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Introduction
By Ira Kalish

THE second quarter of 2017 begins with consid-
erable political risk in the world. Elections in 
Europe, conflict in the Middle East, tensions 

on the Korean peninsula, and uncertainty about 
trade policy in the United States have led to a high 
degree of financial market volatility. And yet the 
relatively benign state of the global economy sug-
gests that there needn’t be too much worry. Growth 
has improved in the United States, Europe, Japan, 
and many emerging countries. China’s economy is 
no longer decelerating. In this issue of Global Eco-
nomic Outlook, our far-flung economists examine 
the state of the world economy, looking at both eco-
nomic and political issues and the manner in which 
they interact. 

First, Patricia Buckley notes that, in the United 
States, a tight labor market is generating the big-
gest wage gains since the last recession. Yet she 
also notes that unless productivity growth picks up, 
wage gains will probably lead to an acceleration in 
inflation. Finally, she discusses the kinds of policies 
that might boost productivity growth, including in-
frastructure investment, tax reform, and deregula-
tion.

Next, Alexander Börsch looks at the paradox of the 
Eurozone, where economic growth is accelerating 
but political risk remains high. He wonders how 
long the two can go hand in hand. He notes that ris-
ing risks have not been noticeable in the behavior of 

financial markets, which continue to dwell on better 
growth, rising employment, and the disappearance 
of deflation. On the other hand, political risks can-
not be ignored. The main ones involve Brexit and 
the rise of populist parties in the Eurozone.

Third, I examine the Chinese economy, which is 
growing at a favorable pace and appears to be stabi-
lizing after a period of deceleration. Yet the problem 
remains that too much of that growth stems from 
investments, many of which are not generating 
positive returns and pose a risk, given the rapid rise 
of debt. In addition, I look at China’s labor market 
competitiveness as well as shifting demograph-
ics, both of which will play a role in China’s future 
growth.

Fourth, I look at the Japanese economy, which ap-
pears to be doing better. Exports, in particular, are 
playing a role in reviving growth, especially given 
the suppressed value of the yen. Yet domestic de-
mand continues to be weak. Moreover, Japanese 
business is worried that, having invested heavily in 
the United Kingdom as a gateway to Europe, Brexit 
now poses a sizable risk to that investment. 

Next, Rumki Majumdar looks at the Indian econo-
my, which is lately doing considerably better than 
anyone expected. Expectations were low due to the 
recent demonetization, which many analysts be-
lieved set the economy back—yet it is now growing 
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at a breakneck pace. Rumki says that this reflects 
favorable monetary and fiscal policy responses to 
the monetary crisis. She also believes that the de-
monetization sets the stage for the digitization of 
the Indian economy. 

Russia’s economy is the topic of Lester Gunnion’s 
article. Lester notes that Russia is doing much bet-
ter than a year ago, largely due to external factors. 
Oil prices are up, not only boosting revenue but 
helping to stabilize the ruble. That, in turn, has al-
lowed an easing of monetary policy. On the other 
hand, continued economic sanctions will stymie 
growth. Moreover, excessive dependence on ex-
ports of hydrocarbons poses a continued risk to the 
Russian economy. 

In his article on Brazil, Akrur Barua says that Bra-
zil has faced “a staggering reversal of fortune” after 
a period during which global observers expected 
much of the country’s economy. Yet the good news 
is that lower inflation has allowed the central bank 
to ease monetary policy. Moreover, the government 
appears determined to fix fiscal policy in a way that 
ought to boost growth. The result has been a drop in 
bond yields and a rise in the currency, both of which 
indicate growing confidence. On the other hand, the 
risk that the government will fail to enact reforms 
remains significant. 
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In his article on Canada, Daniel Bachman notes the 
improved performance of the economy but also fo-
cuses on the risk of a change in trade relations with 
the United States. Danny takes a deep dive into the 
issues surrounding the North American Free Trade 
Agreement. He shows how the trade deal has had a 
significant impact on the structure of the Canadian 
economy, and how any changes to it will put that 
structure at risk. 

This quarter, we welcome Martyn Davies and Han-
nah Edinger of our African firm, who analyze the 
key economic issues facing Africa. They discuss how 
Africa’s improved performance in the past decade 
generated global interest, but they also note that 
performance has been diverse across countries. For 
now, Kenya is strong, South Africa is weak, and Ni-
geria is contracting. They discuss the role of com-
modities, privatization, diversification, and China 
in determining the continent’s current performance 
and future prospects. 

Finally, Akrur Barua offers an article on inflation 
in both developed and emerging countries. He dis-

cusses how inflation is finally starting to rise in the 
developed world after a prolonged period of weak-
ness. But he notes the rebound in oil prices and sug-
gests that underlying inflation is likely to remain 
subdued. This suggests that monetary policy is 
not likely to offer many surprises. The US Federal 
Reserve is expected to engage in gradual tighten-
ing, while the central banks of the Eurozone and 
Japan are expected to remain focused on avoiding 
deflation. In emerging countries, the stabilization 
of currencies has allowed for lower inflation, thus 
enabling central banks to ease policy.

Dr. Ira Kalish 
Chief global economist of  
Deloitte Touche Tohmatsu Limited
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UNITED STATES

Wage growth evident, 
but productivity 
growth still missing 
By Patricia Buckley

ALTHOUGH growth was anemic during the first 
quarter of 2017, with GDP growth coming in 
at only 0.7 percent (annualized basis), there 

was improvement in two components of the econ-
omy: business investment and exports. In 2016, as 
a whole, real business investment subtracted from 
growth for the first time since 2008, while the con-
tribution from real exports was nearly zero in both 
2015 and 2016. As shown in figure 1, both of these 
sectors rebounded during the first three months of 
this year, contributing 1.1 and 0.7 percentage points, 
respectively, to growth. Many consumers, however, 
decided to take a breather, as reflected in the lower 
contribution from real personal consumption in 
Q1. Interestingly, personal consumption dropped, 
even as real disposable personal income continued 

to grow at an annualized rate similar to that seen 
in 2016. Many Americans were evidently feeling 
a little thriftier at the beginning of 2017, as they 
raised their savings rate instead of spending. The 
0.2-percentage-point contribution from personal 
consumption was the lowest since emerging from 
the recession in 2009. 1

One bright spot in the US economy continues to be 
strong growth in employment matched with mild 
to moderate growth in real wages. In the first three 
month of 2017, job growth averaged 178,000 per 
month, just under the 2016 pace of 187,000 per 
month. The unemployment rate fell to 4.5 percent 
in March, and other measures of labor force health 
also continue to move in a positive direction:
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One bright spot in the US economy contin-
ues to be strong growth in employment matched 
with mild to moderate growth in real wages. 

United States
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• After falling to a low of 62.4 percent in Septem-
ber 2015, the labor force participation rate has 
risen somewhat and appears to have stabilized at 
around 63.0 percent. This rate began to decline 
in early 2000, falling from around 67.0 percent 
to 66.0 percent in 2004, where it remained until 
the onset of the recession. The most recent rate 
decline is only partially accounted for by an aging 
population; there are certain cohorts of pre-re-
tirement individuals, such as middle-aged white 
men, that have experienced declines not related 
to retirement during this post-recession period. 

• The more expansive measures of unemploy-
ment, such as including part-time workers 
who would rather be working full time as well 
as those who have stopped looking for work in 
the last 12 months, have almost returned to pre-
recession levels.

• The number of unemployed persons per job 
opening is back to its pre-recession level. The 
number of job openings (measured at the end 
of the month) has exceeded the number of hires 
(measured throughout the month) for most 
months since January 2015—a deviation from 
the historical pattern.2

Adding to sustained improvements in employment 
are rises in hourly wages. As shown in figure 2, low 
rates of inflation helped translate moderate increas-
es in nominal wages to real wage increases in 2014 
and 2015. Even as the impact of falling oil prices 
waned in 2016, a higher nominal wage increase of 
2.9 percent sufficiently offset the 2.1 percent rise in 
inflation to allow for a 0.8 percent increase in real 
wages.

Deloitte University Press  |  dupress.deloitte.comSource: Bureau of Economic Analysis.
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Figure 1. Contributions to percentage change in real GDP
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Table 1. Percentage change in nominal and real wages, selected industries

Total 
private Mining

Construc-
tion

Manufac-
turing Retail

Finance 
and insur-

ance

Profes-
sional and 
business 
services

Health 
care 

Leisure and 
hospitality

Dec. 2016 
nominal 
average 
hourly 
earnings

$25.98 $33.30 $28.40 $26.33 $17.97 $32.71 $31.23 $28.35 $15.12 

Percentage change in nominal average hourly earnings

2014 1.9 0.3 1.9 1.1 2.3 2.4 2.6 1.5 3.1

2015 2.5 2.7 2.8 2.5 4.0 2.5 2.5 2.5 2.8

2016 2.9 3.6 2.9 3.2 1.2 2.7 3.0 2.0 4.3

Percentage change in real average hourly earnings

2014 1.2 -0.4 1.2 0.4 1.6 1.7 1.9 0.8 2.4

2015 1.8 2.0 2.1 1.8 3.3 1.8 1.8 1.8 2.1

2016 0.8 1.5 0.8 1.1 -0.9 0.6 0.9 -0.1 2.2

Source: Bureau of Labor Statistics.                      Deloitte University Press  |  dupress.deloitte.com

Deloitte University Press  |  dupress.deloitte.comSource: Bureau of Labor Statistics.
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Figure 2. Percent change in nominal and real average hourly earnings

9



Global Economic Outlook

At least three policy goals of the current 
administration have the potential to improve 

productivity: infrastructure spending, 
tax reform, and regulatory reform.

Deloitte University Press  |  dupress.deloitte.comSource: BLS/Fred Charts.
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Figure 3. Output per hour, business sector, percentage change from a year ago
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Endnotes

1. Bureau of Economic Analysis, “Gross domestic product: First quarter 2017,” April 28, 2017, www.bea.gov.

2. Bureau of Labor Statistics, Current population survey, data extracted April 10, 2017; and Job openings and labor turnover 
survey highlights, January 2017, https://www.bls.gov/web/jolts/jlt_labstatgraphs.pdf.

3. For a study of the changing mix of occupations in health care industry, see Patricia Buckley, “Driving health employment 
growth: A look at occupations in health care,” Behind the Numbers, March 2017, Deloitte University Press, March 24, 2017, 
https://dupress.deloitte.com/dup-us-en/economy/behind-the-numbers/occupations-in-health-care.html.

United States

Table 1 shows the changes in nominal and real 
wages for selected industries. While the wage rise is 
partly attributable to general rising demand, there 
are also underlying shifts in detailed industry and 
occupational composition. For example, leisure and 
hospitality industries have had the strongest wage 
growth of any of the industries, but, given the rel-
atively low average hourly wage in this sector, the 
strong growth has the result of bringing down the 
overall average. The relatively slow growth in wages 
in health care industries reflects the strong growth 
in lower-paid health care segments such as home 
health care services relative to the growth in high-
er-wage segments, such as hospitals.3 In industries 
such as mining and manufacturing, which had slow 
to negative employment growth between 2014 and 

2016, the greater-than-average wage increases re-
flect a shift to occupations in industries that require 
higher skills.

Given the growing tightness in the labor market, 
for noninflationary wage growth to continue, pro-
ductivity will likely need to increase. However, as 
shown in figure 3, productivity growth during the 
last three years has been very slow.

At least three policy goals of the current adminis-
tration have the potential to improve productivity: 
infrastructure spending, tax reform, and regulatory 
reform. However, until the details of how any of 
these would work are decided, it is uncertain as to 
how much they will be able to reverse recent pro-
ductivity trends.
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EUROZONE

Accelerating recovery in 
a risky environment 
By Alexander Börsch

Introduction
The economic situation in the Eurozone looks para-
doxical. On the one hand, quite a few political risks 
continue to threaten Europe’s political and econom-
ic stability. On the other, financial markets seem un-
affected by these risks, and the recovery in the Eu-
rozone continues. Indeed, it is even accelerating and 
gaining strength. So far, neither 
the risks stemming from Brexit 
nor the risk of populistic par-
ties gaining power in European 
countries has had a noticeable 
effect. The open question is 
whether the decoupling of eco-
nomics and political risks can 
go on in the long term. 

Economic 
situation and outlook
The Eurozone has enjoyed a very positive first part 
of 2017. The job market recovery is well underway, 

with the unemployment rate falling to an eight-
year-low.1 Deflation, which was seen as the main 
economic risk for the Eurozone only a year ago and 
gave rise to a lot of gloomy predictions, has disap-
peared from the agenda entirely, as inflation rose to 
2.0 percent in February.2

At the same time, the mood among businesses con-
tinues to improve, indicating 
that growth could be stronger 
than expected. The purchas-
ing managers’ index, which 
indicates positive momentum 
if values exceed 50, is clearly 
in positive territory and rising 
for most of the large Eurozone 
economies (figure 1).

In some countries, especially 
Germany, the economic situa-
tion looks particularly rosy. Ac-

cording to Deloitte Germany’s spring CFO Survey, 
96.0 percent of CFOs from large German companies 
assess the economic situation as good or very good.3 
At the same time, they have become much more 

The economic 
situation in the 
Eurozone looks 

paradoxical.
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positive about the situation and the economic out-
look for the Eurozone compared with last autumn.

The positive trend in the Eurozone and Germany in 
particular continues to be driven by consumers. The 
combination of real wage growth and improving la-
bor markets is at the heart of the recovery. Conse-
quently, how rising inflation will influence house-
hold spending is one of the risks to the recovery. At 
the same time, there is a moderate rise in invest-
ment activity, but it still lags substantially behind 
what could be expected at such an advanced stage 
of recovery. 

Will political risks materialize?
The recovery takes place in a very risky environ-
ment. Political risks continue to rise, preoccupying 
corporates and financial markets. Two risks are of 
particular importance: Brexit and the further rise of 
populist and protectionist economic policies.

POLITICAL RISK I: BREXIT NEGOTIATIONS

The British government finally sent the letter to the 
European Union, in which it officially declared its 
intention to exit the European Union according to 
article 50 of the Treaty on European Union. In the 
next step, the European Union will determine its 
negotiation guidelines before formal negotiations 
can start presumably in June. The negotiations, 
scheduled for two years according to the provisions 
of article 50, will need to overcome two hurdles in 
the early phases of the negotiation.

The first hurdle is about what to negotiate. The 
European Union intends to resolve first the mo-
dalities of the exit and then the future relationship. 
The United Kingdom intends to do this in parallel, 
with a focus on the future relationship. The second 
hurdle is about money. The European Union starts 
from the premise that the United Kingdom needs to 
pay its share of ongoing EU projects it has agreed to, 
and that it needs to fulfill the commitments it en-

Deloitte University Press  |  dupress.deloitte.comSource: Statista/Markit/BME.  
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tered into while being part of the European Union, 
such as pensions for EU civil servants. The sums un-
der discussion are of the order of €60 billion. Here, 
also, the views of the UK government differ. 

If these initial hurdles can be overcome, there are 
two questions that will likely determine the negotia-
tions. First, is a new kind of free-trade agreement 
possible? A comprehensive agreement would need 
to include services, where the United Kingdom has 
a comparative advantage. However, services, espe-
cially financial services, are only barely regulated in 
free-trade agreements. 

Second, how can the transitory period be managed? 
It takes usually much longer to conclude free-trade 
agreements than the two years listed in article 50. 
Therefore, if a free-trade agreement can be conclud-
ed, the period between the end of the official nego-
tiation period and the conclusion of an agreement 
becomes crucial. To reduce uncertainty and risk to 
business, this question would actually need to be 
dealt with right at the beginning of the negotiations. 

POLITICAL RISK II: SPREAD OF POPULISM

Populist parties with protectionist tendencies have 
gained a foothold within Europe. They form the gov-
ernment in quite a few countries, such as in Eastern 
and Northern Europe, and are faring well in the 
polls in other countries. From a corporate perspec-
tive, populist and protectionist economic policies 
are one of the biggest risks in Europe. According to 

the Deloitte Germany CFO Survey, these economic 
policies are considered not only likely to material-
ize but also have the most severe consequences for 
companies (figure 2).4

In this context, the elections in France in April and 
May are crucial to the future of Europe. At the time 
of writing, the anti-immigration, anti-EU, anti–
free-trade party Front National made it to the sec-
ond round of the presidential elections. While poll-
sters foresee a defeat for the Front National in the 
second round, the number of undecided voters is 
high, and the reliability of election forecasts under 
discussion after Brexit and the US election in 2016.

As part of its election program, the Front National 
intends to hold a referendum about France’s exit 
from the European Union, the so-called “Frex-
it.” While there are many constitutional hurdles 
in France for such an exit—such as the need for a 
change in the constitution, which requires a big par-
liamentary majority—a French president from the 
Front National would massively increase the politi-
cal uncertainty in Europe and threaten the institu-
tional infrastructure of the European Union. 

These risks undoubtedly have the potential to dis-
rupt the ongoing recovery. Nevertheless, they also 
entail upside risks. The resilience of the current 
recovery has been underestimated. If the more 
gloomy political scenarios, which would inhibit the 
recovery, do not materialize, the Eurozone could 
continue to provide some more positive surprises.

Eurozone

Political risks continue to rise, preoccupy-
ing corporates and financial markets.
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Deloitte University Press  |  dupress.deloitte.comSource: German CFO Survey, forthcoming in May 2017.
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Endnotes

1. Eurostat, “Euro area unemployment at 9.5%,” April 3, 2017, http://ec.europa.eu/eurostat/documents/2995521/7963741/3-
03042017-BP-EN.pdf/d77023a5-64cb-4bf5-8181-8f4d3a0ee292. 

2. Eurostat, “Annual inflation up to 2.0% in the euro area,” March 16, 2017, http://ec.europa.eu/eurostat/
documents/2995521/7921594/2-16032017-AP-EN.pdf/b3a842ba-2a89-4294-a7bf-f439eaefc50c.

3. Survey forthcoming in May 2017.

4. Survey forthcoming in May 2017.
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CHINA

Changing drivers for 
competitiveness 
By Ira Kalish

Economic growth
China’s economic growth appears to be stabiliz-
ing, but the economy continues to derive its growth 
from the same sources as in recent years: infrastruc-
ture and property investment. The problem is that 
such activity has been fueled by rising debt, much 
of which might not be easily repaid. Moreover, in 
recent years, high levels of investment in infrastruc-
ture and property have not translated into stronger 
economic growth—which is what one would nor-
mally expect. This raises questions about the effi-
ciency and usefulness of such investments, some of 
which are resulting in an excess supply of property. 

In any event, the Chinese government recently re-
leased a slew of data that offers a snapshot of the 
current state of China’s economy. Here are some 
details:

• Fixed asset investment increased 8.9 percent in 
the first two months of 2017 versus a year earlier. 
This was a modest rate of growth compared with 
recent years, but quite strong nonetheless. The 
components, however, are especially interesting. 
Investment by manufacturers was up only 4.3 
percent, yet investment in infrastructure was up 
a stunning 27.3 percent from a year earlier. This 
included a 35.8 percent increase in investment 
in public facilities. Thus, overall investment is 
largely being driven by infrastructure. 

• Investment in real estate increased 8.9 percent 
from a year earlier. Housing starts were up 10.4 
percent, and land sales were up 6.2 percent. The 
floor space of homes sold was up 25.1 percent 
from a year earlier, a significant acceleration 
from last year. This means that the easy govern-
ment policy toward housing last year continues 
to have a big positive impact on housing market 
activity. However, recent tightening of policy 
could hamper such growth in 2017. The tighten-
ing reflects concern about the debt created by 
this development. 

• Chinese industrial production was up 6.3 per-
cent in the first two months of 2017 versus a 
year earlier, a slight acceleration from last year. 
This included a 6.9 percent increase in output 
by manufacturers. There was slow or negative 
growth for traditional and low-wage industries, 
but strong growth for more technology-inten-
sive industries. For example, output by steel 
companies declined 9.1 percent. On the other 
hand, output by IT equipment makers was up 
11.0 percent, while output of telecom equipment 
was up 14.0 percent. 

• Retail sales in the first two months increased 9.5 
percent from a year ago in nominal terms. When 
adjusted for inflation, real retail sales were up 
8.1 percent. This is a deceleration from last year. 
The expiration of tax incentives for automotive 
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In recent years, high levels of investment in 
infrastructure and property have not trans-

lated into stronger economic growth—which 
is what one would normally expect.

China
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purchases led to a decline in auto sales in early 
2017. Online sales did well and now account for 
11 percent of total retail spending in China.1

Meanwhile China’s government has reduced its an-
nual economic growth target from 7.0 percent to 6.5 
percent. This is essentially the government’s public 
recognition of reality. In addition, Premier Li Keq-
iang indicated that the economy faces risk from ex-
cessive debt. Specifically, he said, “We must be fully 
alert to the buildup of risks, including risks related 
to nonperforming assets, bond defaults, shadow 
banking, and Internet finance.”2 The decision to 
downgrade growth targets means that the govern-
ment wants to limit credit growth in order to reduce 
the risks that stem from excessive debt. What this 
will mean in practice is hard 
to say. China’s leaders face a 
tough balancing act: not al-
lowing growth to decelerate 
too rapidly lest unemploy-
ment rise substantially, yet 
not allowing debt to get out 
of hand.

Trade
In January, US President 
Donald Trump pulled the 
United States out of the 
Trans-Pacific Partnership 
(TPP), a free-trade agree-
ment between the United 
States, Japan, and 10 other 
Pacific Rim countries. Since 
then, China has attempted to organize the Regional 
Comprehensive Economic Partnership (RCEP), a 
planned free-trade agreement between China, Ja-
pan, South Korea, India, Australia, New Zealand, 
and the 10 countries of the Association of Southeast 
Asian Nations. The RCEP is not meant to be as com-
prehensive as the TPP, in that it is merely about re-
moving tariffs. The TPP, on the other hand, includ-
ed new rules governing cross-border investment, 
protection of intellectual property, labor rights, and 
environmental standards. 

Japan is now concerned that China will attempt to 
lead the RCEP and be the dominant economic play-

er in the region. As such, Japan is joining forces with 
other Asian countries in an attempt to gain control 
of the RCEP and shift it toward something deeper 
involving cross-border investment and trade, po-
tentially luring the United States into the agreement. 
Whatever the RCEP winds up being, it will liberalize 
trade in Asia and, in the process, fuel growth in the 
region. For the United States, lack of free access to 
this market will be a competitive disadvantage.  

China’s competitiveness
A new study finds that hourly wages in China’s 
manufacturing sector are now higher than those in 
every Latin American country other than Chile and 

are nearing the level found 
in some of the Eurozone’s 
lower-income countries such 
as Portugal and Greece.3 This 
is a sea change from just a 
decade ago, when China’s 
wages were among the low-
est in the world. It means 
that living standards in China 
have risen substantially. It 
also means that China’s com-
petitive advantage no longer 
stems simply from low labor 
costs. Rather, it stems from 
other factors such as the skill 
level of workers, the degree 
to which workers use tech-
nology, the supply of skilled 
managers, the transport and 
power infrastructure, and the 

legal framework. The study found that the produc-
tivity of Chinese manufacturing workers actually 
increased faster than wages. This means that unit 
labor costs in China (the labor cost of producing a 
unit of output) declined over the past decade, there-
by increasing China’s competitiveness. 

Interestingly, in many other countries—such as 
Mexico, Brazil, and Portugal—wages have declined 
in the past decade after accounting for inflation. 
The case of Mexico is especially interesting. In 2005, 
average hourly wages in manufacturing in Mexico 
were about twice that of China. Today, China’s wag-

China’s leaders face 
a tough balancing 
act: not allowing 
growth to deceler-
ate too rapidly lest 
unemployment rise 
substantially, yet 
not allowing debt 
to get out of hand.
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es are nearly twice that of Mexico. This is one rea-
son that, prior to concerns about the future of the 
North American Free Trade Agreement, Mexico was 
rapidly becoming a favored destination for manu-
facturing investment, especially given its free access 
to the US market and close physical proximity to the 
United States. 

Looking forward, China’s aging population and de-
clining working-age population mean that wages 
are likely to continue rising. This will cause a further 
shift in the composition of Chinese manufacturing, 
away from low-value-added processes such as ap-
parel and textile production toward higher-value-
added processes.

China’s demographics
Speaking of Chinese demographics, the end of the 
one-child policy is evidently not yet having the 
desired effect. Specifically, China ended its long-
standing policy of allowing urban families to have 

only one child. This change was made in order to 
avert a long-term demographic disaster. While the 
one-child policy had the desired effect of slowing 
population growth, it also set the stage for a sub-
stantial decline in the working-age population and a 
rapid rise in the ratio of retirees to workers. Ending 
the one-child policy was expected, over a period of 
time, to reduce these imbalances. Yet, since the pol-
icy changed 18 months ago, the birth rates clocked 
in major provinces have barely budged. It appears 
that, as in many other countries, there are other fac-
tors leading women to have fewer children. These 
include more female education and labor force 
participation, greater availability of government 
pensions to support the elderly (which reduces the 
need to have many children for retirement sup-
port), and higher incomes that provide greater op-
portunities for personal fulfillment. Some Chinese 
provinces are reported to be examining policy shifts 
that might encourage people to have more children, 
including subsidies for child care costs, and paid pa-
ternity and maternity leave.

Endnotes

1. All statistics in this section sourced from National Bureau of Statistics of China, “Private investment in fixed assets for the 
first three months of 2017,” April 18, 2017, http://www.stats.gov.cn/english/PressRelease/201704/t20170418_1485736.
html. 

2. “China aims for lower growth of 6.5pc,” New Straits Times, March 6, 2017, https://www.pressreader.com/malaysia/
new-straits-times/20170306/282449938814214. 

3. Oru Mohiuddin, “China still lucrative for businesses despite the rising wage rates,” Euromonitor, March 13, 2017, http://
blog.euromonitor.com/2017/03/china-still-lucrative-businesses-despite-rising-wage-rates.html.

China

A new study finds that hourly wages in China’s 
manufacturing sector are now higher than 

those in every Latin American country other 
than Chile and are nearing the level found 
in some of the Eurozone’s lower-income 
countries such as Portugal and Greece.
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JAPAN

Brexit and its impact  
By Ira Kalish 

Brexit fallout
British Prime Minister Theresa May recently said, in 
reference to Brexit, that “no deal is better than a bad 
deal.”1 Yet it turns out that some Japanese business 
executives are uncomfortable with this sentiment. 
Indeed Japan’s Keidanren, which is a powerful 
business lobbying group, issued a statement asking 
that Britain give “deeper consideration” to the im-
pact of Brexit.2 Japanese companies employ roughly 
140,000 people in the United Kingdom, many in the 
manufacturing and financial services sectors. They 
have long seen Britain as a gateway to the rest of 
Europe. There is now fear that, depending on the 
terms of Brexit, they could lose their competitive ad-
vantages—especially as German companies are also 
expressing concerns about remaining in the United 
Kingdom. Nissan, the Japanese auto maker, was 

able to get a commitment from the British govern-
ment that it would not face onerous consequences 
from Brexit. The details of that commitment are not 
known. Nor is it known whether Britain can afford 
to provide a similar commitment to every foreign 
company operating in the United Kingdom. More-
over, if that commitment entails subsidies aimed 
at offsetting any new tariffs, this would be seen as 
a violation of World Trade Organization rules and 
could lead to legal action by the European Union. 

Japanese economic 
performance
Is Abenomics working? Recall that Abenomics is 
the name given to the three-pronged economic 
policy of Japan’s prime minister, Shinzo Abe. The 

The growth in the fourth quarter was driven largely 
by a rebound in exports, itself likely due, in part, 

to the weak yen that Abenomics has created.
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three prongs, or arrows, were monetary stimulus, 
fiscal stimulus, and structural reform. Only the 
monetary stimulus has been implemented in a 
significant way. It has involved massive asset pur-
chases by the central bank, combined with histori-
cally low, even negative, policy interest rates. The 
result has been a weak Japanese yen, low borrow-
ing costs, rising asset prices, and a modest boost to 
inflation. So, again, is it working? 

The answer may very well be yes. The Japanese 
government reports that, in the fourth quarter of 
2016, real GDP grew at an annual rate of 1.0 per-
cent and that, for all of 2016, real GDP was up 1.0 
percent over 2015. In most countries, those num-
bers would seem quite disappointing. But remem-
ber that Japan has a declining population and, es-
pecially, a declining working-age population due 
to the aging of the population. Thus, real GDP per 
working-age population is rising at about 2.0 per-
cent per year—a reasonably good number. Partly, 
this reflects rising productivity, but it also reflects 
a rising level of participation of working-age peo-
ple in the labor force. That signifies a recovering 
economy. The growth in the fourth quarter was 
driven largely by a rebound in exports, itself likely 
due, in part, to the weak yen that Abenomics has 
created.  

Lately, however, the weak yen was the counterpart 
to the strong US dollar, inspired by expectations 
about US economic policy. Also on the positive 
side, there was a pickup in business investment, a 
component of GDP that has until recently been dis-
appointing. There was also good growth of govern-
ment spending, likely due to the implementation 

of a new fiscal stimulus program. Interestingly, a 
decline in inventory accumulation cut 0.5 percent-
age points from growth in the fourth quarter. This 
is potentially good news in that it bodes well for 
expanded production in the coming months.

On the negative side, consumer spending growth 
was very modest, as wages failed to accelerate de-
spite a relatively tight labor market. This is impor-
tant as consumer spending is the largest compo-
nent of GDP. If it fails to recover, it will be difficult 
to sustain strong growth on the basis of exports 
and investment. It has long been Abe’s intention to 
boost the growth of domestic demand. Moreover, 
although Japan benefitted from expanded exports, 
there is concern in Japan’s business community 
about the possibility of protectionist policies on 
the part of the new US administration. Abe’s re-
cent visit to US President Donald Trump’s home in 
Florida, including a few rounds of golf, was seen as 
critically important in maintaining good economic 
relations between the two countries.

Meanwhile, here are the most recent data on Ja-
pan’s performance at the start of 2017:

• Japanese exports were up sharply in Febru-
ary, rising 11.3 percent from a year earlier, the 
biggest increase in two years. Exports to China 
were up 28.2 percent, while exports to the Unit-
ed States were up only 0.4 percent. Yet Japan’s 
trade surplus with the United States increased, 
raising fears that this will lead to the US gov-
ernment seeking trade restrictions. Meanwhile, 
Japan’s government is eager to negotiate a bilat-
eral free-trade agreement with the United States 

Although Japan benefitted from expanded ex-
ports, there is concern in Japan’s business com-
munity about the possibility of protectionist poli-

cies on the part of the new US administration. 
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in order to retain some of the benefits lost with 
the end of the Trans-Pacific Partnership. Negoti-
ating such a deal, however, will be difficult if the 
US administration is concerned about Japan’s 
trade surplus with the United States. 

• For the first time since 2015, core inflation has 
returned to Japan. Consumer prices, excluding 
volatile food prices, increased 0.1 percent from 
December to January. If food and energy prices 
are excluded, prices were up 0.2 percent in Jan-
uary versus a year earlier. Headline inflation was 
0.4 percent, driven largely by rising energy pric-
es. Yet, aside from the impact of energy prices, 
economic conditions may be fueling inflation as 
well. The unemployment rate in Japan fell from 
3.1 percent in December to 3.0 percent in Janu-
ary—nearly a 20-year low. In addition, the ratio 
of job openings to applicants remained close to 
a 30-year high. This suggests an extremely tight 
labor market that ought to generate wage accel-
eration. On the other hand, household spending 
declined in January versus a year earlier, while 
industrial output declined in January as well. 
This suggests that demand may not be sufficient 
to fuel further inflation.  

• Although inflation is starting to rebound in Ja-
pan, wage increases have been disappointing. 
The government had hoped wages would start 
to accelerate given tight labor market conditions, 
but, in fact, wage increases this year have been 
slower than in the past year. The problem is that 
although the labor market is tightening, big com-
panies have large numbers of lifetime employees 
who are unlikely to depart even if wage increases 
are modest. Thus, employers don’t have a strong 
incentive to accelerate wage gains. The govern-
ment wants employers to boost wages in order 
to increase consumer purchasing power, some-
thing that’s needed to shift the economy away 
from a dependence on exports.  

• Meanwhile, Japanese retail sales grew at a fee-
ble pace in February. Sales rose 0.2 percent from 
the previous month, and only 0.1 percent from a 
year earlier. In addition, sales at supermarkets 
and department stores, Japan’s main general 
merchandise retailers, fell 2.7 percent from a 
year earlier. At the same time, spending at petrol 
stations increased sharply due to the rebound in 
oil prices in the past year. In addition, spending 
on automobiles increased.

Japan

Endnotes

1. George Parker and Alex Barker, “Theresa May warns UK will walk away from ‘bad deal,’” Financial Times, January 18, 2017, 
https://www.ft.com/content/c3741ca2-dcc6-11e6-86ac-f253db7791c6. 

2. Leo Lewis et al., “Japan’s business lobby issues fresh Brexit warning to Theresa May,” Financial Times, March 28, 2017, 
https://www.ft.com/content/4959296c-13a3-11e7-b0c1-37e417ee6c76. 
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INDIA

Moving beyond demonetization 
into a new fiscal year 
By Dr. Rumki Majumdar 

Introduction
For the first time in almost a decade, global growth 
is likely showing signs of “green shoots,” suggest-
ing that the world may be witnessing a synchronized 
recovery. A coordinated global recovery bodes well 
for India, as it steps into the new fiscal year this 
April. This might give the economy the opportunity 
to increase investment and exports, which have re-
mained a concern in the past year. Undoubtedly, the 
economy exhibited immense resilience in the first 
three quarters of fiscal year (FY) 2016–17 despite 
weak global growth, increasing global uncertainty, 
and, more importantly, the government’s demone-
tization move in November 2016. However, growth 
has remained lopsided, with domestic consumption 
doing most of the heavy lifting. A prudent budget 
for FY 2017–18, accompanied by supportive mon-
etary policy, improved prospects of a faster imple-
mentation of reforms by the government, and a pos-
sible rise in digitization, could help India achieve an 
all-inclusive growth. 

Did India leapfrog the 
impact of demonetization?
GDP growth in Q3 of FY 2016–17 was surprisingly 
buoyant, at 7.0 percent year-over-year. Not only 

was growth significantly above market expectations, 
the second advanced estimate of GDP by the Center 
Statistics Office (CSO) for the current fiscal year was 
7.1 percent, the same as the one it had published be-
fore the budget, without accounting for the impact 
of demonetization. 

While the numbers left many baffled, a deeper dive 
shows the currency ban did impact economic activ-
ity; it also influenced the Reserve Bank of India’s 
(RBI’s) policy decisions thereafter and the govern-
ment’s union budget for FY 2017–18, announced 
in January 2017. However, as the dust continues 
to settle six months after demonetization, a tangi-
ble long-term benefit of the process appears to be 
emerging: a gradual move toward a digital economy.

EXPLAINING THE RATIONALE 
BEHIND SOLID GROWTH

Data releases for a few high-frequency indicators, 
such as the purchasing managers’ index compos-
ite indicator, industrial production (IP) index, and 
auto sales, in November and December suggested 
that production and consumption demand bore the 
brunt of the cash crunch, as was expected. Growth 
in Q3 of the current fiscal year (October–Decem-
ber 2016) was expected to be sharply hit, pulling 
down growth for the entire fiscal year. Hence, the 
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A coordinated global recovery bodes well for  
India, as it steps into the new fiscal year this April.
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economy’s surprising resilience left the market and 
analysts wondering where the negative impact of 
demonetization showed up. 

Analysis shows that demonetization did have some 
impact on GDP, but not as much as high-frequency 
indicators suggested: 

• In January, the International Monetary Fund 
estimated growth to slow down by 1.0 percent in 
FY 2016–17 because of the sudden cash short-
age and payment disruptions, leading to a tem-
porary negative consumption shock and supply 
chain interruptions. The two accounts of GDP 
do contain evidence of lower consumption and 
production in Q3 relative to the previous two 
quarters. Total expenditure was 0.3 percent low-
er than in the first half of FY 2016–17 (Q1 and 
Q2 together) but 0.6 percent lower without ac-
counting for government spending. Again, gross 
production was 0.2 percent lower relative to the 
first half of FY 2016–17, while non-farm-sector 
production declined 0.7 percent. In other words, 
not only did growth lose momentum in Q3, but, 
without the strong growth in government spend-
ing and the farming sector, the negative impact 
of demonetization would have been greater.  

• The other reason for GDP understating the im-
pact of demonetization is that its estimation 
doesn’t precisely include informal sectors of the 
economy, which might have been affected the 
most due to cash shortages. 

• GDP estimates were revised up for all the last 
six quarters starting Q1 FY 2015–16, except for 
Q3 FY 2015–16, which was revised down (table 
1). In other words, the economy was perform-
ing stronger in the first half of FY 2016–17 than 
was previously estimated. However, the annual 
growth projection remained unchanged (at 7.1 
percent), indicating that the economic activ-
ity in Q3 lost its momentum. While 7.0 percent 
growth in Q3 doesn’t seem so bad (relative to 
7.3 percent in the first half of FY 2016–17), the 
year-over-year performance would have been 
6.2 percent absent the downward revision in Q3 
FY 2015–16 output. 

• Because of the lack of primary data every quarter, 
quarterly estimates for production and output 
are based on extrapolations of annual estimates. 
Industry output estimates are then compiled by 
extrapolating the value of output or value added 
with relevant high-frequency indicators using 
the benchmark indicator approach. However, 
because of extrapolations, estimates often fail to 
reflect ground realities. As more data feeds come 
in over the next few months, further downward 
revisions are a possibility.

GDP often misrepresents economic activity esti-
mates because it includes net indirect taxes, as op-
posed to the production side of the economy (gross 
value added, or GVA), which is a firmer estimate. 
GVA, which accelerated over 8.0 percent in the 
first half of FY 2016–17, grew 6.6 percent in Q3 FY 
2016–17. The second advanced estimate of GVA by 
CSO was revised down by 0.3 percentage points to 
6.7 percent (as opposed to no change in GDP esti-
mate) for the entire fiscal year, and is lower than 
the previous fiscal year’s GVA growth of 7.8 percent 
(table 1). 

Monetary policy dilemma 

A year ago, the RBI faced the challenge of tightened 
liquidity, given a deficit in interbank liquidity over 
several quarters and a sharp rise in the short-term 
bill above the repo rate (figure 1). The pressure on 
prices was easing as well due to falling commod-
ity prices and expectations of a better monsoon in 
2016. Consequently, in its April 2016 policy review 
meeting, the RBI cut policy rates by 25 basis points. 
It also changed its liquidity framework by progres-
sively lowering the average ex-ante liquidity deficit 
in the system to a position closer to neutral in order 
to increase liquidity.

A year later, the situation has completely reversed. 
The RBI now faces the challenge of managing excess 
interbank liquidity as demonetization led to a strong 
rise in deposits and reduced cash withdrawal (even 
after the removal of withdrawal limits after March 
13, 2017). Consequently, yields on short-term bills 
have fallen below the repo rate (figure 1)—similar to 
what happened in 2009–10. 
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Table 1. Comparison of GDP and GVA estimates before and after revisions

Variables

Year-over-year percentage, unless otherwise specified

FY 2015–2016 FY 2016–2017 FY
15–16

FY
16–17Q1 Q2 Q3 Q4 Q1 Q2 Q3 Q4

GDP estimate

Real GDP (Nov. 2016) 7.5 7.6 7.2 7.9 7.1 7.3 7.6 7.1

Real GDP (Feb. 2016); 
revised second 
advanced estimate

7.8 8.4 6.9 8.6 7.2 7.4 7.0 7.0 7.9 7.1*

GVA estimates

Real GVA (Nov. 2016) 7.2 7.3 6.9 7.4 7.3 7.1 7.2 7.0

Real GVA (Feb. 2016); 
revised second 
advanced estimate

7.8 8.4 7.0 8.2 6.9 6.7 6.6 6.7 7.8 6.7*

* Refers to advanced estimate for the entire FY 2016–17.
Source: The Reserve Bank of India, February 2017 and November 2016; Haver Analytics.                       

Deloitte University Press  |  dupress.deloitte.com

Deloitte University Press  |  dupress.deloitte.comSource: Reuters; Reserve Bank of India; Haver Analytics.
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Figure 1. Short-term Treasury rate yields have dipped below the repo rate owing to 
high liquidity
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At the same time, there are upside risks to the 
baseline inflation projection this fiscal due to un-
certainty surrounding the upcoming monsoon and 
its impact on food inflation, the one-off effects of 
the goods and service tax (GST), 
and rising inflation in advanced 
economies. Low commodity 
prices might partially offset the 
impact, but high oil price volatil-
ity brings uncertainty. The RBI 
had noted this in the monetary 
policy meeting held in February 
2017 and changed its monetary 
policy stance from “accommo-
dative” to “neutral” to achieve 
the medium-term target for con-
sumer price index (CPI) infla-
tion. That said, the availability 
of funds to industries and credit 
lending conditions have eased in 
the past year, and will likely continue to do so.

In its April 2017 policy review meeting, the RBI 
kept the policy rate unchanged (as expected) due 
its cautious view on inflation. At the same time, it 
narrowed the liquidity adjustment facility (LAF) 

corridor to contain the fall in 
short-term yields owing to high 
interbank liquidity. However, 
the RBI didn’t announce any 
specific move to reduce this li-
quidity.

Beyond de-
monetization
In line with our expectations 
(expressed in our previous Glob-
al Economic Outlook article “In-
dia: The pains and gains of de-
monetization”1), demonetization 
did have an impact on economic 

activity in Q3 and, possibly, Q4 as well, in addition 

There are 
signs that 

India is slowly 
transitioning 

toward 
a digital, 
cashless 

economy.

Deloitte University Press  |  dupress.deloitte.com

Note: These transactions include real-time gross settlement (customer transactions), retail electronics clearing, cards 
(credit and debit at ATMs and point of sale), prepaid payment instruments, and mobile banking.

Source: Reserve Bank of India.
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Figure 2. A rise in digitization in the economy
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to policy decisions. At the same time, there is evi-
dence that the impact is likely to be transient and 
might not spill over into the next fiscal year. High-
frequency indicators that were hit hard following 
demonetization have started showing signs of re-
covery since the beginning of this calendar year. In 
January, the IP index surged sharply by 2.7 percent, 
while the subindex for capital goods recorded a stag-
gering 10.7 percent growth after several months of 
contraction. Overall automobile sales also reported 
an increase of 1.0 percent in February, after touch-
ing a 16-year low in December 2016. 

In addition, there are signs that India is slowly tran-
sitioning toward a digital, cashless economy. In the 
past four months, digital transactions have gone up 
significantly, as shown in figure 2. The government 
has also tried to promote digital transactions in 
various ways, launching new digital apps, unstruc-
tured supplementary service data, and a dedicated 
television channel to educate people about cashless 
transactions. However, the permanency of this digi-
tization trend remains in question at this point of 
time, given the majority of the Indian population’s 
digital illiteracy and fondness for cash. Also, there is 
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always skepticism about the rise in cybercrime that 
might follow increased digitization.

Economic fundamentals continue to remain strong. 
The massive victory of Prime Minister Narendra 
Modi’s political party, Bharatiya Janata Party, in 
Uttar Pradesh’s state election, and the party form-
ing the government in Goa and Manipur have boost-
ed the government’s prospects of implementing re-
forms at an accelerated pace. These will likely go a 
long way in improving business confidence and In-
dia’s attractiveness to global investors. The fact that 
foreign direct investment (FDI) inflows are stron-

ger and the Indian rupee has somewhat appreciated 
in the past few months despite the two policy rate 
hikes by the US Federal Reserve and rising trade 
protectionism across the globe are evidence of the 
economy’s resilience. 

According to a Deloitte CFO annual survey con-
ducted in India recently (forthcoming), business 
optimism has increased tremendously over the me-
dium to long term relative to the past year, and busi-
nesses are now more willing to undertake business 
risks and investment in the coming years.
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Endnotes

1. Rumki Majumdar, “India: The pains and gains of demonetization,” Global Economic Outlook, Q2 2017, Deloitte University 
Press, February 14, 2017, https://dupress.deloitte.com/dup-us-en/economy/global-economic-outlook/2017/q1-india.html.

A NOTE ON THE CURRENT BUDGET
Our India article in last quarter’s Global Economic Outlook did not discuss the budget analysis 
because of the timing of the publication. However, not discussing the budget while deliberating 
about India’s outlook would be telling only part of the story. So here are some highlights of 
the budget.

The government demonstrated confidence in its current approach and schemes, and announced 
a well-balanced budget in January 2017 for FY 2017–18. While showing restraint by not giving in to 
the constant demand by the opposition and market for a large stimulus to boost consumption in 
the wake of demonetization, the government did focus on the sections of society most affected 
by the move. Proposed measures in the Union Budget 2017 include allocating the highest-
ever amount to the Mahatma Gandhi National Rural Employment Guarantee Act; granting 
infrastructure status to affordable housing that could lower tax rates and, potentially, funding 
costs; reducing corporate tax rates only for small and medium enterprises; and reducing the 
existing rate of personal income tax from 10.0 percent to 5.0 percent for the lowest income-
tax slab. These measures are expected to boost the purchasing power of the lower- and 
middle-income population.  

In addition, the government expressed its commitment to reduce the fiscal deficit by adhering 
to the recommended fiscal road map. This was despite its intention to implement the goods 
and services tax (GST) this year. However, there are upside risks in reaching the stated target 
of 3.2 percent of GDP. State finances have been deteriorating and are expected to worsen 
with the implementation of the GST, which will likely put pressure on states’ fiscal budgets 
because of uncertainties in tax collection and compensation to states. Moreover, the impact of 
demonetization on growth may result in an increase in pro-cyclical government spending.

The finance minister announced the phasing out of the Foreign Investment Promotion Board in 
2017–18. Further liberalization of FDI policy is under consideration. High-quality foreign portfolio 
investors also received clarity on how indirect transfers of shares would be taxed. These measures 
will likely ease processes for FDI into India and improve conditions for doing business.

India
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RUSSIA

Signs of recovery 
By Lester Gunnion

Introduction
The Russian economy is in better shape than it was 
a year ago. Global oil prices, critical to the health of 
the economy, are up; the Russian ruble has regained 
some lost value; the outlook on Russia’s sovereign 
debt ratings has been upgraded; and inflation has 
fallen sharply. However, the economic recovery is 
still nascent. Conservative monetary policy and 
fiscal consolidation will likely keep overall growth 
subdued. Furthermore, international sanctions are 
likely to remain in place, and the Russian econo-
my’s strong dependence on the price of hydrocar-
bons will persist.

The ruble rises
As global oil prices edged up through 2016, the ru-
ble, which is closely linked to global crude oil prices, 
also strengthened against the US dollar (figure 1). 
Oil prices spiked in December 2016 on news of a 
deal by the Organization of the Petroleum Export-
ing Countries (OPEC) to cut global oil production. 
However, higher global oil prices also serve as an 
incentive for US shale oil producers to increase pro-
duction. In fact, the number of US oil rigs have in-
creased 83.0 percent compared with a year ago (as 
of March 31, 2017).1 Increased shale production and 
skepticism among investors about the effectiveness 
and longevity of the production-cut agreement led 
to oil prices falling in March. Though 32.0 percent 
higher than a year ago, they were 6.0 percent lower 
than in the previous month.

The relative delinking of the ruble from crude 
oil prices is because investors have flocked 

to the ruble in the carry trade market.

34



2nd Quarter 2017Russia

35



Global Economic Outlook

However, though oil prices declined in March, the 
ruble remained relatively unchanged in relation to 
the dollar, falling just 0.5 percent. The relative de-
linking of the ruble from crude oil prices is because 
investors have flocked to the ruble in the carry trade 
market.2 Comparatively high interest rates in Rus-
sia make the ruble attractive to speculative investors 
who borrow in currencies with lower interest rates. 
The ruble has also been buoyed by the fact that a 
major ratings agency upgraded the outlook on Rus-
sia’s sovereign debt ratings from stable to positive in 
March because of improved growth prospects and 
the reduced risk of capital outflows.3

Monetary policy eased 

An immediate advantage of the strong ruble is lower 
inflation. Russia’s inflation rate fell to 4.3 percent 
in March—its lowest level since June 2012 (figure 
2).4 Apart from the strong ruble, inflation declined 
because large harvests in 2015 and 2016 contrib-
uted to greater food stocks and lower food prices.5 

In response to slowing inflation, the Central Bank of 

Russia (CBR) cut the policy rate by 25 basis points, 
from 10.00 percent to 9.75 percent, in March.6 An-
other likely reason behind the CBR’s easing of mon-
etary policy is to check speculative investment in the 
ruble. Lower inflation results in higher real interest 
rates, which keep the ruble attractive to investors 
relative to other emerging-market currencies. Be-
fore the CBR cut interest rates in March, the finance 
ministry attempted to weaken the ruble through 
foreign exchange purchases in February.7 However, 
this proved ineffective as speculative carry trade 
kept the ruble strong.

Further cuts in policy rate are likely in the near term 
as inflation drops closer to the target of 4.0 percent. 
However, as indicated by the CBR, the easing of 
monetary policy will be gradual.8 Real interest rates 
are therefore likely to remain relatively high. This 
is likely to keep the ruble an attractive investment. 
Prolonged strength in the ruble will be a concern for 
Russian exporters in the near term. Furthermore, 
relatively high real interest rates will likely limit an 
increase in consumption expenditure. 

Deloitte University Press  |  dupress.deloitte.com
Source: Federal Reserve Bank of St. Louis, Central Bank 
of the Russian Federation via Haver Analytics.
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Figure 1. The ruble rises on higher oil prices
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Fiscal policy may remain tight
In addition to a conservative monetary policy, fiscal 
policy in Russia will continue to focus on consoli-
dation. If there is effective implementation of the 
OPEC production-cut deal, coupled with improving 
global economic activity, global oil prices are likely 
to rise above current levels. However, if US shale oil 
producers continue to counterbalance the effect of 
the production cut, or if the deal is not adhered to by 
participating countries, global oil prices are likely to 
decline. Russia’s budget for 2017 is based on the 
more pessimistic assumption that global oil prices 
will average $40 a barrel.9 Furthermore, the finance 
ministry’s proposal in July 2016 was to freeze nomi-

nal expenditure for the next three years.10 Provided 
oil prices do not go below $40 a barrel in 2017, the 
government expects revenue to rise by 1.8 percent.11  
However, in keeping with the ministry’s announce-
ment in February, increased government revenue 
is likely to be accumulated in foreign exchange 
reserves rather than transferred to the budget.12 

Nonetheless, reduced expenditure and improved 
growth prospects will likely lead to the budget defi-
cit declining below the 2016 level of 3.5 percent of 
GDP. However, though fiscal consolidation will help 
Russia deal with economic sanctions and relatively 
low oil prices, and even support the possibility of an 
improved credit rating, it will weigh upon overall 
growth in the near to medium term.

Russia

Deloitte University Press  |  dupress.deloitte.com
Source: Central Bank of Russia, Federal State Statistics 
Service via Haver Analytics.
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Growth in 2017 could 
be subdued
Russia’s return to growth in 2017 is likely to be sub-
dued, at 1.0–1.5 percent.13 The recovery of impor-
tant drivers of economic growth such as household 
expenditure is likely to be protracted due to tight 
macroeconomic policy. For instance, a recovery in 
real disposable income and lower inflation could 
lead to improved household expenditure, but high 
real interest rates are likely to keep expenditure in 
check. Indeed, real retail sales have been in decline 
since December 2014, and the balance of the con-

sumer confidence index continues to be skewed to-
ward pessimism.14

Another factor that will keep the Russian economy 
from growing quickly is international sanctions. 
These appear unlikely to be lifted in the near term, 
which is likely to keep pressure on business con-
fidence and investment. Furthermore, Russia’s 
fortunes are likely to remain linked to the price of 
hydrocarbons in the medium term. Therefore, the 
price of crude oil will probably continue to deter-
mine how Russia’s economy performs relative to 
expectations.

Russia’s budget for 2017 is based on the 
more pessimistic assumption that global 

oil prices will average $40 a barrel. 
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BRAZIL

BCB seizes the initiative 
By Akrur Barua 

Introduction
On April 12, Banco Central do Brasil’s (BCB’s) rate-
setting committee cut the benchmark Selic rate by 
100 basis points (bps) to 11.25 percent, the lowest 
rate since November 2014.1 BCB’s move was not a 
surprise given that inflation has been dipping to-
ward the midpoint of the central bank’s 3.0–6.0 
percent range. Also, due to severe contraction in 
GDP in 2015 and 2016, the economy requires a 
strong dose of monetary easing. Fiscal stimulus 
would have helped, but Brazil’s public finances are 
in poor shape. The fiscal deficit is high (8.9 percent 
of GDP in 2016), and government debt as a share 
of GDP has shot up by 14.8 percentage points since 
September 2015.2

Encouragingly, the government is aware of the fis-
cal challenges and appears determined to reverse 
course. It capped real government spending and is 

also trying to reform pensions, which arguably pose 
the biggest threat to state finances in the medium 
to long term.3 While bond markets have rewarded 
the government by dragging yields lower, pushing 
through pension reforms won’t be easy in the face 
of strong public resentment and the president’s de-
clining popularity.4 A lot will depend on the govern-
ment’s ability to convince legislators and the public 
about the benefits of fiscal sustainability. 

BCB reversing course—
and rightly so
Since it cut rates for the first time in four years in 
October 2016, BCB has been on an easing spree, 
pushing down the Selic rate by a total of 300 bps 
in eight months. Downward price pressures have 
aided BCB in its monetary easing spree. Headline 
inflation fell to 4.8 percent year over year in Febru-

Pushing through pension reforms won’t be 
easy in the face of strong public resentment 

and the president’s declining popularity.
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ary from 5.4 percent the month before (figure 1). In 
fact, when inflation fell to 5.4 percent in January, it 
was the first time since February 2014 that the fig-
ure had dipped below the upper limit (6.0 percent) 
of BCB’s target range.

BCB’s current monetary stance is likely geared to 
counter multiple challenges, the first of which is 
to revive economic activity. Brazil has been going 
through one of the deepest downturns in recent 
memory. Economic contraction continued into Q4 
2016, with real GDP (seasonally adjusted) declining 
0.9 percent quarter over quarter, thereby bringing 
down annual GDP in 2016 by 3.6 percent. In 2015, 
the economy had contracted 3.8 percent. Since Q1 

2014, real GDP has contracted 9.0 percent (figure 
2)—a staggering reversal of fortune for an economy 
that until a few years ago was dubbed as one of the 
key drivers of global growth. Unfortunately, the sce-
nario for growth is still uncertain, with key indica-
tors conveying mixed signals so far this year. While 
consumer and business sentiment have been edg-
ing up, retail sales and industrial production have 
barely grown.5

The second challenge is that gross fixed capital for-
mation (GFCF) has contracted every quarter, bar 
one, since Q3 2013. BCB will be keen to revive pri-
vate sector investments, which are critical not only 
for economic recovery in the short term but also 

Deloitte University Press  |  dupress.deloitte.comSource: Haver Analytics, Deloitte Services LP economic analysis.  
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Figure 1. Headline inflation is edging down toward the midpoint of BCB’s target range

While consumer and business sentiment have been edging 
up, retail sales and industrial production have barely grown.
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Figure 2. GDP and GFCF have contracted sharply in recent times

Brazil

to boost productivity in the medium to long term. 
According to Oxford Economics, average annual 
potential GDP growth over 2016–25 is expected to 
be about 1.6 percent, with total factor productivity 
rising 0.3 percent on average per year during that 
period.6 Both figures are lower than the correspond-
ing ones for 2006–15 (potential GDP growth: 2.9 
percent; total factor productivity: 0.8 percent).7  

Pushing up productivity is essential for an economy 
likely to host an aging population in the future.8

Third, BCB’s rate cuts aim to bring down debt-ser-
vicing costs for households. Household debt in Bra-
zil as a share of personal disposable income went up 
an estimated 11.2 percentage points between 2008 
and 2016. Within this period, the Selic rate went 
up about 250 bps, with a large jump (700 bps) oc-
curring between March 2013 and July 2015. With 
households already under pressure from a slowing 
economy and high unemployment (13.2 percent 

in February9), BCB hopes that reducing debt re-
payment costs will keep repayments going, which 
should also ease some pressure off banks and finan-
cial institutions. 

Finally, loosening monetary policy keeps the pres-
sure on government bond yields, which have been 
declining due to short- and long-term positive 
measures by the government to tackle poor fiscal 
health. For example, the 10-year Treasury yield has 
declined more than 550 bps since January 2016, 
reversing partially from a rise of more than 680 
bps between May 2013 and January 2016 (figure 
3). The decline in government bond yields, in turn, 
has pushed down the government’s debt-servicing 
cost, thereby aiding fiscal balances: The fiscal deficit 
declined to 8.9 percent in 2016 from 10.2 percent 
in 2015. BCB would want that trend to continue, al-
though much depends on the government’s success 
in pushing reforms.
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Figure 3. Bond yields have been going down since early 2016

BCB’s rate moves reflect in-
creasing confidence in the real
In 2015, the Brazilian real fell about 16.0 percent 
against the US dollar, one of the worst perfor-
mances by an emerging-market currency that year. 
Things have changed since then, with the real gain-
ing against the greenback by 15.5 percent last year 
and gaining ground in 2017 as well (figure 4). This 
is despite three cuts in the Selic rate (by a total of 
300 bps) between October 2016 and the latest rate 
cut on April 12. The currency’s gain primarily re-
flects a revival of confidence in the economy, albeit 
a nascent one, due to improving external balances, 
greater confidence in the central bank, and fiscal 
prudence.10

Should BCB be worried about the impact of the ris-
ing interest rate differential with the United States, 
where the Federal Reserve (Fed) is poised to raise 
rates again this year? It likely would not be. Markets 
may have already priced in three rate hikes by the 
Fed (amounting to 75 bps) this year, and a fourth 
hike is also likely.11 At the same time, markets also 
expect BCB to continue monetary easing, embold-
ened by declining inflation, and it is likely that BCB 
will cut rates by an additional 100–150 bps this year. 
It is no wonder, then, that the real has continued 
its gains. While a more aggressive monetary easing 
stance may put downward pressure on the currency, 
it is likely that such a trend would benefit exports, 
which in turn would benefit the real over the me-
dium term.
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Figure 4. Brazil’s currency bounced back last year after weakening in 2015

Brazil

Should BCB be worried about the impact of 
the rising interest rate differential with the 
United States, where the Federal Reserve 

is poised to raise rates again this year?
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Much rests on the fiscal side
Declining bond yields and a rise in the currency 
translate to nothing less than a vote of confidence in 
the economy. The government can take some credit 
for this. Its move to cap real government spend-
ing for the next 20 years is a positive step.12 Recent 
ventures in the public-private partnership space 
to boost infrastructure are another.13 The govern-
ment also reacted swiftly to stem the controversy 
over tainted beef exports:14 Negotiations and reas-
surances at the highest level—including dining over 
steak with foreign diplomats—helped persuade key 
Brazilian meat importers such as China to lift the 
cap on exports.15

The same skills need to be replicated for pushing 
through other reforms. The government appears 
determined to reform reforms, including raising the 
retirement age to 65 years from the current average 
of 54 years; and modifying the relationship between 
pension payments, the last-drawn salary, and the 
number of years worked.16 For now, the govern-
ment appears to have the numbers in the legislature 
to enact these changes. What may queer the pitch, 
though, is public protests against pension reforms, 
which, in turn, may force legislators to ask for a 
watered-down version. That would be unfortunate, 
given that pension reforms are critical for fiscal sus-
tainability. According to the Economist, at the cur-
rent pace, government spending on pensions could 
spike to about 20.0 percent of GDP by 2060 from 
the current 12.0 percent.17 The current corruption 
investigations that have ensnared senior politicians 
across the political aisle may also hinder getting re-
forms approved by the legislature.18

To further muddle matters, the government has lim-
ited time on its hands, as new presidential elections 
are due in October next year. Any such hiccups may 
dent the tide of rising confidence. Worse, it could 
end up delaying a return to investment-grade rat-
ings and long-term productivity growth. Any dither-
ing on reforms is thus perilous.
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CANADA

Free trade and the 
United States 
By Daniel Bachman

What’s at stake for 
Canada in NAFTA
Just when Canadians thought that the question 
of trade relations with the United States had been 
resolved, the whole issue may come up for debate 
once again.

One of the great issues that 
consumed Canadian poli-
tics from the beginning of 
the Confederation was the 
economic relationship with 
the United States. Both 
countries debated the wis-
dom of free trade across 
Canada’s southern (and 
the United States’ north-
ern) border. After the Sec-
ond World War, agreement 
that open borders were best 
started to take hold. In 1965, the two countries de-
cided to free trade in automobiles and parts and, by 
the 1980s, had agreed to negotiate a more compre-
hensive agreement, together with Mexico.  

At the time, opposition to the North America Free 
Trade Agreement (NAFTA) in the United States 
mainly focused on Mexico, while Canadians expect-
ed to be left alone (aside from some disputes around 

certain products such as lumber). The main debate 
in Canada involved the size of the potential gains 
to the country from opening trade with the United 
States. The signing of the final treaty looked like it 
put to rest one of the great debates of Canadian his-
tory. From now on, Canada and the United States 
would operate as a single economy, with Mexico 

included as a kind of unseen 
bonus (from the Canadian 
side). 

But US policy may be chang-
ing—which could poten-
tially restart the old debate 
in Canada. Even without 
major changes in Canada, 
the Canadian government 
will have to determine how 
to manage the new rela-
tionship. What’s at stake is 
really the entire Canadian 

economy, since 75.0 percent of Canadian goods ex-
ports go to its southern neighbor.1

Canada’s position in the North American economy 
has changed since NAFTA came into place. Figure 
1 shows Canada’s exports by type in 2015. Mineral 
products (almost entirely oil) are the largest cat-
egory, making up over one-third of all Canadian 
exports to the United States. Despite the close rela-

US policy may be 
changing—which 
could potentially 
restart [an] old 

debate in Canada. 
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tionship between the Canadian and US auto indus-
tries, and the importance of the auto industry for 
Ontario and Quebec, just one-fifth of exports were 
transportation goods. Even in manufactured prod-
ucts, the focus appears to be as much on commodity 
items such as metals and chemicals than on parts 
and machinery farther down the supply chain.

Canada as the mining supplier for the United States 
is not really what anybody expected when NAFTA 
was negotiated. That’s because Canada’s trade pic-

ture at that time was quite different. Figure 2 shows 
Canadian exports in 1995, not long after NAFTA 
was signed. The difference is striking.

The Canadian economy at the dawn of NAFTA was, 
to a certain degree, an extension of the US automo-
bile industry. Canada was also a supplier of primary 
products to the United States, but exports of min-
eral products such as oil were smaller than exports 
of wood products (an important industry, especially 
for British Columbia). 

Deloitte University Press  |  dupress.deloitte.com

Source: Center for International Development at Harvard University, “Atlas of economic complexity,” 
accessed April 7, 2017.
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Source: Center for International Development at Harvard University, “Atlas of economic complexity,” 
accessed April 7, 2017.
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This is a huge change in the structure of the Canadi-
an economy and in its relationship with the United 
States. What happened? Tar sands and other oil ex-
ploration happened—but also, surprisingly, so did 
NAFTA. As figure 3 shows, Mexico did not really 
take vehicle production from the United States, as 
some have claimed. It took production share from 
Canada. In 1993, Canada produced over 2 million 
vehicles, compared with just a bit over half a mil-
lion in Mexico. In 2016, US production had fully re-
covered from the impact of the financial crisis, and 

Mexico produced a record 3.5 million vehicles—and 
Canadian production was 20 percent lower than it 
had been in 1999.

While there are disadvantages to being a primary 
producer, there are advantages as well. Prime Min-
ister Justin Trudeau hasn’t seemed too worried 
about the United States’ desire to renegotiate NAF-
TA. Perhaps that’s because he knows that so much 
of Canada’s exports to the United States are primary 
products that don’t have US competitors and don’t 

Canada
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Figure 3. North American vehicle production by country

represent a lot of US employment. Canada is per-
haps less vulnerable to the new US trade regime 
than it might seem at first glance.

Canada’s budget: Deficits 
as far as the eye can see?
Canadian budget projections run until 2021. The 
government’s new budget forecasts a modest deficit 
of about 19 billion Canadian dollars in that year. It’s 
not a lot by international standards—less than 1.0 
percent of GDP. But for Canadians who are proud 
of their fiscal rectitude learned in the 1990s, it’s still 
a bit unsettling. That may be why this year’s budget 
really isn’t very different from the first Liberal bud-
get last year. The government has made its move, 
and is willing to see how things turn out.

With no major changes in priorities, and a relatively 
unchanged point of view about the economy and the 
deficit, attention is likely to turn to some relatively 
minor points. 

First, there is the increase in defense spending. This 
is despite the current US focus on the relatively 
low defense expenditures of many North Atlantic 
Treaty Organization (NATO) partners. While NATO 
rules require that members attempt to keep defense 
spending at 2.0 percent of GDP, Canada’s is just un-
der 1.0 percent.2 This may become a source of fric-
tion in the future.

Second, the attention-grabbing “Uber tax” should 
provide Canadian headline writers a way to draw 
eyeballs to budget articles. This is really a techni-
cal matter, since Canada’s goods and services tax 
is supposed to cover all transactions. From an eco-
nomics point of view, there is no reason to exclude 
ride-sharing services from the tax. However, given 
Uber’s role as a well-known disrupter, just about 
anything related to it is likely to draw some atten-
tion.

Otherwise, there is a grab bag of initiatives that are 
small in the context of the entire budget, although 
potentially important to specific groups. For exam-
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ple, the budget includes a bit more money than be-
fore for indigenous communities and an argument 
that the budget will help improve gender equality. 
But the truth is that this is a rather boring budget. 
Boring is not a bad thing, as Canada’s neighbors and 
peer countries can testify.

Is the economy 
picking up steam?
Early 2017 saw some positive economic news. Janu-
ary GDP was up 0.6 percent, and average employ-
ment grew by over 35,000 in the three months to 
February. Monthly GDP growth over the previous 
12 months has been around the 2.0 percent mark 
since September—a contrast to the less than 1.0 per-
cent level recorded earlier in 2016. It all certainly 
suggests that the Canadian economy is beginning to 

pull out of the slower growth of the recent past. That 
likely reflects the moderate strength of the US econ-
omy in the past few months. A significant slowdown 
in the US economy remains a key risk for Canada, as 
do the housing situation and consumer debt.

Total consumer price index (CPI) inflation was 2.0 
percent in February, at the Bank of Canada’s target. 
However, the bank does not use the total CPI. In Oc-
tober, as part of the renewal of the bank’s agreement 
with the Government of Canada, it adopted three in-
flation measures as a kind of joint target.3 Each mea-
sure uses a different method of removing volatility 
from the inflation number. All are currently under 
the 2.0 percent inflation target, and one (CPI com-
mon) is at just 1.3 percent. Most observers therefore 
expect the Bank of Canada to maintain an accom-
modative policy in the near future.

Canada is perhaps less vulnerable to the new US 
trade regime than it might seem at first glance.

Canada

Endnotes

1. Statistics Canada, CANSIM table 228-0079.

2. NATO, “Defense expenditures of NATO countries (2009–2016),” July 4, 2016, http://www.nato.int/nato_static_fl2014/as-
sets/pdf/pdf_2016_07/20160704_160704-pr2016-116.pdf. 

3. Bank of Canada, 2016, Renewal of the inflation-control target: Background information, October 2016, http://www.bankof-
canada.ca/wp-content/uploads/2016/10/background_nov11.pdf.

53



Global Economic Outlook

AFRICA

How business needs to plan 
for the changing continent 
By Dr. Martyn Davies and Hannah Edinger 

Selecting a gear in 
multispeed Africa
During the apparently good years of the commodity 
super-cycle, the majority of Africa’s economies grew 
rapidly, fueling the popu-
lar “Africa rising” narra-
tive. Even the countries 
with little-diversified, 
structurally weak econo-
mies grew rapidly during 
the apparently good years 
of the commodity super-
cycle. African economies 
were buoyed by the posi-
tive sentiment in global 
markets and strong de-
mand for their resources, 
from China in particular. 

However, in the different 
regions of Africa, funda-
mentally different factors were driving the conti-
nent’s seemingly synchronized growth, and so the 

“Africa rising” narrative was always flawed. Africa is 

so diverse that it has always been simplistic to have 
a single view of the continent. The vast geography, 
nascent markets, lack of connectivity, very low re-
gional integration, and lack of trained people and 
knowledge networks make a more nuanced view of 

a multispeed Africa more 
appropriate.

SELECTING A 
GROWTH GEAR 
FOR 2017 

A closer look at Africa’s 
economic growth shows 
that growth rates across 
the different regions vary 
widely. East Africa, the 
region least dependent 
on hard commodity ex-
ports, remains the best 
regional performer on the 
continent.1 Economies 

such as Ethiopia, Kenya, Rwanda, and Tanzania—
all in East Africa—are the frontier growth stories of 
the continent.

Africa is so diverse 
that it has always 
been simplistic to 
have a single view 
of the continent.
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Meanwhile, regions dependent on hard commodi-
ties, such as Southern Africa2 and West Africa,3 are 
showing signs of recovery and are projected to grow 
at a moderate rate. For the regions and the conti-
nent as a whole, growth is expected to recover from 
the lows recorded in 2016. 

ONLY ONE REGIONAL 
LEADER IS STRONG

During the heyday of the “Africa rising” narrative, 
the three dominant Sub-Saharan Africa (SSA) econ-
omies—South Africa in the south, Kenya in the east, 
and Nigeria in the west—were all achieving strong 
growth. 

The picture is different now. At present, Kenya’s 
growth remains strong, South Africa is struggling to 
get its growth into gear, and Nigeria’s economy is 
contracting. This means that only one of SSA’s three 
traditional anchor economies is performing robust-
ly. This has an important influence on each region’s 
real GDP growth. The economic prospects of each 
regional economic power (REP) can sharply affect 
its respective region’s real GDP growth.

Looking ahead, the economic performances of the 
regions are set to reflect closely those of their REPs 
(figure 1). Investors traditionally look to enter each 
region by first gaining a foothold in the REP. How-
ever, this trend may start to change if REPs contin-
ue to show less ability to reform structurally than 
other countries in their respective regions.

Africa
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Repricing Africa’s economies
The downturn suffered by many African economies 
following the drop in global commodity prices in 
2014 has resulted in a repricing of their economies, 
with currencies falling against a resurgent US dollar 
and asset markets, too, tumbling. There is a positive 
side to this. It could well position them to attract 
more foreign direct investment (FDI) over the me-
dium term as investors seek cheap assets.

TRANSMISSION CHANNELS 
OF REPRICING

The most evident sign of the painful repricing pro-
cess was that the currencies of many African coun-
tries fell heavily (figure 2). In some cases, their 
value has suffered further as a result of errant mon-
etary policies and political squabbles that have un-
dermined investor confidence and heightened un-
certainty. 

Although some currencies recovered to some extent 
in 2016, this has not been enough to offset the losses 
from the earlier falls. These falls create opportuni-
ties for longer-term foreign investors. Assets whose 
prices were, arguably, highly inflated prior to mid-
2014 have become much less expensive.

However, foreign investors will also continue to 
keep a wary eye on the actions of central banks 

and government agencies. Foreign exchange short-
ages have already resulted in governments tight-
ening foreign exchange rules to protect dwindling 
reserves. Restrictions have been placed on those 
who can access foreign exchange, creating so-called 

“captured capital” that foreign companies cannot re-
patriate. In the near term, central banks are likely to 
put in place further forex restrictions until foreign 
exchange reserves start to stabilize again.

PRIVATIZATION OPPORTUNITIES

In order to shore up the balance sheets of govern-
ments under increasing fiscal pressure from re-
duced export earnings and currency depreciation, 
many countries are being forced to embark on 
long-overdue sales of state-owned assets. These 
programs typically follow intervention by the Inter-
national Monetary Fund (IMF) (table 1). They may 
herald the beginning of a process not too dissimilar 
from ones that have either taken place or are now 
currently occurring in economies such as China and 
India, which, in the past, opposed private owner-
ship. 

Looking ahead, governments that are not yet under 
severe fiscal strain are likely to take a closer look at 
their debt sustainability. This, in turn, may provoke 
further privatization.

Africa
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Realizing potential: The im-
perative of Africa’s economic 
diversification
Will headline GDP growth translate into qualita-
tive development across the continent? Economic 
history has shown that without diversification into 
manufacturing and services, and away from simple 
resource extraction, the long-term development 
prospects of countries are always bleak. The need 
for economic diversification in the continent is high, 
all the more so given that the growth cycle is at a 
low point.

For the most part, African governments have not 
taken advantage of the last decade’s growth spurt 

to move toward diversification—neither in their 
economic structures, nor in their export baskets. 
Resource-endowed countries, in particular, are 
anything but examples of sustainable or inclu-
sive growth. Wealth is unable to trickle down into 
broader society from narrow extractive industries, 
especially in the face of rent-seeking governments. 

EXPORT DIVERSIFICATION: 
A SPRINGBOARD FOR 
SUSTAINABLE GROWTH

Due to a lack of export diversification, most of Afri-
ca’s economies remain dependent on the vagaries of 
commodity prices in the international market and 
often on the price of a single resource (figure 3).

Table 1. IMF country arrangements initiated in 2016–17

Most recent 
arrangement Year of expiration

Amount approved 
(SDRmVI)

Amount drawn 
(SDRm)

Egypt EFFI 2019 8,596.57 1,980.05

Tunisia ECFII 2020 2,045.63 227.29

Rwanda SCFIII 2017 144.18 108.14

Côte d’Ivoire ECF & EFF 2019 487.80 69.69

Madagascar ECF 2019 220.00 31.43

Central African 
Republic

ECF 2019 83.55 25.05

Niger ECF 2020 98.70 14.10

Kenya SCF & SBAIV 2018 1,063.89 0.00

Morocco PLLV 2018 2,504.00 0.00

I Extended Fund Facility; aimed at assisting countries with serious medium-term balance of payments problems.
II Extended Credit Facility; provides financial assistance to countries with protracted balance-of-payments problems.
III Standby Credit Facility; provides financial assistance to countries with short-term balance-of-payments problems.
IV Stand-by Arrangement; financing assistance to overcome balance-of-payment problems in an economic crisis.
V Precautionary and Liquidity Line; designed to meet liquidity needs for countries with sound economic fundamentals   
    but some remaining vulnerabilities.

VI Special drawing rights, millions

Source: IMF, 2017.                       Deloitte University Press  |  dupress.deloitte.com
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Source: Deloitte Africa analysis based on International Trade Centre and UNCTAD, 2016.
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For the most part, African governments have not 
taken advantage of the last decade’s growth spurt 

to move toward diversification—neither in their 
economic structures, nor in their export baskets.
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However, there are a handful of countries that have 
avoided the pitfall of overdependence on revenues 
generated by a single merchandise export, either 
through good fortune or as a result of strategic poli-
cy implementation. Their relatively more diversified 
export baskets have cushioned them from external 
shocks, giving rise to a more stable growth track re-
cord.

Even within oil-exporting countries, those with 
less dependence on the commodity still have a rea-
sonably healthy growth outlook. To a lesser extent, 
countries that have a high dependence on a single 
non-oil export commodity are also projected to ex-
pand at lower rates. There are several countries in 
the East Africa region that have actively promoted 
export diversification. The strong growth outlook 
for East Africa is testament to this. The region’s 
growth prospect is supported by political stability 
and a pragmatic pro-business policy. 

IS THERE A RECIPE 
FOR DIVERSIFICATION?

In order to move from what has been a resource-
driven business model for most African economies 
toward a more diversified and sustainable one, a 
number of policies need to be put in place. Although 
there is no simple recipe for success, some of the 
ingredients for economic diversification include: 

• The quality and quantity of physical infrastruc-
ture investments in key sectors

• Effective trade and industrial policies

• Improving macroeconomic fundamentals 
through sound fiscal and monetary policies

• Productivity growth supported by human capi-
tal, skills, and technology

• A broader enabling environment for both local 
and international investors

• Good governance 

However, it is ultimately governance that will deter-
mine how resource rents are reinvested into the hu-
man capital that is needed to make African econo-
mies grow sustainably, with equitable development 
models, rather than remaining dependent on cycli-
cal commodity prices. 

MANUFACTURING INVESTMENT 
FROM CHINA

The shifting value chain of production in Asia pres-
ents an enormous opportunity for economic trans-
formation into manufacturing and higher-value-
added exports.4 Rising cost pressures in China’s 
light industrial manufacturing sector will cause 
manufacturing capacity to be relocated to lower-
cost foreign economies. As this shift in production 
out of China’s southeastern provinces takes place, 
forward-looking African countries could emerge as 
the “new Vietnams,” offering low-cost destinations 
for manufacturing investment from China. 

The tens of millions of jobs expected to move off-
shore in the coming decade due to rising Chinese 
production costs is a big opportunity for Africa. Re-
form-minded and progressive African states could 
seize this opportunity and generate a 19th-century 
style industrial revolution, creating large amounts 
of employment and new industries in their own 
economies. Coupling this with the disruptors of the 
fourth industrial revolution, also called Industry 
4.0,5 Africa could achieve the manufacturing com-
petitiveness of early adopters of smart technologies, 
machines, factories, products, and services. African 
countries require suitably qualified workforces in 
order to take advantage of this potentially seismic 
economic shift. 

Countries that recognize the need for economic 
transformation and successfully implement diver-
sification drives into manufacturing and service-
based activities will be primed to move toward a 
more sustainable, and ultimately more inclusive, 
growth trajectory.
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Planning for the changing 
continent: A business view
The year 2016 arguably marked the bottoming of 
Africa’s growth downturn. Stabilization of global 
oil prices and the uptick in most commodity prices 
suggest that the growth outlook of the continent is 
improving. 

With a new set of dynamics shaping African econo-
mies and their business environments, the pres-
sures for structural reform have never been greater. 
Key considerations for businesses operating in or 
entering the continent include: 

• Structural reforms creating investment 
openings. As governments liberalize and 
privatize, the exit of the state from utilities and 
infrastructure assets will create market open-
ings for private capital. Many African states are 
now beginning or reenergizing long-overdue 
privatization processes. 

• Industry consolidation. Linked to these re-
forms, industry consolidation is likely to emerge 
as a trend in key sectors. Overbanked economies 
are likely to see increased M&A activity as weak-
er players are removed by market forces—pro-
vided states allow these firms to fail. 

• Diversification facilitating industrial 
growth. Governments must realize that they 
have to adopt pro-industry policies and build 
more efficient infrastructure as foundations for 
economic diversification. Companies that align 
their own commercial objectives to the strate-
gic development interests of their host states 
will benefit. 

• Multispeed countries and regions. Multi-
nationals often seek to have an Africa strategy. 
Arguably, a generic continent-wide strategy can-
not be formulated nor implemented. The growth 
dynamics of each region, country, and sector are 
so varied that businesses need to adopt a coun-

Africa
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try- or region-based approach to strategy when 
engaging with the multiple economies of Africa. 

• Africa’s urban future. Cities will be at the 
heart of how business reconfigures when in-
vesting in Africa. Rapid urbanization is reshap-
ing the economic structure of the region—with 
urban agglomeration driving growth and con-
sumer spending. Capital is likely to differenti-
ate increasingly between countries and urban 
city hubs. 

• Changing regulatory environment. Busi-
ness needs to be closer to policymakers. In times 
of rapid economic change, policies are likely to 
be more reactive, heightening the risk for in-
vested companies. This would apply to monetary 

policy, foreign exchange, tax policies, and possi-
ble protectionist trade policies. Companies must 
be cognizant of policy flux in order to mitigate 
risks that arise. 

• From fortitude, to consolidation, to 
growth strategies. Africa’s overall growth tra-
jectory is upward, with indications that growth 
bottomed out last year. Assets are getting re-
priced, and markets are gradually opening, 
while an underserviced marketplace and latent 
demand persist. Investing companies are likely 
to regain confidence and deploy capital in 2017 
for the next growth cycle. Of course, the neces-
sary risk mitigation strategies must be put in 
place.
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Endnotes

1. East Africa comprises Burundi, Comoros, Eritrea, Ethiopia, Kenya, Rwanda, Seychelles, Tanzania, Uganda, and South Sudan.

2. Angola, Botswana, Lesotho, Madagascar, Malawi, Mauritius, Mozambique, Namibia, South Africa, Swaziland, Zambia, 
and Zimbabwe.

3. Benin, Burkina Faso, Cabo Verde, Côte d’Ivoire, Ghana, Guinea, Guinea-Bissau, Liberia, Mali, Niger, Nigeria, Senegal, Sierra 
Leone, Gambia, and Togo.

4. Martyn Davies, Peter Draper, and Hannah Edinger, Changing China, changing Africa: Future contours of an emerging rela-
tionship, 2014, http://onlinelibrary.wiley.com/doi/10.1111/aepr.12059/abstract; Hannah Edinger and Kira McDonald, The 
mineral resource and manufacturing paradigm: Assessing China’s current and future role in Africa’s economic transformation, 
2015, http://www.hsrc.ac.za/en/review/hsrc-review-jan-march-2016/new-book-on-china-relationship.  

5. See the Deloitte University Press collection https://dupress.deloitte.com/dup-us-en/focus/industry-4-0.html to learn more 
about Industry 4.0.
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Global inflation: Not yet a 
worry for most policymakers 
By Akrur Barua 

Introduction
Brave, nay foolhardy, is the central banker who does 
not lose sleep over inflation. History is replete with 
instances when even minor miscalculations about 
inflation and inflation expectations have pushed 
central banks off the rate curve, thereby raising 
complications for economies. It is not surprising, 
then, that as prices go up in key developed econo-
mies, analysts are turning their gaze to price trends 
(figure 1). In the United States, for example, con-
sumer inflation—both headline and core—is above 
2.0 percent.1 In the Eurozone, deflationary pres-
sures are easing, while in key emerging economies 
in Asia, prices are edging up slightly this year after 
a stretch of stability. So is the current bout of price 
rises worrying? Despite higher inflation numbers, 
we believe that it is still too early to worry about in-
flation. 

Energy prices appear to 
be weakening of late 
A quick look at inflation dynamics around the world 
suggests that while headline inflation has gone up, 
core inflation, which excludes volatile food and en-
ergy prices, remains steady. Instead, noncore ele-
ments—primarily energy—have pushed up consum-
er prices over the past few months. In the Eurozone, 
for example, year-over-year growth in the harmo-
nized index of consumer prices excluding fresh food 
and energy is still below 1.0 percent; in fact, growth 
fell in March to 0.7 percent from 0.9 percent in Feb-
ruary (figure 1). In Japan, consumer prices except 
food and energy fell in February (-0.1 percent). In 
emerging economies such as China, India, and In-
donesia, it is yet again energy prices that have put 
upward pressure on headline inflation (figure 2). 
Even in the United States, where headline inflation 
went up to 2.7 percent in February, core inflation, 
including core personal consumption expenditure 
(PCE) inflation, has more or less held steady over 
the past year.2
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Figure 1. Headline inflation has been moving up in key developed economies
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Figure 2. Energy-related inflation has been pushing up headline inflation 

Energy prices, however, have slowed this year. 
Brent prices, for example, are down by 1.4 percent 
this year (until April 10) after rising 50.9 percent 
in 2016. Prices are not likely to rebound sharply 
soon, given the increasing output in the United 
States—total weekly field production in the country 
started picking up in October 2016 and has gone up 
by about 9.0 percent since then.3 When prices rose 
sharply in 2016 relative to the previous year, shale 

once again made a comeback, with investments 
in the sector rising in Q4 2016.4 This has, in turn, 
partially negated the impact of the deal between 
major oil producers (excluding the United States) 
to restrict output. With energy prices weakening, 
their impact on headline inflation will likely decline, 
thereby thwarting the recent upward move in con-
sumer prices.

A quick look at inflation dynamics around the 
world suggests that while headline inflation has 
gone up, core inflation, which excludes volatile 

food and energy prices, remains steady.
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Figure 3. Real earnings have not grown fast in the United States

Aggregate demand not 
yet a major threat 
In the Eurozone, GDP growth, at 1.7 percent, in 2016 
was lower than in 2015 and is also below the aver-
age 2.2 percent annual growth recorded between 
2000 and 2007. Similarly, in Japan, aggregate de-
mand is yet to play a major role in pushing up con-
sumer prices despite loose monetary policy, includ-
ing quantitative easing and negative interest rates. 
While the United States has fared better than the 
Eurozone and Japan, earnings growth is still weak 
despite record-low unemployment. Average real 
weekly earnings, for example, grew just 1.0 percent 
in 2016 and fell in January this year, before recov-
ering marginally in February (figure 3).5 With labor 
force participation low relative to the pre-recession 
period, it is likely that any push in earnings may be 
countered by a possible increase in participation, 
thereby offsetting some of the impact of rising earn-

ings on consumer prices. The only major economy 
where aggregate demand is impacting inflation, al-
though negatively, is Brazil. A prolonged period of 
economic contraction (-3.6 percent in 2016 and -3.8 
percent in 2015) has been a key factor behind slow-
ing consumer price growth in the country.6

Inflation remains below target 
range
The important thing is that even though inflation 
has been heading up in key developed economies, 
it continues to be below key central banks’ target 
ranges. For both the European Central Bank (ECB) 
and the Bank of Japan (BOJ), the upper limit of the 
target range for inflation is 2.0 percent, and the 
data show inflation is far from the range, especially 
for the BOJ.7 In the United States, where headline 
inflation is currently above 2.0 percent, core PCE 
inflation—the Federal Reserve’s (Fed’s) preferred 
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Figure 4. Brazil and Russia appear to have recovered from the high-inflation years 

inflation measure—at 1.8 percent, is still below the 
Fed’s 2.0 percent target. The story is the same for 
countries such as China, India, and Indonesia.8 

Even in Russia and Brazil—two economies that 
have suffered high inflation in recent years—growth 
in consumer prices have been heading down in re-
cent months and are currently closing in on their 
respective central banks’ targets (figure 4). 

Household debt a bigger 
worry than inflation in Asia 
In key economies in Asia, the focus is less on overall 
consumer prices and more on high household debt 
and house prices. Household debt in many Asian 
economies has soared since 2008, with debt-to-

disposable personal income in economies such as 
Thailand and Malaysia higher than the level in the 
United States just before the Great Recession began 
(figure 5). A key contributor to high household debt 
in the region has been soaring house prices, which 
have also queered the pitch for central bankers in 
these economies.9 With the housing cycle intricately 
linked to financial stability, authorities are focusing 
more on countering bubbles in the housing market 
than on inflation. And instead of interest rates—the 
favorite tool to counter inflation—central banks are 
deploying a raft of macroprudential measures such 
as restrictions on second mortgages and loan-to-
value ratios.10 Economies such as India are also fo-
cusing on affordable housing and lower borrowing 
costs for builders, which, authorities hope, will then 
be passed on to buyers.11
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*Hong Kong: We have taken loans and liabilities of households. 
**Thailand: We have used 2003 figures instead of 2002; 2016 figures are estimates by Oxford Economics 
based on the latest available higher-frequency data for the year; for China and Thailand, the estimates 
start in 2015, and for India, in 2013.
Source: Oxford Economics, Haver Analytics, Deloitte Services LP economic analysis.
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Figure 5. Asian households have piled on debt in recent years

Special topic

Markets have priced 
in Fed rate hikes 
For emerging economies across the world, curren-
cies were a worry last year, as speculation increased 
about the Fed’s possible interest rate path. This, in 
turn, was a worry for consumer prices due to the 
threat of imported inflation. However, the Fed’s 
interest rate path has become clearer in recent 
weeks—markets have priced in three hikes in the 
federal funds rate this year, and a fourth hike is also 
likely.12 This has eased the pressure on emerging-
market currencies. For example, the Brazilian real, 
the Indian rupee, and the Indonesian rupiah have 
stabilized this year (figure 6). In China, authorities, 
through a raft of measures, have for now been able 

to stem the decline in portfolio capital inflows into 
the economy, although portfolio outflows continue 
to increase. For example, portfolio investment into 
China fell from $969.0 billion in Q2 2015 to $734.2 
billion a year later, before recovering since then.13

No surprises likely from major 
central banks 
With currencies stabilizing in emerging markets, 
energy prices slowing, and inflation still under con-
trol in major developed economies, interest rates 
are likely to have a steady path ahead in major econ-
omies. In Brazil, for example, lower inflation and 
efforts to stem the high fiscal deficit imply that the 
central bank is likely to stick to a rate-cutting path 
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Figure 6. Emerging-market currencies have cut losses against the US dollar and moved 
up in 2017

this year.14 In the United States, in the absence of 
unlikely shocks, the Fed is expected to raise rates by 
a total of 75 basis points this year. In Japan and the 
Eurozone, any decision to change monetary policy 
is unlikely, given continued weakness in their econ-
omies and below-target inflation. 

Within the Eurozone, rising inflation will be viewed 
by the ECB as a positive development, especially in 

debt-laden countries. In Greece, for example, where 
inflation has risen above 1.0 percent this year—for 
the first time since August 2012—rising consumer 
prices, if sustained, will push up nominal GDP, 
thereby reducing the debt burden as a share of nom-
inal GDP. The ECB will be in no mood to stem this 
momentum. The same is true for the BOJ, although 
its focus would be a permanent shift away from de-
flationary pressures.
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Figure 2. GDP growth rates (percentage, year over year) 
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Source: Bloomberg, Haver Analytics. 
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Figure 5. Major currencies vs. the US dollar (percentage, year over year) 
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Figure 3. Inflation rates (percentage, year over year) 
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Source: Bloomberg, Haver Analytics. 
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Figure 4. Inflation rates (percentage, year over year) 

Feb
13

May
13

Aug
13

Nov
13

Feb
14

May
14

Aug
14

Nov
14

Feb
15

May
15

Aug
15

Nov
15

Feb
16

May
16

Aug
16

Nov
16

Mar
17

2

4

6

8

10

12

14

16

Economic indices

72



2nd Quarter 2017

Yield curves (as of April 6, 2017)*

US Treasury 
Bonds & 

Notes
UK Gilts

Eurozone 
Govt. 

Benchmark

Japan 
Sovereign

Canada 
Sovereign

Brazil Govt. 
Benchmark

3 Months 0.80 0.27 -0.56 -0.16 0.57 10.91

1 Year 1.02 0.14 -0.54 -0.22 0.64 9.58

5 Years 1.85 0.55 -0.46 -0.14 1.06 9.95

10 Years 2.34 1.09 0.26 0.07 1.56 10.03

China 
Sovereign

India Govt. 
Bonds

South Africa 
Sovereign Russia‡ Mexico

3 Months 2.70 5.80 6.95 9.64 6.65

1 Year 2.99 6.27 - 8.87 6.82

5 Years 3.14 6.69 7.97 7.88 6.97

10 Years 3.33 6.65 8.99 8.01 7.05
 
Composite median GDP forecasts (as of April 6, 2017)*

US UK Eurozone Japan Canada Brazil China India South
Africa Russia Mexico

2017 2.2 1.7 1.6 1.1 2.2 0.7 6.5 7 1.1 1.2 1.6

2018 2.3 1.3 1.6 1 2 2.2 6.2 7.4 1.8 1.6 2.1

2019 2.2 1.6 1.4 1.1 2 2.5 6 7.8 2.1 1.7

Composite median currency forecasts (as of April 6, 2017)*

 Q2 17 Q3 17 Q4 17 Q1 18 2017 2018 2019

GBP-USD 1.22 1.23 1.23 1.25 1.23 1.29 1.35

Euro-USD 1.05 1.06 1.08 1.08 1.08 1.11 1.15

USD-Yen 115 116 117 116 117 115 112

USD-Canadian Dollar 1.35 1.35 1.36 1.36 1.36 1.31 1.3

USD-Brazilian Real 3.2 3.25 3.3 3.31 3.3 3.35 3.54

USD-Chinese Yuan 6.97 7 7.08 7.09 7.08 7.1 7.17

USD-Indian Rupee 67 67.8 68 67.6 68 67.55 66.79

USD-SA Rand 13.5 13.81 14 14.16 14 14.23 14.65

USD-Russian Ruble 60 60.83 61 60.48 61 60.2 63.13

USD-Mexican Peso 20 20 20 20 20 19.75 18.13

*Source: Bloomberg       ‡MICEX rates

Economic indices
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OECD composite leading indicators (Amplitude adjusted)†

United
States

United 
Kingdom

Euro
area Japan Canada Brazil China India South

Africa
Russian 

Federation Mexico

Oct 13 100.6 101.8 100.1 101.4 100.0 98.8 101.0 98.4 100.6 100.0 98.8
Nov 13 100.6 101.9 100.2 101.5 100.1 98.7 101.0 98.4 100.5 100.2 98.9
Dec 13 100.6 101.9 100.3 101.5 100.1 98.6 100.9 98.4 100.5 100.3 98.9
Jan 14 100.6 102.0 100.4 101.4 100.1 98.4 100.9 98.4 100.4 100.5 98.8
Feb 14 100.7 102.0 100.4 101.3 100.1 98.4 100.8 98.4 100.3 100.6 98.7
Mar 14 100.7 102.0 100.4 101.1 100.2 98.3 100.7 98.5 100.2 100.8 98.7
Apr 14 100.8 102.0 100.4 100.8 100.2 98.3 100.7 98.6 100.2 101.0 98.7
May 14 100.8 102.0 100.3 100.6 100.3 98.4 100.7 98.7 100.1 101.2 98.8
Jun 14 100.9 101.9 100.2 100.4 100.3 98.4 100.6 98.8 100.2 101.3 98.9
Jul 14 100.9 101.8 100.2 100.3 100.3 98.5 100.5 98.9 100.3 101.3 99.2
Aug 14 100.9 101.7 100.1 100.2 100.3 98.5 100.4 99.0 100.5 101.2 99.4
Sep 14 100.9 101.5 100.0 100.1 100.3 98.4 100.3 99.1 100.6 101.0 99.8
Oct 14 100.9 101.4 100.0 100.1 100.2 98.3 100.2 99.2 100.6 100.6 100.1
Nov 14 100.8 101.3 100.1 100.1 100.2 98.1 100.1 99.4 100.6 100.2 100.3
Dec 14 100.8 101.1 100.1 100.1 100.1 97.9 100.0 99.5 100.6 99.8 100.5
Jan 15 100.7 101.0 100.2 100.2 100.0 97.7 99.9 99.6 100.5 99.5 100.8
Feb 15 100.6 100.9 100.3 100.2 99.9 97.5 99.8 99.7 100.5 99.4 101.0
Mar 15 100.5 100.9 100.3 100.3 99.8 97.4 99.8 99.8 100.5 99.4 101.0
Apr 15 100.4 100.8 100.4 100.3 99.7 97.2 99.8 99.9 100.5 99.4 100.8
May 15 100.3 100.7 100.4 100.4 99.6 97.1 99.7 100.0 100.5 99.4 100.5
Jun 15 100.2 100.6 100.4 100.4 99.6 97.1 99.7 100.1 100.4 99.3 100.1
Jul 15 100.0 100.5 100.4 100.4 99.5 97.0 99.5 100.2 100.3 99.1 99.8
Aug 15 99.9 100.4 100.4 100.3 99.4 97.0 99.4 100.3 100.2 98.9 99.6
Sep 15 99.7 100.2 100.4 100.2 99.3 97.1 99.3 100.4 100.1 98.6 99.5
Oct 15 99.5 100.1 100.4 100.1 99.2 97.1 99.2 100.5 100.0 98.3 99.6
Nov 15 99.4 100.0 100.4 100.0 99.1 97.2 99.0 100.6 100.0 98.1 99.7
Dec 15 99.3 99.8 100.4 99.9 99.0 97.3 98.9 100.7 99.9 97.9 100.0
Jan 16 99.2 99.7 100.3 99.8 99.0 97.4 98.8 100.7 99.8 97.8 100.3
Feb 16 99.1 99.5 100.3 99.7 99.0 97.7 98.7 100.7 99.7 98.0 100.6
Mar 16 99.1 99.3 100.2 99.7 99.1 98.0 98.6 100.8 99.6 98.2 100.7
Apr 16 99.1 99.1 100.2 99.6 99.2 98.4 98.6 100.8 99.5 98.6 100.8
May 16 99.1 99.0 100.1 99.6 99.3 98.9 98.6 100.7 99.3 98.9 100.9
Jun 16 99.1 98.9 100.1 99.6 99.4 99.4 98.7 100.7 99.3 99.2 100.9
Jul 16 99.1 98.9 100.1 99.6 99.6 99.9 98.7 100.6 99.2 99.5 100.8
Aug 16 99.1 98.9 100.1 99.7 99.7 100.3 98.8 100.5 99.2 99.8 100.7
Sep 16 99.2 99.1 100.2 99.7 99.8 100.7 98.9 100.3 99.3 100.0 100.4
Oct 16 99.2 99.2 100.3 99.8 100.0 101.1 99.0 100.2 99.4 100.3 100.1
Nov 16 99.4 99.4 100.3 100.0 100.2 101.4 99.1 100.0 99.5 100.5 99.7
Dec 16 99.5 99.5 100.4 100.1 100.4 101.6 99.3 99.8 99.6 100.8 99.1
Jan 17 99.6 99.6 100.5 100.1 100.6 101.9 99.4 99.6 99.7 101.1 98.5

Note: A rising composite leading indicator (CLI) reading points to an economic expansion if the index is above 100 and a recovery if it is below 
100. A CLI that is declining points to an economic downturn if it is above 100 and a slowdown if it is below 100. 

Source: OECD.
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