delay reforms and consider tactics - May 29, 2018).
• Hikes in gas and utility bills were resisted by government for as long as it could; they were hotly
opposed by voters and may have contributed to Zelensky's defeat of the outgoing president,
Petro Poroshenko.

New president gets lucky
Zelensky is likely to be less resistant to moves to clean up government and officialdom, but his
populist mandate will induce him to oppose further price hikes (see UKRAINE: Zelensky faces
parliamentary dilemma - April 25, 2019).
This is less controversial than it seems: the Groisman administration raised gas prices by a
swingeing 23.5% in October (thereby making the SBA possible) and was supposed to raise them by
another 15.0% today. Changing conditions on the European gas market prompted Groisman to
propose a 3.5% reduction in March, bringing the price down to 8,247 hryvnias (310 dollars) per 1,000
cubic metres.
This has now happened, so Zelensky is in the fortunate position of inheriting a popular policy that
looks like his own without the responsibility of taking actions that might annoy the IMF.
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‘Hidden’ GDP losses assuage world recession fears
Wednesday, May 29, 2019
Fears of recession after ten years of growth may be misplaced as official GDP fails to
capture trade weakness
The worrisome factors putting the world economy at risk do not make recession inevitable by 2020-21.
Sentiment is being buffeted and heavily depressed by febrile global governance and trade, as well as
unusual economic tensions and volatility. However, a true global recession requires a synchronised
shock to the world economy to affect most of the key economies and sectors. Whatever cyclical
analysis suggests, especially for the United States, such large global events have no fixed timetable.

Mario Draghi, President of the European Central
Bank (ECB) holds a news conference on the
outcome of the Governing Council meeting at the
ECB headquarters in Frankfurt, Germany April 10,
2019. (Reuters/Kai Pfaffenbach)

What next
The usual excesses and tensions are building up, increasing the probability of some form of
recession. Nevertheless, in the absence of severe provocation, moderate global growth could continue
beyond 2020-21. Trade and nominal GDP data from 2015-16 suggest that a ‘hidden’ recession may
have already occurred, without being recognised. This also suggests that another sharp trade shock
may have surprisingly little effect on reported GDP growth.

Subsidiary Impacts
◦ Each part of the global economy moves at its own varying pace, so it will take a severe and as yet
unseen provocation to drive recession.
◦ A relatively unusual convergence of negative factors across key regions and sectors would be
needed to generate a 2008-style crash.
◦ A sharp decline in world trade could trigger such a crash, but this might have little visible impact on
official measures of real GDP.

Analysis
At least three factors are driving fears of imminent recession:
• Well-documented economic and political issues are posing serious threats to the global
economy, chiefly US-led trade wars but also uncertainty over the slowing Chinese economy and
the risks posed by the visibly fragile euro-area economy.
• The idea that a recession must be due, because there has not been one for more than a
decade, has gained credibility. It is technically supported by detailed business-cycle analysis,
which helps identify tensions including consumer debt-building and deteriorating
competitiveness and labour markets that could cause sharp changes in economic conditions.
• Fears of another financial crisis similar to 2007-08 exist.
Other shocks could incite global recession, including massive cyberattacks, severe global weather
disasters or pandemics. These do not seem to be the key factors behind current fears, perhaps
because they are intrinsically unpredictable (see INTERNATIONAL: Scenarios not forecasts drive
sentiment - December 10, 2018).
Even the financial crash theory is more an adjunct to other potential shocks. The EU's ability to contain
any resurgence in its debt crisis and historical evidence that other key blocks of the world economy can
ride out such a shock make the EU debt threat an unlikely trigger. However, the retirement of ECB
President Mario Draghi -- leaving while policy is still in mostly emergency mode -- could increase
nervousness among analysts.
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Rising debt in fragile European countries is an unlikely global
recession trigger

Muddling along
The threat of a collapse in world trade is the most important of the current concerns and one that in
theory could provoke global recession. However, the probability seems high that the world economy
can muddle along as it has in recent years, with weaknesses, even recessions, in some countries but
steady growth in others.
Official data for real GDP growth shows only two world recessions over the past 20 years (in 2001-02
and 2008-09) and apparently none since 2009.
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The average rate of global growth since 2011 has been steady but notably dull. Trade volumes have
expanded at a weaker pace than previously, which may explain the feeble rate of growth in GDP,
productivity and investment that has persisted through much of the past decade, along with the 'feel
bad' factor.
A mini-cycle is also evident, as a rebound in trade and GDP growth in 2017-18 followed the recorded
dip in 2016.
Key blocs show a more variable performance. North America and Asia enjoyed reasonably robust and
steady growth, but the EU suffered a substantial recession in 2012-13 and is again slipping towards
recession.
The EU and North America saw growth dip in 2016 in line with the global dip and suggesting that there
may have been a very mild recession. This counters the argument that a recession must be due after a
decade of uninterrupted growth.
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GDP growth by major bloc (%)
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Global growth in exports of goods and services (%)
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Importantly, nominal (current price) data for world GDP and trade growth do suggest that a fairly sharp
recession occurred in 2015-16.
This supports the thesis that measurement issues and the peculiarities of GDP composition may be
obscuring the depth of the problems that the world economy has faced over the last decade, many of
which it still faces.

2015-16 'nominal recession'
Some form of global recession probably occurred in 2015-16, even if official real GDP data and
technical definitions do not support this view.
Weak GDP and export growth (by volume and value) occurred during the 2001-02 global recession,
and extreme losses happened in 2008-09. The fall in GDP values and world trade in 2015-16 occurred
without anything more than a minuscule dip in official GDP growth.

Reconciliation
Notably, GDP incorporates net exports, so an equal fall in exports and imports will leave GDP
unchanged. The impact of a trade slump on GDP may, therefore, be muted or non-existent.
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If exports and imports fall by a similar amount, they cancel each other
out in GDP calculations

Furthermore, the technical methods of calculating volume data from values changed around 15 years
ago, creating smoothed or 'chained' GDP volume data.
The overall effect is that the 2015-16 slump in trade values appears as only a muted fall in trade
volumes growth in 2016 and barely a dip in real GDP growth in 2016.
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Leaving aside the measurement issues, the losses in nominal GDP and trade registered in 2015-16
would have had serious repercussions for investment for many businesses. Profit margins would
have been under severe pressure.
The drop in commodity prices caused many projects in related businesses to be cancelled.
Manufacturers were not immune, explaining the 'feel bad' mood of 2015-16.
Lower investment in 2015-16 has also contributed to productivity and growth remaining subsequently
sluggish.

2015-16 lessons
This suggests that real GDP growth, the most tracked of economic variables, could be highly
misleading in the context of a serious disruption in world trade.
Attention tends to focus on GDP's lack of a 'happiness indicator', but its reliance on net trade may be
more problematic (see INTERNATIONAL: Valuing online picks aids policymaking - May 8, 2019).
The 'nominal' 2015-16 shock may have been the recession that business-cycle analysts believe is
'due'. It appeared seven years after 2008-09, which came seven years after the 2001-02 recession.
This suggests that those tracking cycles should look at the recession they missed rather than
expecting one now.
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If 2015-16 saw a recession, cycles would suggest the next is due in
2022-23

If the alternative view of 2015-16 is correct, and if cycles are predictable, the next recession may not
occur until 2022-23 (see UNITED STATES: Yield curve hints at recession risks - February 8, 2019).
The key risk that could trigger a short-term recession is the trade conflict. Already, the WTO's World
Trade Outlook Indicator and the Dutch Central Planning Bureau's World Trade Monitor point to 2019
trade losses.
However, given the measurement methods described above, such a slump could take time to appear
in the real GDP data. Even if it does, the effects could be muted -- another reason that slow and steady
growth is as likely as, or more likely than global recession in the next couple of years. Two recessions
in a row could even be 'missed'.
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