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By Lester Gunnion

ZHDN JURZWK DQG WKH QHHG IRU (VFDO FRQVROLGDWLRQ
The threat of a sovereign credit rating downgrade

still hangs in the air, though tempered by the gov-

HUQPHQWTV DYRZHG FRPPLWPHQW WR (VFDO FRQVROLGD
tion.

Shipping: Sailing into troubled
waters
By Akrur Barua and Anshu Mittal

industry has been facing strong headwinds, which
are not likely to go away soon, given uncertainty

in trade policy and changing trade patterns among
nations. Interestingly, the tanker business has been
doing better than its counterparts.

lllustrations by Stephanie Dalton Cowan
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Introduction

By Ira Kalish

" )
ment is characterized by new political re-
alities. In the United States, there is a new

of his predecessor. The US election has led to higher
bond yields and a higher-valued US dollar based on

In our second article, Alexander Borsch looks back

at 2016 and how it was not a bad year for the Eu-
rozone from an economic perspective. He discusses
SUHVLGHQW ZLWK LGHDV DQG JRDI@W t lcutiddt-é@/MonirgmiR Setd\the Rtsge for con-
WLQXHG PRGHUDWH JURZWK ZLWK ULVLQJ L

the other hand, he notes the political earthquakes

H[SHFWDWLRQV RI IDVWHU JURZW Kh& QGckPERIdp¢ ih i Pag¥ LeRiQsucliQas Brexit

(XURSH
erate, yet unemployment remains stubbornly high
in much of the continent. Meanwhile, important
elections are on the horizon for both Germany and
France, setting the stage for the policy environment
in the coming year. In Asia, growth is stabilizing, but
risks are piling up in the form of higher debts and
rising trade tensions. In this edition of Deloitte’s
Global Economic Outlook, our economists across
the globe examine the unfolding environment and
R HU WKHLU WKRXJKWV RQ KRZ

First, Patricia Buckley discusses the US economy in
light of the election. She notes that the economy is
in “fairly good shape,” but that the incoming admin-
LVWUDWLRQ KDV ¢(¢VFEDO SODQV
and trade as well as immigration plans meant to
shield the US economy from the vicissitudes of the
global economy. She discusses the details of the pol-
icy proposals but acknowledges a considerable de-
gree of uncertainty around the likely outcome, given

JURZWK DQG LQADWLRQ Hiiite IRl referevdtm, s weéll@s the various

downside risks to Europe’s economy.

In our third article, | look at the Chinese economy.
| discuss how two issues in particular are likely to
determine the path of the Chinese economy. First,
trade is top of mind, with exports declining due to a
high-valued currency, rising wages, and weak exter-
nal demand. Moreover, the threat of protectionist
action by the United States makes the trade outlook

ed property market are bearing fruit but threaten to
XQGHUPLQH JURZWK )LQDOO\
to stabilize its currency.

G Hapan {§ he topiRof R oy astigle: # examine

how stronger exports have led to an acceleration in
economic growth. Moreover, the weakness of the
yen bodes well for continued export growth. Given
the rising strength of the economy, it is expected
that monetary policy will remain unchanged. On

WKDW WKH QHZ SUHVLGHQW PXVvwthe otler hanp, A gliscugyirow @eages have failed

with the US Congress.

to respond to the tightening labor market, boding

WKXBFYPIDLY [BHEERE H RUWY WR FRRO GRZ

ORRN DW &K



INTRODUCTION

WKH IDLOXUH RI WKH 7UDQV 3DFL¢{(F 3DUWQHUVKLS PLJKW
KXUW WKH JRYHUQPHQWYV H RUWV WR HQJIJLJH LG /WUXF
tural reform.

,Q KHU DUWLFOH RQ ,QGLD 5XPNL ODMXPGDUY R, HUV D

detailed examination of the government's recent

and controversial demonetization. She notes the

SRWHQWLDOO\ GLVUXSWLYH H HFW RI WKLV SROLF\ +RZHYHU
VKH DOVR GLVFXVVHV WKH SRVVLEOH ORQJHU WHUP EHQH:;WV
of this currency reform. Finally, Rumki discusses

YDULRXV H[WHUQDO IDFWRUV WKDW PLJKW LQAXHQFH WKH ,Q
dian economy, including the US election, the slow-

down in China, and the rebound in oil prices.

Mexico is the subject of our next article by Jesus

Leal Trujillo and Daniel Bachman. The country has

attracted quite a bit of attention given President

Donald Trump’s talk about renegotiating NAFTA.

Jesus and Danny examine the history of Mexico’'s

shift toward freer trade in the past two decades and

the economic impact. They also examine how, in the

process, Mexico’s manufacturing industry became a

key component of the North American supply chain.

7KXV D VLIQL,FDQW FKDQJH WR 1$)7% FRXOG EH TXLWH
disruptive. The possibility of such a change has al-

ready caused a sharp drop in the value of the peso,

SRWHQWLDOO\ FUHDWLQJ PXFK KLJKHU LQADWLRQ -HVXV
and Danny discuss the policy options for Mexico in

light of a possible external disruption.




In our next article, Akrur Barua examines Turkey, high level of income inequality. He discusses how
an economy with many positive attributes. Howev- boosting investment could be the key to bringing
HU FXUUHQWO\ 7XUNH\ IDFHV VR PtHe vdudtfy byt BIOtQdMdEmd O O H Q J

HY LQFOXGLQJ WHUURULVP DQ LQAXF\I RI' UHIXJHHV VORZ
. o ) Q RXU QDO DUWLFOH $NUXU %DUXD DQG
growth in export markets, and political uncertainty.

The currency has fallen, restricting policy options. :_\ke a Iohok aththe ?Iofbal. shliplhgdlndustry. Theyl
The result has been a decline in economic activity. Iscuss the upheavals facing the industry as a result

*LYHQ WKDW JRYHUQPHQW ¢QDQFSVISTLPE™) #'E B HArdayd [ gighal rade.
QLJQ VKDSH D SODQQHG ¢VFDO VWPPPE RV BRI, PSS $lipPing costs,

. and capital expenditure. They conclude with some
Yet Akrur suggests that the economy also requires i o
thoughts on the likely direction and structure of the
structural reforms.

industry.

’

Lester Gunnion examines the South African econ-

omy in our next article. He points to relatively slow

JURZWK DQG WKH QHFHVVLW\ RI WLJKW PRQHWDU\ DQG ¢V
cal policies, which don’t much help persistently high

unemployment. Lester notes that the country suf-

fers from a shortage of skilled workers, a troubled Dr. Ira Kalish

education system, poor infrastructure, and a very Chief global economist of
Deloitte Touche Tohmatsu Limited
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UNITED STATES

An economy in transition

By Patricia Buckley

#$" -

The current state

ODUO\ RQH RI D GL HUHQW SROLWLFDO SDUW\ WKDQ WKH

predecessor, comes with the expectation of a
shift in policies. Among the changes that President
Donald Trump is advocating are lower corporate
and personal taxes, increased federal infrastruc-
ture spending, a change in existing trade deals, in-
creased immigration enforcement (including a wall
on the southern border), the repeal or replacement
of Obamacare, and a reduction in regulation. The
fact that the president’s party controls both houses
of Congress increases the odds that many of these
proposals will indeed become reality in some form,
although the details and timing are unclear at this
point. Also unknown is how these changes will be
paid for.

of the economy

that is in fairly good shape, with moderate growth

and a labor market that continues to show strength.

/DVW \HDU JRW R WR D VORZ-VWDUW ZLWtl
FHQW JURZWK DQQXDOL]J]HG UDWH LQ WKH ¢
third quarter, growth picked up, with GDP growing

3.5 percent (annualized), the fastest pace of growth

LQ WZR \HDUV 2YHU WKH (UVW WKUHH TXDU'
real consumer spending was strong, supported by

low gasoline prices, cheaper imports due to the

strong US dollar, and increasing employment. Busi-

ness investment remained muted, as increased in-

vestment in intellectual property (primarily invest-




United States

The incoming president is inheriting an economy tha t
Is in fairly good shape, with moderate growth and a
labor market that continues to show strength.




ment in research and development and software)

determine how stimulative to the economy and

ZDV R VHW E\ GHFOLQHV LQ HTXLSP HQ3 tb @& HAAWIR HhQaMuR WlEhill be.

all three quarters. Exports grew at their fastest rate
in nearly three years in the third quarter, driven by
large increases in soybean and corn exports, as bad
weather in Brazil and Argentina caused widespread
crop damage. Otherwise, the contribution from ex-
SRUWY ZDV ORZ EXW VX FLHQW
from imports. Residential investment contracted in
both the second and third quarters, which was sur-
prising given the rising home prices and low levels
of inventories. Government spending (at all levels)
made a very small but positive contribution over the
three quarters in total. *

During 2016, the US economy generated 2.2 mil-
OLRQ QHW QHZ MREV ¢JXUH
job creation was slower than in 2014 (3.0 million)
and 2015 (2.7 million), it was still a healthy rate of
growth. While job creation was slow to gain steam
early in the expansion (it took until 2014 for the lev-
el of employment to surpass its prior peak of 2007),

» A federal infrastructure spending pro-
gram —An increase in federal spending should
spur economic growth over what it otherwise
would have been.

W R« RRMBEWOr kIS i g VrXiE MebDaRM R @

—The Unit-
ed States currently has free-trade agreements

)78V ZLWK
ZLWK ,VUDHO LQ
Colombia and Korea (both in 2012). The North
American Free Trade Agreement (NAFTA), with
the United States’ largest trading partners, Can-

toward bilateral enforcement

In 2015 (the last full year available), the United

6WDWHY KDG D WUDGH GH¢FLW RI

SULVLQJ D
SDUWLDOO\ R VHW E\ D
vices trade. Any action by the United States to

WKH JURZWK KDV QRZ EHHQ VX- FLHQW "W TR &X#HO G "% e terms of

HPSOR\PHQW UDWH WR
just above the 4.6 percent rate experienced before
WKH UHFHVVLRQ ¢JXUH

With the economy and, particularly, the labor mar-
ket continuing to exhibit strength, the Federal Open
Market Committee (FOMC) of the Federal Reserve
Board raised the target for the federal funds rate a
quarter of a point in December, one year after the
last increase. The current target range is 0.50-0.75
percent.

Looking forward

tain, as noted above, some version of the following
changes are likely to be debated this year and pos-
sibly enacted:

e Corporate and personal income tax re-
form— While the top rates for both types of
taxes will likely be lowered, the details will de-

SHUFHQW PR Istng R34y cBul% wﬂt%(f_?unter—measures,

SXWWLQJ DW ULVN VRPH SRUWLRQ RI

lion in goods and services that the United States
exports annually.®

* Increased immigration enforcement and
stronger border controls —Any policies that
ex-President Barack Obama put in place, such
as the 2012 directive that the US Citizenship
and Immigration Services accept and process
“requests for consideration of deferred action,
which could enable people who arrived in this
country as children to receive employment au-
thorization for two years,” can—and most likely
will—be rescinded . It is unclear what other steps
to increase enforcement Trump plans to take,
but he remains committed to building a wall on
the US-Mexican border, with the Mexican gov-
ernment eventually covering the cost. Accord-
ing to the Pew Research Center, the number of
unauthorized immigrants in the workforce has
EHHQ VWDEOH DW DURXQG

WHUPLQH ZKDW WKH ¢(QDO LPSDRWedt &hd képlgceténtaf @amacare —

tax bills will be. The details will also ultimately

3RSXODU SURYLVLRQV RI WKH
Act (Obamacare), such as the ability to keep

FRXQWULHV WKH ¢UVW RI
DQG WKH PRVW UHF

z

o WKRX ACH K E 5By 53V VLIQHG LQWR ODZ

ELC

ELOOLRQ GH¢FLW LQ JRR
ELOOLRQ VXUS

WK F

PLOOLRQ VLQI

$ RUGDE



United States

Figure 1. Change in employment (in millions)
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Figure 2. Unemployment rate
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Any action by the United States to withdraw from
or fail to abide by the terms of an existing FTA
could invite counter-measures, putting at risk

some portion of the over $2 trillion in goods and
services that the United States exports annually.




United States

at a rate that alarms the FOMC, interest rates would

until age 26 and guarantee of coverage for pre- increase faster and possibly in larger increments
existing conditions, will most likely remain in than would otherwise be the case. This would ne-
whatever new health insurance law is enacted. gate some of the stimulus impact of lower taxes and
) increased government spending.
» Regulatory reform across agencies —One
RI WKH ¢UVW DFWLRQV LQ WK LOhe Dflthie Biggédt Gnno@ris i Haw\thé ii@w admin-
volve substantial changes to the 2010 Dodd- istration and Congress will choose to pay for the tax

Frank Wall Street Reform and the Consumer FXWV DQG LQIUDVWUXFWXUH VSHQGLC

Protection Act. ZLOO EH VLJIJQL¢{¢FDQWO\ ODUJHU LI
tax cuts and infrastructure spending bills with-
out taking steps to curtail spending. Even without

Following the election, the major US stock indices WKHVH FKDQJHV WKH EXGJHW GH¢FLV

reached new heights on expectations of at least  rise because of projected rises in Social Security

some of these actions actually being taken. But DQG OHGLFDUH VSHQGLQJ UHAHFWLQ:

with the economy nearing full employment, there lation. Trump suggested during the campaign that
is also an increasing awareness that some of these ~ he would not change Social Security and Medicare,
actions, particularly the stimulating impact of tax although some of his advisors as well as the speaker
decreases and infrastructure spending, along with of the house, Paul Ryan, are advocates of privati-
new trade restrictions, may drive up prices. Indeed, zation. Although the new administration may cut

LQ WKH WKUHH ZHHNV IROOR ZL Q JotheKentitement-pipgrants sughkas medliepl care
\HDU LQADWLRQ H[SHFWDWLRG U Dethe popr(Medigaidd chenging toedang=nkn path
LQJ SHUFHQW IRU WKH ¢UVW W pfihg bydget prithogtweformpipg Social Security and
¢ IXUH 6KRXOG DFWXDO LQADWPRELAREUW IDFE HFdHEG D WX B W

Endnotes

Bureau of Economic Analysis, US Department of Commerce, “National income and product accounts: Gross domestic
SURGXFW 7KLUG TXDUWHU &RUSRUDWH SUR4WV 7KLUG TXDUWHU -
OHDVHV QDWLRQDO JGS JGSQHZVUHOHDVH KWP

2. 2]FH Rl WKH 86 7UDGH 5HSUHVHQWDWLYH ([HFXWLYH 2]FH RI WKH 3UHVLGHQW
DJUHHPHQWY IUHH WUDGH DJUHHPHQWY DFFHVVHG -DQXDU\

3. Bureau of the Census and Bureau of Economic Analysis, US Department of Commerce, “U.S. international trade in goods

DQG VHUYLFHV 1RYHPEHU KWWS ZzZZ FHQVXV JRY IRUHLJQ WUDGH 3UHVV

4, :KLWH +RXVH 'HIHUUHG DFWLRQ IRU FKLOGKRRG DUULYDOV :KR FDQ EH FRQVL
JRY EORJ GHIHUUHG DFWLRQ FKLOGKRRG DUULYDOV ZKR FDQ EH FRQVLC

5. -H*UH\ 3DVVHO DQG 'S¢l bfDJ.R Ria@thorized immigrant workforce stable after the Great Recession Pew

5HVHDUFK &HQWHU 1RYHPEHU KWWS 7Z7ZZ SHZKLVSDQLF RUJ VL]F

IRUFH VWDEOH DIWHU WKH JUHDW UHFHVVLRQ




EUROZONE

Political risks will test
a resilient recovery

By Alexander Borsch

Introduction

New political risks materialized, ranging from the
unexpected decision of the United Kingdom to leave
the European Union to the defeat of the Italian gov-
ernment in a constitutional referendum. Neverthe-
less and quite surprisingly, the Eurozone economy
showed remarkable resilience and continued its re-
FRYHU\
within and outside the European Union. Although
growth rates are still moderate, the recovery has
been solid and is about to enter its fourth year.

2016: Not a bad year in
economic terms

brought some good economic news for the Euro-
zone:

UHODWLYHO\ XQD HFWHG

e 7KH RXWSXW JDS2WKH GL HUHQFH EHWZHI
tial and actual GDP—is narrowing, even if the
speed is slow.

e Labor markets are recovering, and job creation
is progressing at a solid pace.

Last year saw two developments on the labor mar-

ket that are shaping the recovery. First, the unem-

ployment rate dropped from 10.5 percent (Novem-
EHBROLWWRDO WKUEXOWQFHRYHPEHU 7K
WKH ORZHVW YDOXH VLQFH PLG 7R EH V
DUH KXJH GL HUHQFHV EHWZHHQ PHPEHU V
employment in the Czech Republic stands at 3.7

percent, while it is 23.0 percent in Greece—but the

general trend is clearly positive.

Second, employment and employment rates are
increasing. Employment has grown without inter-
ruption since mid-2013, and employment growth in
ZDV DW SHUFHQW WKH KLIJKHVW VLC(
The employment rate in the Eurozone is now close
to 66 percent, almost reaching its all-time high from

* SHDO *'3 ¢QDOO\ VXUSDVVHG LWV SUHKHGYEVZ W TBFUHDVHY LQ UHDO GL

and all Eurozone countries, except Greece, grew
in 2016.

come, this has led to purchasing power gains.




Eurozone

Quite surprisingly, the Eurozone economy showed
remarkable resilience and continued its recov-
HU\ UHODWLYHO\ XQD*HFWHG E\ S
within and outside the European Union.




As a consequence, private consumption has been
the main driver of the recovery in 2016. While the
contribution of net exports (exports minus imports)
was moderate, investments contributed in a minor
way. As in the last four years, corporate investments
developed more weakly than forecasted in the be-
ginning of the year, hindering higher growth rates.

Nevertheless, the Eurozone’s economy grew at 1.7
percent in 2017, slightly more than the rate in the
United States and higher than its (long-term) po-
tential growth rate of 1.1 percent® What is remark-
able is that the Eurozone economy stayed on track
despite the Brexit shock, the political crisis in Italy,
and concerns about the stability of the European
banking system.

Figure 1. Investment propensity of European corporates over the next 12 months

43% 42%

17%
Q3 Q1 Q3
2015 2016 2016
I Decrease N Increase Net balance

Source: Deloitte European CFO Survey, November 2016.




Eurozone

Figure 2. Economic Policy Uncertainty Index
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Source: Scott R. Baker, Nicholas Bloom, and Steven J. Davis, “Measuring economic
policy uncertainty,” www.policyuncertainty.com, accessed January 16, 2017.

- Ukraine crisis, and concerns about a hard landing of

ment restraint is political risks and uncertainties. the Chinese economy.
The economic resilience in 2016 does not mean that ) " ) n i
WKH SROLWLFDO VKRENV KDG QR KTEFEIMHW s9uye 9 §epr g B/eisahavt
. . look for 2017, as political events and associated
in the Eurozone reached new heights. The Econom- ; o } )
. . . risks could easily interfere with economic funda-
ic Policy Uncertainty Index, a news-based measure R )

. . . mentals. This is visible in the risk agenda of Euro-
of uncertainty, exploded after the Brexit and Italian

FRQVWLWXWLRQDO UHIHUHQGD ¢JIXUH? FROGREBYHY Y, ¢ IR H (XURSHEL

mostly about current political trends and the impli-
cations for their business. Geopolitical risks top the
risk agenda of CFOs in many European countries.

a much higher level in 2016 than in previous years,
which saw events such as the Greek debt crisis, the




Figure 3. Key business risks over the next 12 months

Germany

Geopolitical risks

Skills shortage

France

Global/European
economic uncertainty

Fiscal and social
policies in Europe

Source: Deloitte European CFO Survey, November 2016.

Downside risks

reasons. First, there are elections in the Netherlands,
France, and Germany: countries that represent
close to 60 percent of the Eurozone economy. Af-
ter the demise of the Italian government, snap elec-
tions in Italy are also possible. The recent strength
of anti-EU parties in many parts of Europe will
turn these elections into a crucial test for the future
course of the Eurozone. The risk of fragmentation
of the Eurozone and the European Union would rise
substantially with successes of anti-EU parties.

Another major political risk is Brexit. While the im-

Italy

Decreasing domestic
demand

Geopolitical risks

Spain

Political instability due
to lack of government

General uncertainty
and unstable global
economic recovery

European Union along the lines of the EU-Norway
relationship—have largely disappeared. A hard
Brexit seems now much more likely; even an un-
controlled Brexit, if there is no agreement, is con-
ceivable. Once the negotiations start, the Brexit
scenarios and the disruptive potential of the more

extreme options will add to uncertainty on political,

HFRQRPLF DQG ¢QDQFLDO PDUNHW OHYHOV

A third uncertainty is closely related to the rise of
anti-globalization and anti-EU parties in Europe
and movements in Europe itself and elsewhere. As a
highly export-oriented economy, the Eurozone ben-
HeWWHG VXEVWDQWLDOON IURP
trade in the post-war era as well as from the remov-

PHGLDWH HFRQRPLF DQG ¢ QDQFL blof trageuestiations withiF e Bu@pean Union

were milder than anticipated, Brexit is a process
and not a one-time event. In the last few months,
hopes for a soft Brexit—that is, a continuing close
relationship between the United Kingdom and the

through the internal market. The rhetoric of deglo-
balization and higher protectionism within Europe
and outside of it therefore directly challenges the
Eurozone’s growth prospects and is a fundamental
risk to its future.

WKH OLEHUD



Eurozone

Geopolitical risks top the risk agenda of
CFOs in many European countries.

Upsiderisks ZLWK IDYRUDEOH ¢(¢QDQFLQJ FRQGLWLR
signal for an acceleration of corporate investments,
stabilizing and strengthening the recovery.
VHHP WR EH QXPHURXV DQG DUH (;UPOK\ L\/QZVE\)/\KHSFHQWFFUV A0 GULYH H
Rl SXEOLF DWWHQWLRQ WKHUH L\_/QD\%VLR D ALS W&;W I VGI%H
: . : ) . ) cial markets to an unusually high degree in 2017,
downside political risks fail to materialize, there is

: . : and key political events will likely result in consid-
likely to be strong impetus to the ongoing recovery.
: : : HUDEOH YRODWLOLW\ RI HFRQRPLF DQ
For example, if European populist parties lose mo- ) )
: : : expectations. Whether the recovery can keep its

mentum in the upcoming elections and have no or N ) ) )

. . : resilience and continue to develop irrespective of
minimal electoral successes, political uncertainty

itical inties is therefore t ial ques-

IRU EXVLQHVV ZRXOG EH VLJQL¢F ?g&é{i@zog‘f;ﬂﬁ'%'ﬁsﬁﬂ perefora the grucial ques
. . . . . . . | | .

the current high capacity utilization in combination

Endnotes

(XURVWDW 1HZV UHOHDVH (XURLQGLFDWRUV -DQXDU\
2. European Commission, European economic forecast, autumn 2016 1RYHPEHU

3. 2(& 6WDW KWWS VWDWV RHFG RUJ DFFHVVHG -DQXDU\




New US policies could
hurt exports

By Ira Kalish

The State Ofthe economy UHAHFWY FRQFHUQV WKDW WKH QHZ 86 DG

will implement protectionist policies that could hurt
- Chinese exports. It is notable that Chinese exports
lars, declined 6.1 percent from a year earlier. For all to the United States continue to grow, yet possible
of 2016, exports were down 7.7 percent, the second policy shifts in the United States put such growth at
consecutive year of decline and the steepest decline risk. Meanwhile Chinese imports, measured in US
VLQFH WKH JOREDO ¢QDQFLDO FU talary, viete up only [B1Roereent imOcember ver-

the United States and South Korea were strong, up sus a year earlier. This was a slower rate of growth

DQG SHUFHQW UHVSHFWLYHOWKBEXWP BB RDQDOWRNVREWKQQWLFLSDWHG DQG U
er locations fared poorly. Exports to the European domestic demand. In addition, much of what China
Union were down 4.7 percent, and those to Japan imports involves inputs that are used to produce ex-

were down 5.5 percent. The overall weakness in ex- portable goods. Thus export weakness fuels import
SRUWV UHAHFWHG VHYHUDO IDFW Reéakhess KH QHIJDWLYH LPSDFW
of an overvalued currency, the negative impact of

rising Chinese labor costs relative to other countries, $ Y R |_ G |_ Q J D E X E E O H

and relatively weak global demand.

Going forward, many observers are pessimistic
about the prospects for Chinese exports. This partly house prices is working. In November, house pric-

Indeed, much of the frothy behavior of house prices

in recent years has been due to excessive specu-
lative activity on the part of Chinese investors.







es in the country’s four big coastal cities (Beijing,
Shanghai, Guangzhou, and Shenzhen) increased
only 0.1 percent from the previous month. This fol-
lows many months when prices rose 3.0-4.0 per-
FHQW SHU PRQWK ,Q DGGLWLRQ

estingly, foreign bank lending to Chinese nationals

has actually decreased in the past two years. Yet

the repayment of the massive loans taken prior to

WKDW FRQWLQXHV WR JHQHUDWH VXEVWDQ
da@QitaWA{dd, thdvevVisvnoKne@ad Rfl capital control

FHPEHU WKH YROXPH Rl UHVLGHQWKDW WRR U R/SDEEPHROGFRXOG XVH WR VWFE

fell 17.0 percent from a year earlier.

Among the measures implemented by many local
governments are restrictions on purchases of sec-
ond homes, requirements for larger down payments,
and restrictions on borrowing for the purpose of
purchasing land. The government in Beijing recent-
ly defended these actions, saying, “Houses are for
living in, not for speculating with.” *

Indeed, much of the frothy behavior of house prices
in recent years has been due to excessive specula-
tive activity on the part of Chinese investors. In the
past several years, the government has gone back
and forth on this issue, stimulating housing when
the economy weakened, and restricting housing
when prices threatened a speculative bubble and
when debt appeared to grow too fast. We are now in
the former phase, and many analysts expect hous-
ing market activity to decline in the coming months.
Yet, if this leads to a slowdown in the economy, the
government could reverse course. On the other
hand, some analysts expect that the government
will accelerate the pace of infrastructure investment

Thus downward pressure on the currency is likely
to continue.

This means that the central bank will either con-
tinue selling foreign currency reserves in order to
stabilize the currency, or it will simply allow the cur-
rency to fall in value—something many analysts now
expect. Yet there will clearly be a political cost to al-
lowing depreciation. The incoming Donald Trump
administration in the United States is already com-
plaining about the value of the renminbi. A cheaper
renminbi could lead to further calls for trade restric-
tions. Moreover, a cheaper renminbi will mean that
Chinese companies with dollar-denominated debts
ZLOO KDYH JUHDWHU GL FXOW\ VHUYLFLQJ W

YRU PDQ\ \HDUV ZKHQ FDSLWDO LQARZV LC
put upward pressure on the renminbi, the Chinese

central bank fought currency appreciation by furi-

ously purchasing foreign currency reserves, many of

which were held in the form of US Treasury secu-

rities. The question has often arisen as to whether

there is a risk that China might wreak havoc with

86 ¢ QDQFLDO PDUNHWYVY E\ GXPSLQJ ODUJH D

LQ RUGHU WR R VHW D GHFHOHUD WS R€asurQ b&nRX Vhie Qrikwer is that the Chinese

Currency concerns

RXWARZ RI FDSLWDO
downward pressure on the value of the currency.
As such, they have instituted some capital controls
meant to discourage Chinese companies from ac-
quiring overseas assets. Yet the reality is that bank
lending accounts for a much larger share of capi-

DUH XQOLNHO\ WR GR WKLV DV WKH\ ZRXOC
capital loss.

Moreover, Chinese holdings, large as they are, do
not represent a systemic risk. Even a large sale

I[URP &KLQDE\ZWKFHK gk KWW ERXOG QRW EH VX FLHQW

the market substantially. Indeed, it turns out that

China has actually been selling US Treasuries in
large amounts. Although it may be wrong to say
that they would never do this, it is correct to say
that the impact would be muted. For the past three

WDO RXWARZV WKDQ GLUHFW LQY HyyRAH QM s Qv bRF WX WRARYKHIURP &KLQD KDY

¢UVW QLQH PRQWKV RI
LQYHVWPHQW ZDV

R XW E R¥rQ fredauré)dm i/ cliireHdy. L &der to prevent
ELOOLRQ ZKth@dhribh&/HromXdWppRd shihfhyPin value, the

EDQN OHQGLQJ DQG VHFEXULWLHYV céd@al BanKY IRakl @a&h fuHodsly selling reserves,

billion. A leading economist, Brad Setser, says that

including its stash of Treasuries. The result is that,

3VHYHUDO KXQGUHG ELOOLRQ LQ ko &A% b IditeMteRadast i Us holder

sociated with repayment of existing loans.”? Inter-

of US Treasuries. That status now belongs to Japan,




China

Market economy status would imply that the prices

of Chinese goods are determined by market forc-

HV UDWKHU WKDQ E\ JRYHUQPHQW 4C
PDNH LW PRUH GL]FXOW IRU &KRLQD V
impose anti-dumping duties on Chinese imports.

US bond yields have risen since the election, they
were historically low for most of 2016, a period
during which China sold Treasuries at a rapid pace.
Thus Chinese sales do not appear to have made any
GL HUHQFH
sharp depreciation of the renminbi suggests that
such sales are likely to continue. And now that the
US Federal Reserve has begun interest rate normal-
ization, the downward pressure on the renminbi is
likely to increase.

Market status

(WTO) 15 years ago, it was not given market econ-
omy status because of the heavy involvement of the
Chinese government in the economy. However, the
United States and the European Union had made a
commitment that, eventually, China would be given
such status. Market economy status would imply
that the prices of Chinese goods are determined by

on Chinese imports. Not having achieved this sta-
tus, China is launching a case at the WTO that such
status should now be granted. China’'s case rests on
a clause in its accession agreement with the WTO
indicating that there would be an automatic shift

JRU &KLQD WKH QHF b\Wdilksv staiRi$ nD Wi tlkah QS ydars after acces-

sion. If the WTO rules in China’s favor, the United

States and the European Union will have no choice

but to comply. So far, however, both have resisted

China’s demands for market economy status. They

have pointed to China’s alleged dumping of cheap

steel on the global market, fueled by excessive and
XQSUR{WDEOH SURGXFWLRQ E\ VWDWH
China. They claim that a large part of China’s econo-

my is not yet characterized by market status.

The incoming Trump administration is expected to
take a relatively protectionist stand on trade with
China. It is not yet clear, however, what this will
PHDQ LQ WHUPV RI R FLDO 86 UHVLVW
desire for market economy status. It is possible that
the United States and the European Union will seek
concessions from China in exchange for granting

PDUNHW IRUFHV UDWKHU WKDQ E\sugistattd! 2 Fhst&adV the MO nikidt rule on Chi-

VXFEFK
trading partners to impose anti-dumping duties

LW ZRXOG PDNH LW PRUH &ds Hafn® e grBddsséeduld@aRelliy to two years.
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Continued weakness in
yen may boost growth

By Ira Kalish

Good news on growth

of 2.2 percent in the third quarter. * This was far bet-
ter than many analysts had expected. The strength
of GDP growth was largely due to trade. The growth
of exports combined with shrinking imports con-
WULEXWHG SHUFHQWDJH
points of the 2.2 percent
growth. Export strength

is attributed to the revival

of the US economy and
the stabilization of the
Chinese economy. Busi-
ness investment did not
grow at all. It should be
noted, however, that the
cUVW HVWLPDWH
GDP in each quarter is
RIWHQ VLJQL¢FDQ
in later months. Thus the
latest report ought to be
taken with a pinch of salt.

Going forward, the weak-

ness in the value of the Japanese yen should enable
further export growth. This will be helped by an
acceleration in global economic growth. Stronger
export growth might lead businesses to accelerate

7KH ODJJHA(
of a strong yen
could also boost

imports, thus
subtracting
from economic
growth.

the growth of investment. Also, the expected gov-

HUQPHQW ¢(¢VFDO VWLPXOXV LV OLNHO\ WR ¢
to growth. On the other hand, consumer spend-

ing could remain weak, given low wage gains. The

ODJJHG H HFW RI D VWURQJ \HQ FRXOG DO’
ports, thus subtracting from economic growth.

Therefore, a reasonable scenario is that economic

growth remains modest at best

in the coming year.

Vioneawary policy
remains hopeful

monetary policy unchanged
at its latest meeting, with the
benchmark interest rate at
-0.1 percent, the 10-year bond
yield capped at O percent, and
the pace of asset purchases
(known as quantitative easing)
unchanged. Investors expect
the BOJ to leave policy un-
changed in the months ahead.
Meanwhile, the value of the yen has fallen sharply
since the US presidential election. BOJ Governor
Haruhiko Kuroda said that the drop in the yen was
“not yen weakness, but dollar strength. | don’t thi nk







the level it's at is surprising.”? Indeed, the US dol- of the government’s debt. Currently, the BOJ holds

lar has strengthened against most major curren- DERXW SHUFHQW RI JRYHUQPHQW GHEW
cies due to market expectations that the new US will continue growing as the BOJ purchases debt
DGPLQLVWUDWLRQ ZLOO SXUVXH [@aferHHa 0t G\Vdste® bylihe govEmraent. As in-

policy. Whatever the reason, the drop in the yen tended, this will keep bond yields very low. Mean-

VKRXOG KHOS ERRVW -DSDQHVH vihQeAds\hobdRyieldsArkthe-WhitédHbtates rise, the

mains dormant. The BOJ is optimistic that this gap between the two should contribute to further

will change. It said that “the year-on-year rate of downward pressure on the value of the yen, which

change in the consumer price index is likely to be is the BOJ'’s intention.

slightly negative or about O percent for the time
being. As the output gap improves and medium- to

ORQJ WHUP LQADWLRQ H[SHFV@WW%Q'G@quﬁaQWiN H[SHFWH

to increase towards 2 percent.”

The BOJ has been expecting a reversion to higher ~ frations is that, despite low unemployment and

[

LQADWLRQ IRU WKH SDVW VHMHUDOLVHEOU VL QAR WA @ o DAWPHYIW KDYH EDUHO\ EX

pectations might not appear credible to investors. means that real incomes are actually declining,

Indeed, during the period when the BOJ kept ex- leading to very weak growth of consumer spending.

SHFWLQJ SULFH ULVHV WR DFF3 O HUDWHeeL @ADWOLR G/SUeEPD lo@elerate

close to zero. Part of the problem is simple demo- ~ Wage gains. In a meeting with business leaders, he

graphics. A declining population is exacerbat- said that he expects them to boost wages in 2017 by

ing the problem of excess capacity. On the other at least the same rate as in 2016 In the Japanese

hand, the recent rebound in oil prices might raise system, there is a national negotiation each year

-DSDQHVH LQADWLRQ DW OHDVW WHESRYBIGTON ang VNIPRUSSWICEE goals.

yen, if the new US administration follows through Businesses are not required to follow suit, but

ZLWK (VFDO VWLPXOXV LW LV SRWWOELEHIONwRED W sty ki leRa@pted to

will rise more, thus pushing the yen down further. LQAXHQFH WKHVH QHJRWLDWLRQV DQG LV C
7KLV ZRXOG KHOS ERRVW -DSDQHMHWOABWYRQ WO zWES \HQ KBV DSSUHFLDV
as improve the competitiveness of Japan's exports.  tion reared its ugly head. Abe evidently fears that

On the other hand, a more protectionist US policy PDUNHW FRQGLWLRQV ZLOO KXUW SURVSHF
could damage Japan’s massive trade sector and cant wage gains. Yet now that the US dollar is once

lead to slower growth of exports. That, in turn, again rising, and, given the tightening of Japan’s

could further damage business investment. job market, he hopes to push wages higher, thus

boosting prospects for consumer spending growth.
One interesting aspect of Japan’s monetary policy

is that the BOJ is accumulating a very large share

Following the US election, it is clear that the TPPis
dead. Thus Abe, who had expended some politi-
cal capital in order to obtain parliamentary approv al
of the TPP, will now face a substantially changed
and more challenging political environment.




External risks

Japanese government implementing structural

Japan

dead. Thus Abe, who had expended some political
capital in order to obtain parliamentary approval o f
the TPP, will now face a substantially changed and
more challenging political environment. Moreover,

UHIRUPV ZRXOG R HU WKH EHVW KR3HKIRQ DOFXWHWNLQB®LNHOLKRRG RI

improvement in the rate of economic growth.®

7KLV ODVW 3DUURZ" RI $EHQRPLFVWEK WKHWRR®ODWEHIDWW GDPDJIH

because it is the most politically controversial. Yet
Abe had hoped that implementation of the Trans-
3DFL¢F 3DUWQHUVKLS 733 D

between Japan, the United States, and 10 other

tween the United States and China, Japan stands

-DSD(
play a critical role in China’s manufacturing sup-

ply chain, contributing high-tech inputs to prod-

| U Higts Way &r&agsdamnbledHin Ghing far export to the

United States and elsewhere. A decline in Chinese

3DFL¢F 5LP QDWLRQV ZRXOG SUPRrade@vith the Bnied Btacesywvkitid, therefore, be

political cover necessary to obtain structural re-
forms.® The TPP would have required Japan to do
many of the tough things that would open markets
and encourage greater productivity. However, fol-
lowing the US election, it is clear that the TPP is

detrimental for Japan. Thus it is no surprise that

$EH ZDV WKH ¢UVW IRUHLJQ OHDGHU \
with Donald Trump following the election. He like-

ly made the case that changes in the trading regime

should be undertaken with care.

Endnotes

$00 VWDWLVWLFV LQ WKLY DUWLFOH DUH VRXUFHG IURP 6WDWLVWLFV -DSDQ K

2. 5RELQ +DUGLQJ
FRQWHQW DD F H |

3. Ibid.

4. &RQQRU &LVOR

5. $NUXU %DUXD
KWWSV

6. :LOOLDP 6SRVDWR

%DQN RI -DSDQ UDHAindtd TitdeR Z \WKF HRPEMHOQR R N
FDF |

$EH JRYHUQPHQW
ZZZ EORRPEHUJ FRP QHZV DUWLFOHV

-DSDQ 7ZR DBlobdlReovomidOrRtiGbl QA
GXSUHVV GHORLWWH FRP GXS XV HQ HFRQRP\ JOREDO HFRQRPLF RXWC

KWWSV 7z

EXGJHW UHZDUGV FRPSDQLHV WKDW SOD
DEH JRYHUQPHQW V EXGIJHW Ul

'"HORLWWH 8QLYHUVLW\ 3UHV"'

$EH ZDQWV WR EH W KbreignDPOMYy | UBHGIXWW\DGH VDRWMWE IRL

FRP DEH ZzDQWV WR EH WKH ODVW IUHH WUDGH VDPXUDL




The pains and gains of
demonetization

By Rumki Majumdar

Introduction lihood, going to create a big ripple in the economy,
ZKHUH D VLJQL¢{¢FDQW SURSRUWLRQ RI WUI
conducted in cash, and over half of the population
report on India’'s outlook by quoting the latest didn’t even have bank accounts before the demon-
quarterly GDP growth. India grew at 7.3 percent etization move.* The question that worries investors
year over year in Q2 FY 2016-17 and is among the is how deep and long will this ripple be.
fastest-growing economies of the world,' and eco- ., . )
: . In addition, global uncertainties have increased
nomic fundamentals are still very strong. However, it 4T N lection: t
UHFHQW HYHQWYV VSHFL¢FDoO\ L& WARMDTBRS 18 &N HY ©'5e0 e
: . continued slowdown of the Chinese economy and
reshaped expectations and raised concerns about
L . o WKH UHVXOWLQJ ¢QDQFLDO WXUPRLO WKH
India’s future growth. International organizations

. oil prices due to the Organization of Petroleum

such as Asian Development Bank as well as a few ) i o )

. . . i Exporting Countries’ (OPEC’s) decision to cut oil
credit rating agencies and broking houses now ex-

. . roduction volumes; and the fallout of Italy’s ref-
pect growth to be slower than previously estimated P o y o
by 30-350 basis points.2 erendum to amend constitutional reforms (within

a few months after Brexit), followed by the Italian

Very rarely is an economy that grew at 7.2 percent government’s decision to recapitalize its oldest and

LQ WKH ¢UVW KDOI RI WKH ¢ VF-DO tash toulbegenky Kpse exes_atedikelynid @ave

tains strong economic fundamentals, expected to VLIQL;FDQW ORQJ WHUP LPSOLFDWLRQV IR
retreat from a robust growth path. 2 The reason be- QRPLF DFWLYLW\ WUDGH DQG LWV UHODWL
hind this setback in growth expectations is the gov- overall path to prosperity.

HUQPHQWY{V GHFLVLRQ WR GHPRQHWL]H RYHU SHUFHQW
L . o At the time of writing this article, very few data
of the currency in circulation overnight in order to

N e ilable to ohjectively assess the impact of
FXUE WKH ARZ Rl XOQDFFRXQWHG LFRMIE0IE {§ SReSiYRY, 2985 pact
: - demonetization on businesses and growth. The lim-
of counterfeit currency (which is understood to
. LWHG DYDLODEOH GDWD VXJJHVW WKDW WKt
fund illegal activities), push the economy toward a

. . : downside risks to economic activity in the second
cashless digital system, and bring the unorganized

. KDOI RI WKLV ¢(VFDO \HDU )< + +RZHYI
and unbanked sector under the ambit of the formal } ) ) o
) , o ) disruption to economic activity is expected to be
economy. This government’s program is, in all like-




India

Very rarely is an
economy that grew
at 7.2 percent in
WKH 4UVW K
A4VFDO \HD

that still maintains
strong economic
fundamentals, ex-
pected to retreat
from a robust
growth path.




temporary, as this demonetization initiative is not term as businesses grapple with managing their

expected to destroy demand permanently but mere- supply chains while the economy remonetizes. This
ly postpone it by a few months. As this article shows, does not bode well for an economy whose growth
economic activity is likely to bounce back, and has continued to remain lopsided, with consump-
JURZWK PD\ DFFHOHUDWH LQ )< ti;n (bRQ pWdddHarE yFWNrnRkent) doing most of
strong fundamentals still in place, implementation the heavy lifting. As per the latest data, investment
of reforms, easing monetary policy and credit con- growth continued to contract for the third quarter
ditions, and infrastructure spending. More impor- in a row.®

WDQWO\ LQ WKH ORQJ UXQ ,QGLD PD\ EHQH¢{W LPPHQVHO\
. S Contrary to expectations, the potential impact of the
from the increased digitalization of the economy

. . ZHDOWK H HFW VKRFN KDV SURJUHVVLYHO\ G
and expansion of the formal banking sector. )
percent of the old notes have been deposited by the
'"HPRQHWL]DWLRQ P L 3KARFcemq %7 JIt 'Grippoting that, due
. WR ODFN RI GDWD LW PLJKW EH GL FXOW \
economy In the Short term much of the cash returned to the banks can be spent

7KH XQIROGLQJ H HFWV RI WKH z \WREFHBBIY Ehenwads. Grrsens over the
highest-denomination bank notes (500 and 1,000 QHJDWLYH H HFW RI WKH XQUHWXUQHG PRQF

,QGLDQ UXSHHV VLQFH 1RYHP EHUu"thelongrpnhayeseeqmifipaggd. Consumers will
clear. However, there are two immediate channels likely come back with pent-up demand once curren-
through which demon- cy circulation normalizes.

etization may impact eco- Nevertheless, the impact
nomic activity: the nega- of a liquidity squeeze has
WLYH ZHDOWK H HFWC\QIEQ(;%rnS over the

been widespread. To add

and the liquidity squeeze. Q H J D W I_ Y H H L H EIVlVVS INLW I‘Q/I{'h H HFWL)Y

The negative wealth ef- currency in circulation

fect shock could happen unretu rned money in the economy fell to 5.2

if not all the old demon- H

etized currency gets back on demand In the gzt:;;eifzszzlgiro?
WR WKH V\YWHP D Iﬁm\gqun have been 11.3 percent of GDP be-
purchasing power in the fore the demonetization

long run and destroying mltlgated . Consumers 1RYHPEHU 6
demand  permanently. W|” ||ke|y come baCk This squeeze in liquidity

The liquidity squeeze has left businesses, espe-

will likely be the result with pent-up demand cially small and medium-

of a fall in the currency scale enterprises, scram-

in circulation and the once Currency CIrcu- bling for cash to run their

limited credit availabil- . : day-to-da: operations,

ity because of withdrawal |at|0n normallzes' wh>ille Iov)\//er v\?orkplace

limits, again restricting activity has impacted

purchasing ability tem- jobs. Unskilled and daily

porarily, which will be wage laborers have been

the case until credit constraints are removed. WKH PRVW D HFWHG DV WKHLU HPSOR\HUV

The most obvious impact of these two would likely payments on a daily basis.

be on consumption, which has been the strongest According to a primary survey conducted by the
pillar of growth, as households feel the cash crunch. State Bank of India (SBI) between December 30
At the same time, the possibility of any revival in DQG -DQXDU\ SHUFHQW RI WKt

long-term investment also plummets in the near VSRQGHQWY D UPHG WKDW WKHLU EXVLQHV)




construction sector and informal roadside vendors

ZHUH DPRQJ WKH ZRue/parfdm&hEeVHGOHVY HFRQRP\ FDQ JR D ORQJ ZD\ LQ Ul

management index (PMI) data released early in

ated with this move. However, expanding the for-
mal economic grid and building a digital and cash-

path to prosperity.

-DQXDU\ UHD UPHG WKDW WKH FDVK FUXQFK WRRN D WROO

on the manufacturing sector, as it contracted sharp-
ly in the months post demonetization. Output and

It is expected that rising deposits will increase li-
quidity in the banking system in the near term. This

QHZ RUGHUV IHOO LQ 'HFHPEHU ﬂ"b"kﬁv’mfi'p bEf\‘}WOW‘E pigr paince sheets

2016, and companies reduced their purchases and
payroll numbers substantially. At the same time,
rising input costs (owing to supply chain disrup-

WLRQV DQG LQFUHDVLQJ RLO sULFHV CHHSXPAE HURWPHhFYLQ? CRZQ L

gins for producers, as they failed to pass on the cost

LQADWLRQ WR RXWSXW FKDUJHV

est pace since August 2016.

Demonetization has also impacted consumer de-
mand, as demonstrated by falling sales in the auto
industry post demonetization. Both passenger car
as well as two-wheeler segment sales reported the
highest year-over-year decline since the Society of
Indian Automobile Manufacturers (SIAM) started
UHFRUGLQJ WKHASé&peéted, Qouse sales
and new home launches took a substantial hit in the
October—December quarter in eight major cities.

On the positive side, falling demand has resulted in
declining prices across the board, indicating that the
consumer price index may fall short of the Reserve
%DQN RI ,QGLDYV 5%,1TV
in March 2017. In addition, it is expected that some
of the deposits in the form of old currency might
attract tax and penalties and increase government

and increase t
H¢ WV RI
lending rates. Again, suppressed demand and the li-

elr willingness to pass on the ben-

tions, giving the RBI further room to cut policy rates.
Y EE BRUAYEW Ry
waning and the increasing pOSSIbIlIty of further
monetary policy easing, demonetization may not
destroy demand permanently but merely postpone
it for a few months. In other words, once the liquid-
ity issue is resolved, demand and production will
surge back, compensating for the lost momentum.

In the long term, demonetization may encourage

the economy to gradually move away from cash-
based transactions to an electronic payment—based
system. According to the SBI survey mentioned ear-
lier, 15 percent of cash-based transactions (worth
250 billion rupees) have moved to digital transac-
tions in the past two months.! This may also ac-

FHOHUDWH WKH JRYHUQPHQWTY{V LQLW
S H U F HQuwbnLky A Ri@re WfDHg JbeEpMation into

WKH IRUPDO ¢QDQFLDO QHW
targeted approach, several small and marginal trad-
ers, merchants, and grocery shops could be brought

India

SROLF\ UDWH FXWV WR FRQV

V\%Iﬁl-zl QHJIJDWLYH Z

:LWK SUR

UHYHQXHY WKHUHE\ LPSURYLQJ Widthe \dimBl@cdadn® Bn@UEgH digital platforms.

7KH FRUSRUDWH VHFWRU PD\ EHQH¢{W
DV ZHOO 7KH ¢QDQFLDO HVSHFLDOO'
com sectors have immense potential to grow and

innovate as more people (especially from rural In-

GLD FRPH LQWR WKH IRUPDO ¢(¢QDQFLIL
digitalization may provide the information technol-

ogy (IT) and IT enabling services (ITES) industries

greater opportunity to develop software that en-

An opportunity to
transform India in the
medium to long term

Undoubtedly, demonetization is likely to impact
economic activity adversely, at least in the short
term (two or three quarters), assuming the econo-
my quickly remonetizes within the next couple of ables digital transactions and to expand services for
months.** +RZHYHU ,QGLD FDQ EHQH(;tH/é(m\égggs\./WDQWLDOO\

in the medium to long term if it optimally uses the

opportunities this initiative may provide. At present, Sectors that are highly dependent on cash transac-
it might be hard to assess the implications, given tions, such as manufacturing and construction, will
WKH GL FXOW\ LQ HYDOXDWLQJ FRliely\pephth 3he manufaciunngosgolor kas been




election, rising global oil prices, and the heightened
global uncertainty resulting from China’s slowdown
SECTORS THAT WILL BE DQG JHRSROLWLFDO DQG ¢(QDQFLDO WHQVLR
AFFECTED BY MONETIZATION o o
Donald Trump’s win in the US presidential elec-

Positively WLRQV LV RI JUHDW VLJQL.FDQFH GXH WR ¢
e E-commerce changes on a number of fronts, and it has the po-
tential to impact the global economy considerably.
Expectations that the new administration might
increase government spending (through infrastruc-
« |ITES ture outlay) have resulted in considerable optimism
in the US equity and bond markets. However, the
US president has also hinted at the possibility of
» Agriculture stricter US trade policies, where he has the author-
/X[XU\ JRRGV 689V JHPV ity to act independently. A stricter trade regime may
impact India’s exports to the United States, as well
as cross-border capital movement. That said, these
Commodities are all speculations, and it will take a few months to

» Banking industries

* J)LQDQFLDO WHFKQRORJ\

Negatively

Real estate

7UDGLWLRQDO UHWDLO UR get clarity about Trump’s policy direction.

S UEREVERWE In November, OPEC struck a long-sought agree-

ment to reduce production by 1.2 million barrels a
day.?? If the member countries stick to this agree-

VWUXJJOLQJ WR JURZ DW D VWHD Gner$ Rifith RQ hBQ GeelRR dovhly QFilt, a cap on

2011. With demonetization and the ensuing cash production will likely reduce the supply glut that
crunch, this sector’s revival might be pushed fur- has depressed oil prices for over two years. Gradu-
ther away. However, manufacturing and mining are ally rising oil prices are likely to impact the trade

also the sectors where the majority of businesses GH¢FLW Rl ,QGLD ZKLFK LV D QHW LPSRUWH
do not fall under the formal economic grid. Forcing

these businesses to operate in the formal economy
is surely desirable, even though it might imply that
these sectors may have to go through a prolonged the rise, which is evident from the fallout of Italy’s
and painful transition, as unviable units close and referendum and the increasing criticism of strict
low-skilled and daily wage jobs are lost. austerity policies imposed by the European Union

throughout large parts of the continent. Many Eu-
There might be some corrections in real estate URSHDQ QDWLRQV DUH ZLWQHVVLQJ WKH UL

The impact of the Brexit issue has been muted so
far, as expected. However, Euroscepticism is on

prices, too, which is already evident in some of the of nationalist and far-right parties as well as anti-

big cities. However, real estate prices were due for  globalization sentiments. In addition, the ltalian

correction for some time now, particularly in the government's bailout of the country’s banks and the

repurchase market; a correction in prices will likely (QDQFLDO WURXEOH ZLWKLQ &KLQD KDYH XQG

KDYH D GLVLQADWLRQDU\ LPSDFWnRQEs RBNudaRPdirgDdy economies are

fordable for taxpayers. ZLWQHVVLQJ VWURQJ FDSLWDO RXWARZV :
L dollar has appreciated substantially in the past few

Global uncertainties months,

pose risks

India, too, has witnessed a strong portfolio invest-
PHQW RXWARZ VLQFH 2FWREHU ZKLOH IRUH
OLNHO\ WR KDYH D VLJQL¢;FDQW LPRVWRHRY b@ABR4Y KRRD VRIWHQHG 7KDW

omy in the coming quarters: the outcome of the US good relations with Trump in the past, a stronger




India

dollar, and strong demand for software developers attempts to contain the pain and tap into potential

and professional services in the United States will gains. Global uncertainties may accelerate capital

likely help India’s IT and ITES industries grow at a RXWARZV +RZHYHU VWURQJ 4XQGDPF
sustainable pace. IRUP LPSOHPHQWDWLRQV WRJHWKHU

Overall, as events unfold, several forces will con-
tinue to reshape growth expectations in the coming
months. The impact of demonetization is likely to
be more transient than what the market anticipates,

WLRQ DQG PRQHWDU\ SROLF\ ZLOO OLI
direct investments and business sentiments steady.
The likelihood of continued appreciation of the US
dollar against the Indian rupee will help increase
revenues and the competitiveness of India’s export-
WKH ORQJ UX dD

ZLWK VXEVWDQWLDO SRWHQWLDO EH%I—E)' WV LQ
ted bsinesses.
However, these depend on the government’'s next

orien
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MEXICO

Embracing trade as a source
of economic growth

By Jesus Leal Trujillo and Daniel Bachman

Introduction

protectionism and industrial substitution to fully
embrace trade as a strategy for sustained econom-
ic growth. While 2016 was a particularly volatile

\HDU IRU LQWHUQDWLRQDO (;QDQég?;ﬁ?ggo(l\lﬁ\'fm\)veenﬁe?neth\?vHrgec?HStates’

Mexico will continue to bet on commerce as a major
driver of economic growth.

Mexico was not always a beacon of free trade. For
many years of the past century, Mexico’s economic
development strategy followed a model that shield-
ed national industries from foreign competition

commodity prices and overly reliant on a single
export good. After several economic crises and re-
peated currency devaluations, Mexican authorities
fundamentally changed their approach to trade.

The signing of the North American Free Trade

GD DQG OH[LFR LQ PDUNHG D SLYR
ment for the Mexican economy. Since then, Mexico
KDV UDWL¢HG PRUH I[UHH WUDGH DJUHHP
with 46 countries, and it is among the countries
with the most FTAs in the world.* As a result, ex-
ports of goods and services contribute to more than
one-third of the GDP, up from just 11.0 percent in

WKURXJK KHIW\ WDUL V RQ LPSRUWY ZBKXVHSURWHFWLRQLVW

strategy coupled with a monopoly on oil production,

UH(QHPHQW DQG GLVWULEXWLRQ UFVREW RS e Ppe Re5g @ critcal
WKDW ZDV YXOQHUDEOH WR AxFw RSW MPEes og & WYJBB\}\W‘?{O&%TS

surprising that authorities and economic stakehold-

After several economic crises and repeated

currency devaluations, Mexican authorities
fundamentally changed their approach to trade.
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Figure 1. Exports of goods and services as share of GDP
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of President Donald Trump to renegotiate NAFTA.
Although concrete actions have yet to be announced,
press reports suggest that some of the largest auto-
motive manufacturers in the country have already
halted or canceled investment projects.? However, a
drastic alteration in the trade terms of NAFTA can
also create major disruptions in the United States,
since Mexico is the largest export market for Texas,
California, and Arizona, and the second-most im-
portant market for another 20 states. *

A healthier approach to trade

was a consequence of high international oil prices
and newly discovered oil production sites, which
resulted in unprecedented growth for Mexican ex-
SRUWV %HWZHHQ DQG

other petrochemical products registered double-
digit compound growth rates. * However, the large

SUR¢WV IURP WKH H[SRUW IUHQ]\ &RE&E HRMWY Wb QRYDMR AR LQ

higher productivity in these sectors. By the time

crisis that rocked the foundations of the Mexican
economy’S %HWZHHQ 6HSWHPEHU DQG '"HFHPE
WKH OH[LFDQ SHVR GHSUHFLDWHG <
against the US dollar, while the economy contracted
SHUFHQW LQ DQG SHUFHQW LQ

In response, Mexican policymakers started a se-

ries of reforms aimed at liberalizing the economy

DQG RSHQLQJ LW XS WR LQWHUQDWLRQDO
OH[LFR MRLQHG WKH *HQHUDO $JUHHPHQW
and Trade, the precursor to the World Trade Orga-

QL]DWLRQ DQG LQ LW VLIQHG 13$)7$ )7
Colombia, Nicaragua, the European Union, Japan,

and other countries followed. Today, Mexico’'s FTAs

touch over a billion consumers, and Mexican com-

panies have access to a market that makes up about

60 percent of the world’s GDP.

The new-found openness of the Mexican economy

HKPYWWHE X RWH G R D PRUH GLYHUVL:HG ED'

exported and has contributed to the generation of

clusters of industrial activity in higher-value-added

PLQHUD(
DQG SHUFHQ)\

IXHO RLO DFFRXQWHG IRU

RLO SULFHV VWDUWHG WR IDOO LY 3R4fhe catggonyaeqouifed|iorlgsg than 10.0

government was facing enormous pressure due to
D ULVLQJ SXEOLF GH¢FLW
tional debt, and a falling currency. The drop in oll

percent of exports, while machinery and transport

¢ QD Q F8YPMS (PRIa8Rted Mareiipmq9 g percent of

HISRUWYV ¢JXUH 7KH GLYHUVL¢(FDWLRQ F

SULFHV DQG WKH SRRU PDQDJHP HHWCRPMY 8y Pesitivehypigpacted by trade

HV2ZKLFK IURP WR
of Mexico’s public sector growing at an average an-
nual rate of more than 30 percent—resulted in a

/RGD\

OH[LFR V )73$VIAMRXFK
over a billion consumers,
and Mexican companies
have access to a market that
makes up about 60 per-

FH Q W RI WKH ZR U QO Gvhipfrad&bbi@en Mexico and the United States

OHG WR RERERMENSAMAZTY B NART &

OH[LFDQ DQG 86 JOREDO Y
chains

7KH GLYHUVL¢{FDWLRQ RI OH[LFDQ H[SRUWYV
driven by an increase in intra-industry trade, where

VSHFLDOL]H LQ GL HUHQW V
supply chain and trade inputs used in the creation

RI'D ¢6QDO SURGXFW &RQWHPSRUDU\ WUDGH
a mercantilist zero-sum game but rather a complex

set of economic relationships where many of the

LPSRUWY LQWR D FRXQWU\ KDYH D VLJQL¢FL
domestic value added’ For example, a car manu-

factured in North America crosses the border eight

WLPHV EHIRUH EHLQJ VKLSSHG DV D ¢(QDO

LQFUHDVHG SHUFHQW EHWZHHQ DQ
trade in shared industries such as miscellaneous
manufactured articles grew 145.5 percent, and ma-




Figure 2. Selected Mexican exports
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percent in the same period. There is strong evidence
that NAFTA caused the fast intra-industry trade
growth.

This close economic relationship has resulted in a
trade relationship that focuses on similar types of
products and industries. For example, machinery
and transport equipment is the single largest type of
commodity traded between Mexico and the United
States, accounting for more than half of Mexican

H[SRUWV WR WKH 8QLWHG 6WDWHV ¢J.
cent of the exports from the United States to Mexico
¢JXUH W LV WKHUHIRUH QRW VXUS
every 100 dollars that Mexico trades with the Unit-
ed States, 40 dollars are actually American value
added.*® While the automotive industry epitomizes
the impressive network of trade between Mexico
and the United States, other clusters of industries
have also emerged as sources of growth for both na-
tions.

A car manufactured in North America

crosses the border eight times before
EHLQJ VKLSSHG DV D 4QDC




Figure 3. Mexican exports to the United States in 2015
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While Mexico has done a good job of diversifying A bumpy Ql 2017

the variety of goods it sells abroad, when it comes
to services, it is still heavily reliant on tourism as

its single largest service export. In 2015, tourism spots of the Mexican economy, the weakness of the
accounted for 77.0 percent of all exports, a higher peso, rising energy prices, and high levels of public
share than in 2000. In this particular industry, the expenditure create risks for economic prospects in
United States accounts for more than three-quar- coming months. The background of low growth—
ters of Mexico’s travel and tourism exports. the economy has not grown above 2.5 percent since

2012—makes these risks more problematic.
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Figure 4. US exports to Mexico in 2015
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- DOVR D HFWHG HQHUJ\ SULFHV SDUWL
lar reached a new low in December 2016, when the JDVROLQH 'XULQJ WKH ¢UVW ZHHNV RI
GROODU FRVW SHVRV D - fSehtUiRdie@sal @gasoihe drieésDbetween 14.0 and
tion compared with December of the previous year 20.0 percent. The increment was driven by lower

¢JIJXUH 7KH GHSUHFLDWLRQ RI WKE8 SUROXFMILEDWH)GVWKH QHHG WR F
DOUHDG\ SURGXFLQJ VRPH LQADWdvenQeD The 8d¢ Hhvprices Mas ,@@companied by
1RYHPEHU FRUH LQADWLRQ U rbitipk HI@ndDstiatioRs Rer@ss) multiple cities in
high at 3.3 percent, slightly above the 3.0 percent the country.
target established by Banxico. The weaker peso has




Figure 5. Exchange rate of Mexican peso to US dollar
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Source: Banxico/Haver Analytics.

- Given the limited tools available to control interna-

tion scandals involving the party of the president, tional economic shocks and the uncertainty regard-

WKH PRVW VDOLHQW EHLQJ WKH AidgttheQfiture IofWNKRTA| Ehe) Mékidan) goYernment

ernor of Veracruz, Javier Duarte, under investiga- will need to concentrate on policies that address

tion for the embezzlement and mismanagement of the sluggish economic growth, among them ensur-

dozens of millions of dollars destined for social pro- ing the rule of law and fostering productivity. While

grams.? The former governors of Chihuahua and (IJKWLQJ FRUUXSWLRQ PD\ QRW DGGUHVV
Quintana Roo are also under investigation for sys- economic maladies, it is a necessary step to calm-

tematic corruption under their administration. It is ing social unrest and restoring a favorable business

not surprising that, as result of corruption scandals, environment.

the approval rate of President Pena Nieto is below
30.0 percent.
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TURKEY

Trudging on in troubled times

By Akrur Barua

Introduction

omy. Nestled strategically between the East and
the West, between commodity consumers and pro-
ducers, and armed with rich heritage and natural

The economy contracted
sharply in Q3 2016

its aftermath, the economy contracted 2.7 percent
quarter over quarter in Q3 2016, the sharpest de-

EHDXW\ 7XUNH\ KDV RIWHQ GUDZQrX$RQ WKHVH FHQHEW Yo wkH JOREDO HERO

to advance steadily in economic stature. However,
things did not go well for the country last year. As

into a tailspin. Household consumption—a major
source of growth for the Turkish economy in re-

LI VWULIH DFURVV LWV ERUGHUYV Qegt%mgs—leld%égfeklilql D

million refugees were not enough, a failed coup with
its consequent uncertainty, a spat with Russia, and
a host of terrorist attacks have weighed further on

CcO
FRQ;GHQFH DPRQJ EXVLQHVVHV FER

ists.! Add to this slow growth in Turkey’s key export
market, Europe, and a deteriorating current account

IXQGHG E\ VKRUW WHUP FDSLWDO 0}6

just believe that the economy is headed for a perfect
storm. But are things really so bad for the Turkish
economy? While there are dark clouds still hovering
above, some of the political uncertainty will likely
ease in the coming quarters. Also, with government
(¢QDQFHYVY LQ JRRG VKDSH

However, for long-term gains, policymakers have
their task cut out in reforming the economy and in-
jecting greater credibility in institutions, especially

the central bank.

WKH HI;DI?
WKH VKRUW WR PHGLXP WHUP lUR(,Pou t&\thé\s/lgD

ne, con%raRc?fn\évz.G percent.
Ironically, this was the second quarterly contrac-
WLRQ LQ ¢ JXUH :KLOH WKH IDLOHG FR
nsumer sentiment, a strin%vof job suspensions in
t e%b/bﬁcpsgcltjoyang)gh%r serl\:‘/)ié(elsJ by the authori-
ties investigating complicity in the attempted coup
likely impacted household spending in the quarter.

Qﬁp Mv PP RUHFPOVR D HFWHG EV WKH v
-XO\ ZLWK JURVV ([HG FDSLWDO IRUPDWLRQ
percent in Q3 2016, the sharpest decline in about
two years. And as Europe continued to lumber
along and sanctions by Russia dented food exports,
total exports fell 6.3 percent, the most in more than

aRrs? \Alt%ol‘u(g)hothe‘] gDO\I7e(anLeQI did its part to

WdOOWﬂVb\{/V bul?st%?nog )516/ spending, it

was not enough to prevent a contraction.







Figure 1. Fall in household spending, investments, and exports dragged down GDP in
Q32016
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Source: Haver Analytics, Deloitte Services LP economic analysis.

JRU FRQVXPHUV WKH
short-term scenario ap-

Although the govern- pears moribund
ment dld Its part to Q3 2016. Consumer pessimism, in fact, has in-
Counter the SIOW— creased, with the consumer sentiment index mea-

sured by the Central Bank of Turkey (CBT) continu-
ing to slip further below 100, the level that separates
optimism from pessimism; the number for Decem-
EHU ZDV WKH ORZHVW LQ PRUH WKDQ D \HD

down by pushing
up spending, it was

not enough to pre_ It's no wonder then that retail sales volumes barely
. increased in November after declining for the previ-
ve nt a Co ntraCtlon. ous two months. Households are also dealing with

KLJK LQADWLRQ ZKLFK ZHQW XS LQ 'HFHPEF
remained above the CBT's target of 5.0 percent for

quite some time now.® +LJK LQADWLRQ LQ WXUQ KL
dented real earnings, despite a sharp rise in mini-

mum wages in early 2016.




simism have come at a time of growing jobless-
ness: Between January and September last year, the
unemployment rate went up to 11.3 percent from
10.1 percent. While slowing investment has dented
employment, a drop in tourist numbers, owing to
Russian sanctions, the failed coup, and rising terror
attacks, has added to the misery, especially in the
travel and hospitality industry. With total foreign
tourist arrivals for 2016 barring December falling
SHUFHQW \HDU RYHU \HDU

employment in accommodation and food services
fell in Q2 (-12.7 percent) and Q3 (-11.5 percent) of
last year.

LW ZDV _ _ / .
Within key industrial groupings, the only positive

Turkey

¢ GHQFH “LTQI& i [also borne out in data for
industrial production, which has been volatile for
most of 2016. After contracting in Q2 and Q3 of last
year, industrial output revived in October, only to
falter again in November. Trends in manufactur-
ing follow a similar trend as wider industrial out-
put. In fact, real gross value added in manufacturing
FRQWUDFWHG IRU WKH (¢UVW WKUHH T)
manufacturing output data until November hinting
DW D ZHDN 4 DV ZHOO (JXUH
QR VXUSULVH WKDW

is the rise in output of capital goods and durable
FRQVXPHU JRRGV LQ WKH ¢UVW WZR PF
although, even here, there is an evident decline in

%XVLQHVVHV KDYH WHR RNPKeRYie jypisses have had to

deal with

%XVLQHVV FRQ¢{GHQFH
sentiment particularly down in retail and construc-

tion sectors, according to the components data of
the Turkish Statistical Institute’s economic con-

YLIXUH
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deal with slowing domestic household consumption
and weak exports, they are also slowly contending
with rising prices of inputs, given the global recov-

IRU H[D P sBHN of POyRIa grigss fast yepryfiom alow of 1.6

SHUFHQW LQ 6HSWHPEHU SURGXFHU S
XS WR SHUFHQW LQ '"HFHPEHU RI OD
raising the cost of production for businesses in the

country.
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Figure 3. Manufacturing output was weak in 2016
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Source: Haver Analytics, Deloitte Services LP economic analysis.

CBT stuck between a rock and
a hard place

will be a worry for the CBT, which has often been
under pressure from the government to ease mone-
tary policy irrespective of economic conditions. ® For
the CBT, apart from government pressure, there are
opposing forces at work. While slowing economic
growth ideally warrants a dose of monetary easing,
the CBT's hands appear tied by multiple factors.

surge in energy prices, in particular, is not surpris-
ing given the strong increase in global crude prices
from the lows of January 2016—the price of Brent,
for example, has gone up more than 100 percent
since then.

6HFRQG LQADWLRQ LV DOVR IDFLQJ SUHVVX!
Turkish lira. Since December 31, 2015, the lira has

ORVW DERXW SHUFHQW DJDLQVW WKH 86
4), with the dip accelerating since November 2016

as expectations of a faster interest rate hike by the

US Federal Reserve in 2017 become stronger and

JLUVW ERWK KHDGOLQH DQG FRUddork@rf Qé(ﬁi{aRrQaké%th WayEddt"ermerging

PRYLQJ XS
percent in December from 7.0 percent in Novem-
ber—much above the CBT'’s 5.0 percent target and
LWV \HDU HQG IRUHFDVW RI

‘KLOH KHDGOLQH LQA%‘Q’rI&e%QFh)é‘fr&é’\ﬁeéir% Wdkso a result of a dete-

rioration in Turkey’s external balances: The current

DFFRXQW GH¢FLW KDV EHHQ ZLGHQLQJ UHD

?L QAR W 6B Rin! G20960 ih e¥ifide¥ by Oxford

H[FHSW HQHUJ\ DQG XQSURFHVVHQHRELPLHQW XPWIRJ WKH DQQXDO ¢IXUH DV

SHUFHQW IURP

SHUFHQW TEeX UL Q o K tonPa b hLrEef the year before?
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Figure 4. The lira has weakened about 25 percent against the US dollar since the

end of 2015
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Source: Haver Analytics, Deloitte Services LP economic analysis.

After an initial gain following the rate hike, the lira
has continued its free fall, including a decline of
PRUH WKDQ SHUFHQW LQ WKH 4UVW




enterprises. Encouragingly, the government has a
OLUD YXOQHUDELOLW\ DQG ULV L Qhkalit@ Belniid et B batkDd Mi@ud objextives.
WHUHVW UDWHV IRU WKH (UVW WCdhthl hQewhiebt bt b ® dhte loQGOMRIs low

vember 2016. But given the pressure the govern- SHUFHQW LQ 4 ZKLOH WKH DYHUD
ment has put on it, it is unlikely that the central bank HUQPHQW EXGJHW GH¢FLW IRU WKH ¢UVW Wtk
is going to raise rates by more than 50 basis points 2016 was below 1.0 percent of GDP.

this year; in its December 2016 meet, the CBT kept
rates on hold. Not surprisingly, the slow progress of . . o
expected rate hikes due to pressure from the gov- ible, what is lacking is a '_°”9‘te_”" reform plan to
emment, and hence weakening CBT credibility in strengthe.n the country’s institutions .and increase
.ODQFLDO PDUNHWV LV SXWWLQJTCYWRHT GTPRARE TR QI@REece
lira. After an initial gain following the rate hike, the has been much eroded_ in recent years by the govern-
lira has continued its free fall, including a decline of ment's pressure to cut interest rates. That does not

PRUH WKDQ SHUFHQW LQ WKH ¢ US)Wr_\XY‘%' R"ZRAy yragipeconomic policy. Pro-

uctivity—both labor and total factor—on the other

The Way forward iS reforms, hand, is not likely to rise without investments and
jnpovation. Qu er person or labor productiv-
QRW MXVW 4VFDO VW[BXAXV

this year, while potential GDP
growth, according to Oxford Economics, is likely to

While the push to stimulate the economy is cred-

ness spending, the government will take over the ~ decline between 2015 and 2024 compared with the
task of stimulating the economy. Already, the eco- ~ Prévious 10-year period." Without tackling produc-
QRPLF SODQ IRU  * LQFOXGHYV H%IW Rilcarynyedp e fpwer than whatan

structure-related investments, and the government economy with a strategic location and demographic

has announced credit lines to small and medium gains would otherwise have achieved.
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Oxford Economics, Global Economic Databank, January 2017.
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+DYHU $QDO\WLFV -DQXDU\

6ULYDVWDYD DQG :KHDWOH\ %DQNHUV IUHW DV (UGRJDQ LQFUHDVHV SUHWVXL
GHPLU 7XUNH\ V QHZ FHQWUDO EDQN KHDG H[SHFWHG WR FXW LQWHUHVW UDV
FHQWUDO EDQN VTXHH]HG E\ PDUNHWY JRYHUQPHQW

+DYHU $QDO\WLFV -DQXDU\ caJntky égendmik fQrechst: Avtkey 1RYHPEHU




SOUTH AFRICA

In a tight spot

By Lester Gunnion

|ntrOdUCti0n FRPLQJ TXDUWHUV GXH WR D FRPPLWPHQW \
solidation, will imply higher borrowing costs that
will put upward pressure on domestic interest rates.
E\ ZHDN JURZWK RQ RQH VLGH D Quakgiowth and Bt ecrnomic policy make for a
cal consolidation on the other. Weak growth links GL FXOW HFRQRPLF VFHQDULR
back to tepid external
demand, subdued private

investment, low business . A slowdown
FRQ¢GHQFH ODEF Amajor reason in 2016

SR EHKLQG WKH
decelerating growth

etary Fund (IMF), in its
October 2016 outlook,

shortages, and political
uncertainty. While spend-

ing on infrastructure Is the slowdown projected a global growth
and skill development is - - rate of 3.1 percent, slight-
necessary for long-term INn |tS tWO |al’geSt ly slower than 3.2 percent
economic growth, South c c - : in 2015 and 3.4 percent
Africa needs to exercise economies. ng_erla in 2014.* IMF estimates
(VFDO SUXGHQFH and South Afnca_ show that the ecqnomy of
its investment-grade sub-Saharan Africa, one
sovereign credit rating. of the fastest-growing
South Africa’s monetary economic regions of the
policy might also tighten in 2017 in response to US world since 2000, is likely to grow just 1.4 percent
monetary tightening. A rating downgrade of South in 2016, down sharply from 3.4 percent in the previ-
Africa’s sovereign debt, though not that likely in the ous year? A major reason behind the region’s de-

celerating growth is the slowdown in its two largest
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Latest data indicate that on a quarter-over-quarter
and South Africa have come under pressure from seasonally adjusted annualized basis, economic
slowing global demand and weak commodity pric- growth (measured by production) slowed to 0.2 per-
es. According to the IMF, South Africa’s economy cent in Q3 from 3.5 percent in the previous quarter
is projected to record growth of just 0.1 percent in ¢ J X U HMining was a major contributor to over-
2016.2 In 2016 until the end of Q3, the South Afri- all growth due to an increase in iron ore production
can economy grew 0.3 percent: The primary sector in response to the rising iron ore prices. A recovery

DJULFXOWXUH DQG PLQLQJ VKU DmQneral pBodsUdetddpabst Witkrel mining activ-
secondary sector (manufacturing, construction, and LW\ LQ WKH FRXQWU\ *HQHUDO
utilities) expanded 0.3 percent; the tertiary sector real estate, and business services also contributed

ZKROHVDOH UHWDLO WUDQ V-SR UMbveralQED® BridwthDnQRGE. HoRéter La@riculture,
ment services) expanded 1.2 percent; and taxes (less manufacturing, utilities (electricity, gas, and water),
VXEVLGLHVY FRQW U D¥8diiGAfrica’sS H UdnH @ade subtracted from overall growth. Agricul-
Ministry of Finance projects that economic growth ture contracted for the seventh straight quarter, as a
for 2016 will be 0.5 percent.® direct consequence of drought conditions across the




Figure 1. Growth slowed to 0.2 percent in Q3 2016

South Africa GDP growth, quarter-over-quarter percentage,
seasonally adjusted annualized rate
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Source: Statistics South Africa, Deloitte Services LP economic analysis.

Figure 2. Rising government debt in South Africa has attracted the scrutiny of
ratings agencies

South Africa gross national government debt, percentage of GDP
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South Africa

than 4.2 percent in the previous year. The budget

showing in the previous quarters, due to slowing IRU WKH QH[W ¢(¢VFDO \HDU + GXH
domestic demand and weak trade. A contraction in ed in February 2017, will likely reinforce a commit-
manufacturing and weak domestic demand is re- PHQW WR ¢(VFDO GLVFLSOLQH LQ RUGHL
AHFWHG LQ GHFOLQLQJ XWLOLWL i\ ratiddd GowRghateR Igowed et DpwliXdalHhetabili-
by expenditure on GDP, growth in Q3 was 0.5 per- ty and weak economic growth continue to pose risks.

cent, down from 3.7 percent in the previous quarter. )
*URVV ¢[HG FDSLWDO IRUPDWLRQ VR &R ESERY [feat what pight wogkjo South

from overall growth in Q3, while exports subtracted Afnr(]:as adA\;e}ntag_e (and to. tkhe ad\lla;tlage of S:b'
SHUFHQW Saharan Africa) is an uptick in global commod-

ity prices, strengthening economic growth in the
United States and Europe and allaying fears of a

) LVFDO SROLF\ LV O LANnkn& \andifb.Riternally, boosting domestic

: : : investment remains critical to overall growth: Gross
remain tlght In 2017 ¢[HG FDSLWDO IRUPDWLRQ GHFOLQHG

on a year-over-year basis, the third straight quarter

economy in 2016 was a sovereign credit rating RI' GHFOLQH ¢JXUH ' QYHVWPHQW LC
downgrade to below investment grade, primarily declined in Q3 for the fourth straight quarter. Busi-

GXH WR ¢VFDO LPEDODQFH ¢JXUH QHYNRRARRARKIQF W kPP WwQV ORZ DQG L
did not materialize in 2016, it has not gone away. on investment decisions. According to the South Af-

All three major ratings agencies have pegged South rican Chamber of Commerce and Industry, the av-

Africa’s sovereign credit rating at the lowest invest- HUDJH RI WKH EXVLQHVV FRQ¢GHQFH L
ment grade (or just above) with a negative outlook, IDU ORZHU WKDQ LQ WKH EI
due to structural imbalances, political instability, the index).** Furthermore, monetary policy might

DQG ZHDN EXVLQHVV FRQ:.GHQFH 30 HARR i theneastey). o LNH O\
to come under the scrutiny of the ratings agencies

once again in mid-2017. Interest rates could edge up in

The ruling administration has made a commitment 2017

WR ¢VFDO FRQVROLGDWLRQ 7KH PHGLXP WHUP EXGJHW

policy statement (MTBPS), delivered in October come under pressure to raise the policy interest rate
2016, indicates that South Africa’s Ministry of Fi- in 2017 in response to the domestic price rise and
QDQFH H[SHFWV WKH EXGJHW GH iuFs MéddmILRebeK/Els dighfeRirtg mbratkry policy.
2016-17 to be 3.4 percent of GDP, slightly lower The policy repo rate has been held steady at 7.0 per-

All three major ratings agencies have pegged

6RXWK $IULFD V VRYHUHLJQ FWHGLW
investment grade (or just above) with a negative

outlook, due to structural imbalances, political
LOQOVWDELOLW\ DQG ZHDN EXVLQHVYV I




JLIXUH 6RXWK $IULFD QHHGV WR ERRVW IDOOLQJ GRPHVWLF LQYHVWPHQW

6RXWK $IULFD JURVV 4[HG FDSLWDO IRUPDWLRQ VHDVRQDOO\ DGMXVWHC
DQQXDOL]J]HG UDWH =$5 ELOOLRQ
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Source: South African Reserve Bank/Haver Analytics, Deloitte Services LP economic analysis.

in a sharp rise in food prices. If drought conditions
HHFWLYH H[FKDQJH UDWH RI WK Hb#&& XedukindsihnUdweDderallDpfces, and if the

has been on an upward trend since the beginning rand does not weaken considerably, then the SARB
of 2016, higher interest rates and improved eco- might hold the policy repo rate steady in the short
nomic performance in the United States are likely term.

to keep the US dollar strong and exert downward

, . However, if interest rates are hiked, they are likely
pressure on the rand’s recovery. Other factors likely ) ) i }
. . to weigh heavily on already-weak business invest-
to contribute to a weaker rand are a widening cur-

UHQW DFFRXQW GH¢FLW LQ 6RXW K TG BISBEALOBYTE S KHPUgERd debt in

WLRQ GL HUHQWLDO EHWZHHQ WK_'F:IOWZAF{"‘fﬁésxr MY (7P geregty Plpfishosable

States and South Africa). A weaker rand will likely income.* "HVSLWH D GHFOLQH IURP WKH KLJKV
DGG WR LQADWLRQDU\ SUHVVXUH B%RG HGUTHE'G 0 OrRPe gith fighter

FROWULEXWH WR LOQADWLRQ Lv wRYeRY PRIEYVIIKEYkgerepnayper expend:-

RLO ,QADWLRQ GDWD LQ HDFK P I:\;Ltalev\yrp{jehqressure. II ?‘QO\L}tﬂ éfrlca stumbles in its

ber 2016 being the latest available data point) was ¢VFDO F_RQVROL_GDWLRQ SOI?Q RU IDOOV IDU
DERYH WKH 6$5%TV WDUJHW Lo ADXAYE 86N @t Ags 1.2018), hen a ratings

FHOQW ¢JXUWHRXJIJKW IXHOHG LQADwIHYaqs ipudg{jl{ goyld result in a steep in-
crease in interest rates and borrOWIng costs.
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JLIXUH -Q5DWLRQ H[FHHGHG WKH 6$5% V WDUJHW UDQJH SHUFHQW

South Africa consumer price index, all items, year-over-year
percentage change, seasonally adjusted, December 2012 = 100
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Source: Statistics South Africa/Haver Analytics, Deloitte Services LP economic analysis.

Apart from trying to maneuver between weak
JURZWK DQG WLJKW 4VFDO D

6RXWK $IULFD V HFRQRP\ ZLOQ
DGGUHVYVY FHUWDLQ SHUVLVW




Figure 5. Unemployment has risen to a multiyear high

South Africa unemployment rate, percentage, non-seasonally adjusted
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Source: Statistics South Africa/Haver Analytics, Deloitte Services LP economic analysis.

6RXWK S$SIULFD V Z R Hapking oqpfRettop-ystgRs| South Africa ranks 75

out of a list of 76.* Furthermore, inequality in South
the same Africa continues to remain stark, as indicated by the
FRXQWU\TV *LQL FRH FLHQW VFRUH RI +
JURZWK DQG WLJKW ¢(VFDO DQG P R®MEsiygadiegs & the werld-x \fikastructure
Africa’s economy will have to continue to address shartcomings also continue to plague the country.
certain persistent problems in 2017. Unemployment 7KH 6RXWK $IULFDQ PLQLVWHU RI ¢QDQFH

LV OLNHO\ WR UHPDLQ KLJK 7KH RCFYVERESGNBEGIRhg)gyenue through

rate rose to 27.1 percent in Q3 2016, the highest lev- tax measures; allocating additional government ex-
HO VLQFH HDUO\ % Highydexigleyment penditure to post-school education, health services,
means that South Africa’s tax-paying population and social protection; and continuing investment in
ZLOO UHPDLQ UHODWLYHO\ ORz PBTR{IECIE 5iease fereesstsyaakpul {pproved
i 16 e _
FDO EXGJHW GL FXOW $QRWKHU SOMREE LB PEGET INZRK G (npHghy this is en

of skilled labor. This problem is rooted in a weak couraging, South Africa will have to do a lot more
education system. According to the Organization if it is to meet its National Development Plan goals
for Economic Cooperation and Development’s 2015 by 2030.
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Shipping: Sailing in
troubled waters

By Akrur Barua and Anshu Mitta

Introduction 7KH GDUN FORXGV KRYHULC
RYHU UHYHQXHYV

AXFWXDWLRQV JLYHQ LWV GHHS OLQNV WR JOREDO GHPDQG

dynamics, commodity prices, and rules of inter- ) ,
transporting goods across the world’s seas and

national trade. However, the current tides appear . . .
oceans decline, shipping revenues have been hit.

more ominous given the supposed bright future . .

g PP g FG|gure 3 reveals how revenues have been either stag-
SURPLVHG E\ VWURQJ WUDGH DQ LQfY.HVWPH(%.W.A . .
nant or alllnrq'for key shipping_companies for quite
SULRU WR WKH *UHDW 5HFHVVLR(§ 6L8F + L

) . . ome time now. For example, AP Moller Maersk,
ternational trade has faced headwinds from slowing

the Iarlcilest comr_pana/ in terms of capa\city, has been
JOREDO HFRQRPLF JURZWK ¢JXUH VSHEFEL

OO0\ L N
weak revenue ro%vth gnce 2010% In

witness\llr\}q/ q)
PDUNHWYV IRU ERWK ¢QLVKHG SURGXF DgG FRP R?ll_
2015, the company's revenues fell by 15.3 percent

ties. According to the International Monetary Fund
9 y WR ELOOLRQ WKH ORZHWAN OHYHO VLQF
(IMF), global exports volumes grew at an average ) ) . )
slide continued into 2016 as well, with revenues de-
DQQXDO UDWH RI MXVW SHUFHQW L + HVV KD
LQJ+ SHUFHQW ™ \HDU RYHU \HDU LQ W

KDOI WKH FRUUHVSRQGLQJl'EhéXUHF(I)IﬁI; + 5 .

YDOXH Rl WUDGH ARZV KD/ QYW ID LTOHn%;SDOE% helF e?/\r/a/\fTﬂeLHSIOWdown n revenues,
coupled with elevated levels of debt for many com-

The slowdown in both value and volume of interna- panies, has also raised questions of sustainability

tional trade has, in turn, impacted the price paid for for a few shipping companies.

shipping goods across continents. In February 2016, )
PRINg g y A good way to analyze the revenue upheaval ship-

the Baltic Exchange Dry Index—an indicator of ) ) . . .
. . ping companies are facing, especially the container
freight rates for dry goods and commodities—fell to .
and bulk business that transports products and dry

its lowest level ever® And despite a recovery in the .
commodities. is to look at demand from key markets
SDVW IHZ PRQWKY WKH LQGH[ LV VWLO DERXW é‘lythere

SHUFH
and supply from mab(\)/r producers. Argl%
EHORZ WKH SHDN RI1 0D\ ¢ JIJXUH VSHFWLYH . .
L . ) IS no better way to do that than sift through inter-
indices for tankers used for shipping crude oil and . ) .
national trade data for China—a manufacturing ex-

UH{QHG SURGXFWV VKRZ VLPLODU DOEHhLW PRUH PRGHU
ate. trends ports powerhouse and a big consumer of metals and
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Figure 1. Growth in world exports has slowed since 2008 due to declining
economic growth
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Source: Haver Analytics, Deloitte Services LP economic analysis.
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Figure 2. The Baltic Exchange Dry Index is far from its peak of May 2008
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Source: Haver Analytics, Deloitte Services LP economic analysis.
Figure 3. Key shipping companies have faced stagnant or declining revenues in recent years
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commodity prices prior to the Great Recession and
trade items between 2005 and 2015 lays bare the the relatively modest recovery during 2010-11. But,

problem of volumes and value facing container and with China’s growth slowing from the double-digit

bulk shipping. For example, the value of exports of ¢IJXUHVY ZLWQHVVHG LQ WKH SUHYLRX
transportation equipment as well as machinery and metal and mineral demand has been hit, which,
HOHFWULFDO HTXLSPHQW IURP- &KinQn, Y3 Ripac@d \plickQ EorFeRa@pe, copper,

O\ GXULQJ + FRPSDUHG ZLWK Wh¢ Hn8 8linui 4ié tedlindg much below their

\HDU SHULRG ¢JXUH 7KLV LV PRMW HHRAWIOX HD SHDWXN\WO WI RVKH ODVW GHF
slower economic growth in major markets such as it is likely that shipping companies and the world’s

Europe and the United States. major commodity producers may not experience

T is similar f ¢ China’ o . the sharp price growth witnessed in the previous
@ story is similarfor two of China's major imports: decade as polic makers in Chlna attempt to shift to

EDVLF PHWDOV DQG PLQHUDO SURGXF f( i& lr9
amore sustalﬁa e, consump on-fed growth model
and other fast-growing emerging markets such as

i i i from an investment-driven one.
India had played a key role in the sharp surge in

Figure 4. Container and bulk shipping are facing slowing trade growth in key
markets such as China
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Rising capacity: The micro-
issue within a macro-problem

have come at a worse time—a period where capacity
has been expanding faster than global demand—for
the shipping industry. According to data from the
United Nations Conference on Trade and Devel-
opment and the IMF, growth in capacity (in dead

has outpaced growth in global export volumes every

\HDU VLQFH H[FHSWFiBugkl1, 2, JXUH
and 6 also give us an insight as to why shipping com-

panies went on a capacity expansion binge: sharp

growth in international trade and a corresponding

rise in freight rates.

Moreover, despite a decline in commodity prices
and freight rates in recent years, capacity expan-
sion has continued, albeit at a slower pace. This is

ZHLIKW WRQV RI WKH ZRUOGTV P HdddcD@phicity ElpsrsibrRid Ahetidhh- to long-

JLIXUH $V JOREDO JURZWK DQG VSHFL4FDOO\ &KLQD V JURZWK VORZ
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Source: Haver Analytics, Deloitte Services LP economic analysis.
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- growth in China, and moderate economic expan-
panies often are not able to reverse (see the sidebar sion in the United States.

“Commodity and freight cycles and its impact on N singl . . lot of which
capital expenditure”). So even as freight rates have ot surprisingly, capacity expansion—a ot of whic

IDOOHQ VLQFH VKLSsSLQJ FDsDFIAM 5% PY ALRInpg R increased the

ing, although the pace has slowed after 2011, when det\)t burden fc: some-sh|pp;]ng Cr?mpanlgs,desbpe:lal-
FDSDFLW\ LQFUHDVHG SHUFHQW' ¥6YRM v &iyen that the rise in debt has

. L come at a time of slow revenue growth—the period
recovery could have soothed nerves in the shipping ) o
. L after 2010—it has put further pressure on shipping
business, prompting it to expect a return to a pre-

JURZWK WUDMHFWRU\ 8QIRUwWSXEBWE % HGF% 5y AsRf in recent

happened, given the debt crisis in Europe, slowing years comes after a period of steady debt reduc-

Figure 6. Shipping capacity growth has outpaced global exports volumes growth for
most of 2007-15

Annual growth (percentage)
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-12
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— Export volumes —— Fleet capacity in dead weight tons (thousands)

Source: Haver Analytics, Deloitte Services LP economic analysis.




Commodity and freight cycles, and their
Impact on capital expenditure

RU WZR RI H[FHVV LQYHVWPHQWY 7KH JHQHVLV RI WKH UHFHQW VXUJH JRH
in anticipation of strong demand from fast-growing Asian economies led to record capital raising

DQG WKXV D IRXUIROG LQFUHDVH LQ FDSLWDO LQYHVWPHQWY DFURVV FRPI
6HHLQJ VLIJQL,;FDQW FDSDFLW\ H[SDQVLRQ XSVWUHDP LW ZDV QDWXUDO IR
heavily in adding capacity.

+RZHYHU WKH + ¢(QDQFLDO FULVLVY DQG D ORZHU WKDQ H[SHFWHG UHFR"
VLIQL;FDQW FDSDFLW\ EXLOGXS XQGHUXWLOL]J]HG )XUWKHU WKH EXLOGXS Z
ships, which have a longer capital gestation period and, thus, require continuous investments across

WKH SULFH DQG IUHLJKW F\FOHV 7KLV LV UHAHFWHG LQ VWURQJ FDSLWDO
GHVSLWH PRGHUDWLRQ LQ SULFHV $OWKRXJK WKHUH KDV EHHQ D VLJQL¢FL
supply over the past two years, a majority of commodities and the shipping industry remain in a

lower-for-longer downturn and will likely witness a slow road back to recovery.

Figure 7. Commodity prices and capex cycles

Capex (USD billion) Rebased 2001=100
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Note: OG& capex is for the upstream industry.
Source: Haver Analytics, US Energy Information Administration,
S&P Capital 1Q, and Deloitte Services LP economic analysis.
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took advantage of the sharp decline in oil prices
Recession; ironically, that period was also one of in 2015 to increase their strategic reservest®

steady growth in freight rates and revenues. o ]
* As demand from Asia rises and a glut of shale oil

in the United States emerges, routes for tankers
JRUWXQH IDYRUV W K H haA fn€d ok EJud# from Latin America,

for example, was earlier mostly destined for the

- United States.** Not anymore: As Asian hunger

ing better than its container and bulk counterparts. for energy rises and the United States turns self-
ODHUVN 7DQNHUV IRU H[DPSOH ZLWOQHWG®W ) RLO FUXGH IURP /DWL
SHUFHQW ULVH LQ RSHUDWLQJ SUR&gW EHDRUH MOEIUH®VLQJIO\ ¢@GLQJI LW
despite a sharp drop in crude prices; the average Also, as the United States starts exporting oil,
Brent price fell by half that year relative to 2014. Asia is likely to be a key market, ensuring a long
,Q FRQWUDVW ODHUVN /LQHTV RSH WRidibr@QhkepdR ¢ W EHIRUH
tax—the container side of the business—fell during
the above period.® So within such a scenario of low
oil prices, how did tankers fare better? There are
several reasons:

 Finally, as oil prices started declining from mid-
2014 and producers kept pumping crude, com-
panies started following a new strategy: keeping
RLO LQ WDQNHUV R VKRUH DW VHD

* Hydrocarbon demand from key emerging mar- prices go up!” By the end of May 2016, the In-
kets such as India and China has been strong, as ternational Energy Agency suggested that about
car sales and power generation continue to ex- PLOOLRQ EDUUHOV RI FUXGH ZHUH

pand in these economies. For example, in 2010,
China replaced the United States as the world’s
largest automobile market.** Between 2010 and
2015, crude import volumes went up 40.2 per-
cent for China and 20.3 percent for India. *? Also,
countries such as China and the United States

It is no wonder, then, that tanker demand has gone

up, with companies also ramping up capacity. In the

ODVW ¢(YH \HDUV IRU H[DPSOH RLO W
gone up 14.4 percent.




$ OO0V ZHOO WKDW H Qt@té\VKerZuﬂe@, gOmbanies are wary of a dent

dustry will continue to face headwinds. The global
economy is in uncertain territory, with a new ad-
ministration taking over in the United States, Eu-
rope still mired in weak growth, and economic
activity in China not showing signs of picking up
sharply. To top it all, international trade faces a rise
in protectionist rhetoric, with events such as Brexit
shaking the foundation of free movement of goods,
services, and capital. Also, with Asian growth out-
pacing other regions, trade growth within Asia will
rise, thereby impacting shipping distances. For ex-
ample, in 2015, exports from developing countries
LQ $VLD ZHUH
SRUWY XS IURP

the surge happening in the new millennium. 2° This
trend is likely to continue.

t0 oil demand as crude prices rise. Brent prices have
more than doubled since the low of January 2016,
with a proposed cut in supplies by the Organization
of Petroleum Exporting Countries (OPEC) and non-
OPEC countries likely to keep prices elevated in the

QHDU WHUP $OVR DV SULFHV ULVH GHPDQ(

tankers will decline, as will the drive to increase
strategic reserves?

Nevertheless, it would be wrong to expect only dark
clouds on the horizon for the shipping industry.
There appears to be a rise in tailwinds of late. Metal

SULFHV DUH ¢UPLQJ XS &RSSHU LV XS PRU

percent since the end of 2015. Fiscal stimulus fo-

SHUFHQW R} W lglll_?ingj ﬂnJ i_EfﬁaSr#Q}urﬁv%\jNtigsthPt in China

SHUFHQW LQ

and JBQTV\? }le&y i mand for metals.?? This
augurs well for freight rates, which have also been
moving up in recent months, as is evident from the




ping industry can draw comfort from an expected
rise in international trade growth in the near term.
For example, the IMF expects growth in global ex-
ports volumes to rise to 3.5 percent in 2017 from an
estimated 2.2 percent last year?®

For tankers, the advent of the United States as an
energy exporter with products destined for Asia—

D ORQJHU URXWH?*2LOO DLG VHOWLPHIWR PBYRx YIS &Bwxupo spv woy

of US oil into the global market will likely keep a

Acknowledgements
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lid on prices, thereby ensuring a ceiling. This will
ensure that demand does not falter much despite a
recent rise in crude oil prices. Also, with Iran enter-
ing the fray after years of sanctions, supply is likely
to increase. The country’s shipments of crude has
already crossed pre-sanction highs?* Finally, with
key emerging markets and Japan searching for fuels
cleaner than coal, natural gas has seen an upsurge
in demand. This is likely to contipue, aiding de-
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Economic indices

Figure 1. GDP growth rates (percentage, year over year)
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Figure 5. Major currencies vs. the US dollar (percentage, year over year)
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Figure 2. GDP growth rates (percentage, year over year)
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