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Introduction
By Dr. Ira Kalish

I

N recent months, the global economy has been rocked by a dramatic
decline in oil prices, a dramatic increase in the value of the dollar, a
slowdown in China, uncertainty in Europe, and anticipation of a shift in
US monetary policy. Moreover, there has been a sharp divergence between
monetary policy in the United States and policy in other major economies,
contributing to exchange rate volatility. The result is a mixture of diverging
performances: The US economy appears to be on a strong growth path,
driven by domestic demand but offset by weakening external demand;
Europe is finally accelerating, but it faces continuing uncertainty about
financial stability emanating from troubles in Greece; China is slowing,
but the government is becoming more aggressive in attempting to stabilize
growth; Japan is recovering, but questions remain about nonmonetary
policy; India is strengthening amid investor optimism; and Brazil and
Russia continue to face serious challenges.
In this edition of Deloitte’s Global Economic Outlook, our global team
of economists examines the economic situation and outlook in the world’s
leading markets.
We begin with Alexander Börsch’s analysis of the Eurozone economy.
Alexander notes that Europe faces both positive and negative forces. On
the positive side, growth appears to be reviving, largely due to lower oil
prices, more aggressive monetary policy, and better credit market conditions. There is particular strength in consumer spending as opposed
to exports. The countries that are rebounding nicely include Germany,
Spain, Portugal, and Ireland. On the negative side, however, the troubles
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in Greece threaten the stability of the Eurozone. With the risk of a Greek
exit remaining, Alexander notes that “financial contagion cannot be completely ruled out” if Greece was to leave.
Next, Patricia Buckley provides her outlook for the US economy. She
reviews the evident strength of the United States, especially the impressive
performance of the job market. She notes that strength has been consistent in terms of consumer spending and business investment, but trade
performance remains questionable. Although the dollar has ascended
dramatically, Patricia contends that, compared with historical experience,
the dollar is not exceptionally overvalued and is not the primary culprit
in the weakness of exports. Rather, she says that weak overseas demand is
more to blame. Still, she expects a relatively strong performance for the US
economy in 2015.
In our next article, I discuss the Chinese economy. I look at the various
indicators pointing to slower economic growth and review the measures taken by the government to stabilize growth. The main focus of the
government has been an easing of monetary policy. The goal has been
to keep credit activity growing and prevent a meltdown in the property
market. Yet, as I point out, boosting credit market activity risks exacerbating imbalances in the economy. Moreover, with excess capacity in industry and property, it is not clear that an easier monetary policy will have a
sizable impact on credit demand. Rather, as the prime minister has noted,
more reforms are needed.

IN T RO D UC T I O N

Next, I look at the Japanese economy, which
has, once again, emerged from recession. The
recession was due to a badly timed tax increase,
and the recovery is due to the aggressiveness
of monetary policy. Yet the recovery is feeble,
and investment continues to decline. On the
other hand, the Japanese yen has fallen significantly, with early signs of export improvement. Wages are starting to accelerate, boding
well for consumer spending. Thus the outlook
is improving.
In our next article, Lester Gunnion examines the troubled Russian economy. It faces a
litany of troubles, the result of declining oil
prices and Western sanctions. The problems
include a sharp drop in the ruble, much higher
inflation, declining foreign currency reserves,
weakening economic activity, and a considerable volume of external corporate debt.
Meanwhile, the government is attempting to
pivot toward China as a way to lessen Russia’s
dependence on the West. Yet, as Lester suggests, this may not be enough to restore Russia’s
economic health.
Next, Akrur Barua looks at another troubled
economy: Brazil. Among the challenges have
been declining commodity prices, a declining
currency, high inflation, tight monetary policy,
and a strong possibility of a new recession.

Consumer debt remains high, thus reducing
the likelihood of a consumer-driven recovery. Plus, the potential fallout from a scandal
involving Petrobras could undermine the government’s ability to implement much-needed
fiscal probity.
Finally, Rumki Majumdar writes about
India’s vibrant economy. Indeed, it is even
more vibrant than previously believed following a substantial revision of economic data. It
turns out that, when market prices are used to
measure economic activity, India has actually
grown quite fast. Rumki examines the government’s efforts to boost the rate of growth,
including the new budget plans. She concludes
that these efforts are likely to be successful.
Moreover, investor optimism has increased,
which bodes well for business spending.
.
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EUROZONE

Consumers to the rescue
By Dr. Alexander Börsch

T

HE economic outlook for the Eurozone economy is
torn between two poles. On the one hand, the real
economy has been developing better than expected in the
first months of 2015. There are encouraging signs pointing to a broader-based recovery than anticipated, while
stock markets have been bullish. On the other hand, doubts
about the integrity of the Eurozone have reemerged due
to difficult negotiations between Greece and the Eurozone
about the extension of the existing loan arrangements.

The brighter consumer sentiment is
mostly due to the lower energy prices,
but it is also supported by developments
in the labor market.
4 | Global Economic Outlook: 2nd Quarter 2015

Cyclical support for the recovery
Expectations for the Eurozone recovery are more positive than they were at the end of 2014. One sign is that
the Euro Stoxx 50, the index of the 50 most important
Eurozone companies, has risen by more than 15 percent
between January and mid-March. The brighter outlook for
the real economy owes much to supporting external conditions, including:
• Substantially falling energy prices
• An ever-looser monetary policy due to the quantitative easing program of the European Central Bank
(ECB) contributing to a weaker euro
• Bank lending to the private sector that is
gradually improving

EU ROZO N E
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Figure 1. Eurozone consumer confidence index
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The sharp drop in energy prices since mid-2014 has had a significant
impact on the Eurozone economy: increased margins for companies,
and—even more significant—an increase in the real disposable income of
households, for whom lower energy costs resemble a substantial tax cut.
The ECB’s quantitative easing program started in March. By purchasing securities every month worth 60 billion euros, the program intends
to reduce borrowing costs and bond yields in order to encourage corporate investments. The effect on bond yields is clear: The yield on German
10-year bonds stood at a record low of 0.18 percent in mid-March, while
French bonds yielded 0.45 percent. This is a huge difference between the
corresponding US yields of 1.97 percent. Even Spanish and Italian yields
are substantially lower than those of the United States, reflecting the effects
of the ECB’s massive monetary easing.
While the effects of the program on the real economy remain controversial, the program has undoubtedly helped to push the euro-dollar
exchange rate lower and support the export sector, especially given that
US monetary policy is set for interest rate increases. In fact, in mid-March,
the euro-dollar exchange rate fell to its lowest level in the last 12 years.
Moreover, the credit cycle seems to be turning, and lending standards have
eased, while lending to the private sector is increasing.

Consumption drives growth . . .
The main factors driving Eurozone growth, whose rate was 0.3 percent in the last quarter of 2014, were household spending and exports.
While last year the hope for a Eurozone recovery rested almost exclusively
on exports, consumers now have become the main driving force. There
are positive signs from household spending, real income, and consumer
sentiment. In February, the consumer component of the European
Commission’s Economic Sentiment Index reached its highest value since
September 2007 (figure 1).

6 | Global Economic Outlook: 2nd Quarter 2015

EU ROZO N E

The brighter consumer sentiment is mostly
due to the lower energy prices, but it is also
supported by developments in the labor market. Although unemployment is still high, it
is trending down. Between January 2014 and
January 2015, unemployment in the Eurozone
decreased from 11.8 percent to 11.2 percent.

. . . In the former crisis
countries . . .
This downward trend is particularly visible in the former crisis countries that are now
recovering: Spain, Ireland, and Portugal have
undertaken significant structural reforms
that have improved their public finances and
strengthened their competitiveness and exports.
All three countries have been able to decrease
their unemployment rate by around two percentage points, with a strong impact on consumer sentiment (figure 1).
The recovery process underway started
with exports. In Spain, export growth led
to a consumption recovery and finally to
higher investment activity (figure 2). As a
result, the labor market is recovering, and
job creation in the first quarter is expected to
accelerate substantially.1

. . . And in Germany
In Germany as well, economic growth is
currently primarily based on consumer spending. Driven by very low unemployment and
an upward trend in disposable income, private
consumption was the key driver of overall
growth in Germany in 2014 (figure 3). For
2015, it is likely that consumption will again
drive growth because of two main factors.
First, wage growth is set to accelerate as
the labor market becomes increasingly tight
and employees become a scarce resource. The
pace-setting wage agreement in the metal and
electrical industry, which sets the benchmark
for the collective bargaining rounds, ended with
a 3.4 percent pay rise. Coupled with low inflation, this is likely to result in further growth
of disposable income. Second, because investment behavior in Germany is heavily biased
toward fixed interest securities, we can expect
that, in the current low-interest environment,
much of this additional income will be used
for consumption.
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Figure 2. Household consumption, investments, exports, and GDP growth in
Spain (year-over-year percentage)

Figure 3. Disposable income and consumption expenditure in Germany
(year-over-year percentage)
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Investor surveys show that the probability of Greece’s exit has
risen substantially between January and February.
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A positive scenario

Risks: The return of the Euro crisis

The external tailwinds for the Eurozone
economy and the brighter outlook do not
mean that the growth-inhibiting factors that
accounted for the sluggish recovery over the last
two years have suddenly disappeared. There is
still the crisis legacy in the form of high public
and private debt as well as structural rigidities.
However, it does mean that, within these constraints, the recovery has gained momentum
and strength.
In a positive scenario, the current trends
would continue, merge, and increasingly
trespass into investment activity, the sorrow
child of the Eurozone economy. If consumption continues to grow and exports to thrive
due to the weak euro, it should have in impact
on investment activity. If companies reach the
limits of their sparse capacity and benefit from
low interest rates and higher credit availability,
capital spending is likely to increase, which
would give the recovery further impetus and a
stronger base.

The main risks to this positive scenario are,
apart from the ever-present possibility of an
escalation in the Ukraine conflict, reemerging doubts about the future of the Eurozone.
The relative calm about the Euro crisis in the
last two years has come to an end. After a new
Greek government came into power, many rifts
have emerged between Greece and the rest of
the Eurozone.
A shared understanding of the conditions
of the bailout program and the necessity of
reforms seems to be a long way off. There are
several Greek payment deadlines ahead, starting in April, for which the Greek government
likely needs financial assistance. Without it,
Greece will not be able to pay its ordinary state
expenditures, especially salaries and pensions, and it will have to default on its existing
debt, which will likely result in an exit from
the Eurozone.
Investor surveys show that the probability
of Greece’s exit has risen substantially between
January and February. At the same time, the

risk that a possible “Grexit” would infect other
countries is decreasing, according to investors.2
The reasons why a Grexit does not arouse the
same fears as a few years ago have to do with
the Eurozone’s stronger institutional underpinnings due to the banking union, the European
Stability Mechanism, and the much lower exposure of European banks to Greek debt.
Nevertheless, financial contagion cannot
be completely ruled out, and an uncontrolled
exit by Greece from the Eurozone, either by
accident or design, would very likely push the
Eurozone back into recession, at least temporarily. Without a Grexit, the recovery in the
Eurozone promises to gain momentum.

Endnotes
1. BBVA Research, “Spain economic watch,” March 10, 2015. It is forecasted that Spain will create 1 million new jobs in 2015 and 2016.
2. Sentix, “Sentix Euro break-up index news,” https://www.sentix.de/index.php/sentix-Euro-Break-up-Index-News/, accessed March 25, 2015.
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UNITED STATES

Cheap oil and an expensive dollar—
what a difference a year makes
By Dr. Patricia Buckley

A

LTHOUGH 2014 ended with a moderate rate of
growth, the United States is well positioned for a
stronger 2015, even as the country readies for higher
interest rates later in the year. However, the economic
trends shaping this year will create counterbalancing
impacts, blurring the line between winners and losers.

2014 set the stage for a stronger 2015
With 2.4 percent GDP growth, 2014 was remarkably similar to the prior four years of GDP expansion,
in which growth averaged 2.2 percent—a steady, but
certainly not stellar, performance. Growth in GDP, so far,
has been slower than in the 2002 and 2007 expansions,
when growth averaged 2.7 percent, and much slower
than the 3.8 percent average growth experienced during
the 1992–2000 expansion.

10 | Global Economic Outlook: 2nd Quarter 2015

So what will cause 2015 to be different from the
earlier years of this expansion? The rate of hiring has
finally hit the tipping point, shifting the momentum
of the economy in a positive direction.
Hiring accelerated in 2014, making it the first
year since 1999 that more than 3 million jobs were
created (figure 1). Employment gains in each of the
prior three years averaged just over 2 million jobs.
The employment gains were broad based, although
the big gainers were professional and business services (+704,000), leisure and hospitality (+482,000),
construction (+338,000), and health care (+309,000).
Other sectors, such as retail (+224,000) and manufacturing (+215,000), also had solid gains.
With more people working, spending is rising.
As shown in figure 2, real personal consumption
expenditures steadily gained strength during 2014
and more than accounted for total growth in the

U N I T ED S TAT E S

fourth quarter. The other strengthening area in
2014 was business investment, which grew 6.3
percent and contributed 0.8 percentage points
to GDP growth. This was a faster rate of growth
than in 2013, when business investment only
grew 3.0 percent, following increases of over
7.0 percent in 2011 and 2012. The renewed
willingness to invest was seen in all three

categories of business investment: structures,
equipment, and intellectual property products
(which includes research and development and
software investments). This activity signals not
only expansion but also the incorporation of
the newest technology into the production of
goods and services—investments that will drive
productivity growth.

Hiring accelerated in 2014, making it the first year since
1999 that more than 3 million jobs were created.
Figure 1. Change in employment
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The contribution of inventories to real GDP
growth was negligible in 2014 (0.1 percentage
points). This is similar to their contribution
over the last few years, as quarter-to-quarter
variations served as temporary adjustments
between production and consumption. As
outlined in last quarter’s report, there is reason
to hope that residential investment will play a
stronger role in 2015 than 2014, and no reason
to suspect that government spending will be a
major contributor in the near term.

That leaves trade as the wild card
While it is customary to combine exports
and imports into a “net trade” concept when
talking about trade balances, this practice is
not appropriate when discussing sources of
growth—imports do not offset exports. Each
has different drivers and implications for the
other components of GDP as well as for the
health of the US economy overall.
In 2014, exports contributed 0.4 percentage
points to GDP, similar to their contribution
in 2012 and 2013. On the low end by historical standards, exports have faced significant
headwinds due to the increase in the value of
the dollar and the economic struggles of some
of the United States’ major trading partners.
The trade-weighted value of the dollar rose 9
percent during 2014, followed by an additional
4 percent increase during the first quarter of

12 | Global Economic Outlook: 2nd Quarter 2015

2015. With this rise, businesses that export
goods and services are becoming challenged as
their prices become less attractive compared
with those of foreign competitors. However, as
figure 3 shows, the overall value of the dollar
has been low during this expansion compared
with the prior two expansions. Even with its
recent rise, the value of the dollar is below
where it was during the period from the late
1990s through the early 2000s. However, export
growth was stronger in the prior expansions
than it has been in recent years. So while the
higher-valued dollar has decreased the competitiveness of US exports somewhat, at the
current valuation, slower growth among our
trading partners most likely has been the more
dominant factor in causing slower export
growth over the last three years.
During 2014, imports subtracted 0.6
percentage points from real GDP, a slightly
larger proportion than in the prior two years.
The higher dollar makes imports less expensive, benefiting consumers and businesses in
the form of lower-priced imports. The lower
price has driven up real imports—that is, the
actual volume of imports has increased. The
lower price of oil does not affect the real value
of imports (again due to volume); however,
increased oil and natural gas production in the
United States has had a measurable impact,
lessening the amount of oil imported (figure 4).

U N I T ED S TAT E S

Figure 2. Contributions to percentage change in real GDP

Figure 3. Trade-weighted value of the dollar
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The renewed willingness to invest was seen in all three categories
of business investment: structures, equipment, and intellectual
property products.
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Figure 4. Imports by type
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It must be remembered that imports are subtracted from GDP to
prevent double counting—imports are consumed principally as personal
consumption or business investment.1 To consider the impact of the higher
dollar and lower oil prices, imports need to be discussed in the context of
changes in personal consumption and business investment.
As shown in figure 4, among import categories, the faster-growing
components have been capital goods, consumer goods, autos, and services.
Imports of capital goods, except for automotive, feed into business investment. This equipment is imported to be used in the creation of valueadded products that are then used by individuals, other businesses, or the
government, or else exported. Consumer goods imports, except for automotive and food, are almost equally divided between durables (57 percent)
and nondurables (43 percent). These imports figure into the growing rates
of personal consumption. The strong growth in autos and parts reflects the
post-recession rebound in domestic demand both from individuals and
businesses, as well as the highly integrated nature of the North American
car and truck production system. The rise in service imports includes solid
growth in Americans traveling abroad and the increased business use of
foreign services.
The increases seen in these categories reflect the combined effect of a
stronger US economy, which has led to increased demand, and the rising
dollar, which makes imports more attractive in fulfilling that demand.
The impact of low oil prices on exports and imports varies with the
oil intensity of end-use sectors. The beneficiaries of lower oil prices fall
into three main tranches: users of personal transportation, users of business transportation, and manufacturers. The combination of business and
personal transportation consumes 71 percent of the petroleum used in
the United States, with 25 percent going to industrial uses either as a form
of energy production or as a feedstock. The remainder is used directly in
heating homes (4 percent) and generating electricity (1 percent).2

U N I T ED S TAT E S

On the business transportation side, lower
costs can translate into lower prices if transportation costs are a sufficiently large component
of production costs. For individuals, lower gas
prices free up income to spend on other goods
and services. Large industrial users of petroleum, such as chemicals, plastics, iron and steel,
and transportation equipment manufacturers,
should expect to see a stronger impact on costs.
For businesses that support the oil industry and
their employees, the outlook is less optimistic—lower prices mean less investment into a
sector that, until the price decline started, had
been booming.
We started the year with a dollar valued 9
percent higher than at the beginning of the
prior year and oil at around 50 percent lower.
It remains to see how this twin storm plays out.
On the negative side, exporters will be challenged by higher prices. However, the possibilities on the plus side could be substantial.
Consumers will have more money in their
hands due to lower gas and imported goods
prices. Businesses will benefit from cheaper
intermediate goods. A stronger dollar makes
US trading partners stronger, so they may

indeed buy more US-made goods even at a
higher relative price. And lastly, oil is denominated in dollars worldwide, so the United States
should have the best relative advantage from
lower oil prices.
Taken in combination, lower oil prices will
provide a welcome offset to slower exports as
increasing incomes and investment stemming
from the stronger job market contribute to rising personal consumption and business investment—albeit increases that, to some extent, will
be filled by imports. This sets the stage for the
US Federal Reserve Board to enter the scene
later this year with rate increases.

The higher dollar makes imports less expensive,
benefiting consumers and businesses in the
form of lower-priced imports.

Endnotes
1. Imports also flow into inventories, but as mentioned earlier, inventories have been netting out as neutral, and are used in the residential sector and purchased by government. Imports are also used as
components of some exports.
2. US Department of Energy, Energy Information Agency, “Primary energy consumption by source and sector, 2013,” http://www.eia.gov/energy_in_brief/article/major_energy_sources_and_users.cfm,
accessed March 25, 2015.
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CHINA

Government response to
the slowdown
By Dr. Ira Kalish

T

HE Chinese economy continues to decelerate, and the
government continues to take action to thwart the
slowdown—mainly easing monetary policy. The result has
been acceleration in credit expansion, but the underlying
problems remain. Moreover, a boost to credit creation runs
the risk of exacerbating some of the serious imbalances in
China’s economy. More investment in heavy industry and
property may fuel the excess capacity that is already driving
down wholesale and property prices, thereby adding to the
possibility of additional trouble down the road.
What exactly is happening, and what are the government’s plans?

Housing
The decline in Chinese house prices accelerated in
February, with prices of new homes falling in 66 of 70 cities
analyzed and the average price down 5.7 percent from a
year earlier. This compares with a decline of 5.1 percent in
January; the February fall was the sharpest decline since
the government started compiling these data in 2011.1 This
was the sixth consecutive month of falling house prices.
Concerned about falling property prices, the government
has taken measures to ease credit market conditions, such
as cutting interest rates and reducing the required reserve
ratio of banks. In addition, Chinese banks have extended

Although most China watchers expected the data to indicate a
slowdown, the news was worse than expected.
16 | Global Economic Outlook: 2nd Quarter 2015
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$16 billion in credit to one of China’s largest
property developers.2 This has led to an increase
in equity prices of property developers, suggesting that investors believe the government
will not allow property developers to fail and
that other bailouts are likely. Meanwhile, as the
economy slows, there is a massive glut of vacant
residential property, largely held by developers
waiting for the market to rebound. As developers, many of which are laden with debt, face
a cash problem, they may attempt to unload
properties onto the market, thus causing prices
to fall. Or, as the market might now expect,
they will get cheap loans from state-run banks
that will enable them to roll over existing debts.
As property prices fall, the government
reports that the amount of housing floor space
sold in the first two months of 2015 was down
16.3 percent from a year earlier. This will simply
exacerbate the problem of excess supply in the
property market, thus pushing prices down
further. On the other hand, the government
reports that new residential construction was
down 17.7 percent in the first two months of
the year compared with a year earlier.3

Growth
The government reported that the economy
grew 7.4 percent in the fourth quarter of 2014,
and that it expects even slower growth in 2015.
Indeed, the early signs are not promising.

The government reports that in January and
February, industrial production was up only
6.8 percent from a year earlier.4 This was the
slowest rate of expansion since the financial
crisis in 2008; before that, such slow growth
had not taken place since 1995. In addition,
the government reports that fixed asset investment in the first two months of the year was
up 13.9 percent from last year, the slowest rate
in roughly two decades.5 Private sector investment grew faster than investment by state-run
companies. Investment from non-Chinese
companies declined, but investment from Hong
Kong, Macau, and Taiwan grew rapidly. Given
that investment has been the primary source
of growth for the Chinese economy in recent
years, the overall slowdown is important, and
the decline in foreign investment is notable.
Retail sales were up 10.7 percent from a year
earlier, also a relatively slow rate of growth.
Overall, these data suggest that economic
growth in the first quarter will be relatively
poor and that, despite policy shifts by the
central bank, the economy continues to decelerate. Moreover, although most China watchers
expected the data to indicate a slowdown, the
news was worse than expected. Consequently,
many analysts now expect a further easing of
monetary policy. One possibility is another cut
in the required reserve ratio for banks. That
ratio remains relatively high by international
standards, so the central bank has plenty of
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wiggle room. Another possibility is that the
central bank’s benchmark interest rate will be
cut further—yet monetary policy might still
not be effective. An easing of monetary policy,
when effective, would stimulate more borrowing by businesses. Yet China already has excess
capacity in industry and property, resulting in
declining wholesale prices. Why would a business bother to borrow more? Thus something
beyond monetary policy is needed.

Inflation
Consumer price inflation in China accelerated in February, while producer prices continued to fall rapidly. Consumer prices were up 1.4
percent from a year earlier, far below the central
bank’s target of 3.5 percent, but faster than the
0.8 percent inflation registered in January. The
faster rise in consumer prices was largely due
to higher food price inflation and is considered temporary. Meanwhile, producer prices
fell 4.8 percent in February from a year earlier,
faster than the 4.3 percent decline in January.6
The rapid pace of producer price deflation is
related to excess capacity in industry, weak
domestic demand, and declining energy prices.
The current situation suggests a modest risk of
consumer price deflation. The central bank has
lately eased monetary policy by cutting interest
rates in order to stimulate credit market activity. It is evidently not concerned about stoking
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inflation. Yet even with much lower capital
costs, businesses are likely to be hurt by a rapid
drop in producer prices. Moreover, with excess
capacity, many businesses will not want to
invest in greater capacity. Thus monetary policy
might not have the desired effect.

Policy
China’s central bank has taken steps to ease
monetary policy due to the economic slowdown and following news that the manufacturing sector continues to weaken. It is clear that
the economy is afflicted with weak demand
for manufactured goods, declining wholesale
prices, decelerating consumer prices, and excess
capacity in industry and property. The solution,
according to the central bank, is to further ease
monetary policy; it did so by cutting the benchmark interest rate by a total of 75 basis points
in the last two months.7 The benchmark rate is
now at a level not seen since 2010. The hope is
that this will boost bank lending to the private
sector and will help to reverse the movement
toward deflation. The bank noted that disinflation has boosted real interest rates. It said
that its goal is to create “real interest rate levels
suitable for fundamental trends in economic
growth, prices, and employment.”8 Still, given
considerable excess capacity in the economy,
it is not clear why China needs more creditdriven investment.

Meanwhile, the central bank reports that
Chinese banks created new loans worth1.02
trillion yuan in February—more than investors
had expected.9 This suggests that the central
bank’s easier monetary policy is starting to bear
fruit. On the other hand, total social financing,
a broad measure of credit creation that includes
the shadow banking system, was 1.35 trillion
yuan in February, down from 2.05 trillion in
January. Restrictions on shadow banking thus
may be working. In addition, the government
reported that money supply growth in February
accelerated from January, again due to the easing of monetary policy.

What did Li say?
Premier Li Keqiang has been quite vocal
recently in key government meetings on a
wide range of economic issues. His comments
can help to get a better understanding of the
intended direction of policy.10
On the issue of the policy response to the
slowdown in growth, Li said that the government has considerable tools available to
maintain strong growth. He said, “In recent
years, we have not taken any strong, short-term
stimulus policies, so we can say our room for
policy maneuver is relatively big, the tools in
our toolbox comparatively many.” In other
words, the government has a modest debt and
deficit and can, therefore, afford to ease fiscal
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policy if needed. He also said, “If the slowdown
in growth affects employment and incomes,
and approaches the lower limit of a reasonable range, we will stabilize policies and the
market’s long-term expectations for China.” On
the other hand, he acknowledged that boosting
growth might be challenging. He noted that
getting a 10-trillion-dollar economy to grow 7
percent is not easy.
As for the slowdown itself, Li acknowledged what many already know: The Chinese
economy is facing trouble. He said, “The
downward pressure on China’s economy is
intensifying. Deep-seated problems in the
country’s economic development are becoming more obvious. The difficulties we are facing
this year could be bigger than last year.” He said
that the relatively slow 7.4 percent economic

growth last year is the “new normal” and that
the target for 2015 will be 7.0 percent growth.
Li said that, in order to stabilize growth, the
government would boost government spending by 10.6 percent in 2015 and run the largest
budget deficit since the global financial crisis
in 2009. The extra spending will go toward
infrastructure investment.
However, Li offered this as a short-term
measure and indicated that, in the longer term,
economic reforms will be needed to rebalance
the Chinese economy. He noted some of the
challenges: “The difficulties we are to encounter
in the year ahead may be even more formidable than those of last year. China’s economic
growth model remains inefficient: Our capacity
for innovation is insufficient, overcapacity is a
pronounced problem, and the foundation of

agriculture is weak.” Consequently, he wants to
reform state-owned enterprises and liberalize
the financial system. He pointed to manufacturing as key to China’s development and said, “We
will implement the ‘Made in China 2025’ strategy, seek innovation-driven development, apply
smart technology, strengthen foundations,
pursue green development, and redouble our
efforts to upgrade China from a manufacturer
of quantity to one of quality.” He said that the
number of industries in which foreign investment is prohibited will be cut by half. He also
said that the government will encourage and
support young people to start new businesses. It
will “unswervingly” support the private sector.
As is often the case, the devil will be in
the details.
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JAPAN

Finally, growth
By Dr. Ira Kalish

J

APAN has come out of recession. The government
reports that, after having declined sharply in the second
and third quarters of 2014, real GDP grew in the fourth
quarter, though not by much. It was up at an annualized
rate of 1.5 percent. For all of 2014, GDP actually contracted
compared with 2013. A disproportionate share of fourthquarter growth came from strong exports, while consumer
spending remained weak and business investment declined.
Exports, on the other hand, registered strong growth from
the third to the fourth quarter, likely as a result of the weak
Japanese yen, which made exports cheaper for foreigners.

Weakness in consumer spending probably reflected the
continuing stagnation of wages. Declining business investment means that companies are not yet convinced that
demand will rise, or that deflation will be avoided. While
investors were disappointed that growth wasn’t stronger,
there is reason to expect an improvement in performance
in the quarters to come. Certainly the sharp drop in the
price of oil will boost consumers’ discretionary income.
And the more aggressive monetary policy should boost
inflation and, in the process, lower real interest rates.

Yet last year’s tax increase resulted in recession, which is why next
year’s tax increase is postponed until April 2017.
20 | Global Economic Outlook: 2nd Quarter 2015
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Japan also appears to be moving away from
deflation. The GDP report shows that in 2014,
nominal GDP increased faster than real GDP
for the first time since 1998.1 That is because
the GDP deflator, a measure of inflation for
all components of GDP, increased in 2014 for
the first time since 1998. The GDP deflator is

a broader measure of inflation than the consumer price index. The fact that it increased
is good news and suggests that the aggressive
monetary policy is bearing fruit. However,
critics may point out that last year’s increase
in the national sales tax played a role in boosting nominal GDP. This is true. On the other

hand, there is reason to believe that the boost
to nominal GDP is not only due to the tax
increase. The government also reported that
employee compensation (wages, bonuses, and
benefits) increased in 2014 at its steepest pace
since 1998.2 Thus it appears that inflationary
pressures are beginning to develop.

Conflicting labor market signs
As for wages, some of Japan’s largest companies have announced sizable wage increases,
among the biggest in a decade. Prime Minister
Shinzo Abe was pleased and said, “With the
usual negotiations between business and labor,
executives get stuck in a deflationary mind-set.
I am counting on this progress to continue.”3
The companies that are now increasing wages
are mostly export oriented and have benefitted substantially from a declining yen. They
are flush with cash that they can share with
their workers. Yet smaller, domestically oriented companies have been hurt by a rising
yen, which raises import prices. They are not
yet increasing wages. Still, the overall effect is
an increase in wages, which, in turn, will help
boost consumer spending.
Nevertheless, Japan’s job market remains
a bit of a puzzle. The government reports that
the unemployment rate, which stood at 3.6
percent in January, is near the lowest level in
18 years.4 In addition, the ratio of jobs available
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per job seeker is the highest in 23 years, and
the number of job offerings is up 5.6 percent
from a year earlier. Given a clearly tighter job
market, one would expect a surge in wages.
But while big companies are starting to boost
wages, smaller ones are not. Instead, wages are
mostly stagnant and, adjusted for inflation, have
been consistently falling for the past 17 months.
Companies are increasingly hiring contract
or part-time workers rather than full-time
employees. This is having a dampening effect on
overall compensation. It appears that businesses
are being excessively cautious owing to the perceived weakness of the economy. Consequently,
they are reluctant to commit to hiring full-time
workers. Another factor that could be suppressing wages is the rise in labor force participation,
especially among women. In the past two years
the female participation rate has risen rapidly.
From a demographic point of view, this is good
as it boosts the ratio of workers to retirees and
helps replace the large number of aging workers who are retiring. It should also help boost
economic growth.

Weaker yen
The sizable drop in the value of the yen,
largely a result of an aggressive monetary
policy, is starting to pay off in terms of export
strength. The government reports that January
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exports were 17.0 percent higher than a year
earlier.5 However, export growth slowed to 2.4
percent in February, partly due to the timing
of the Lunar New Year holiday. This was the
sixth consecutive month of rising exports. The
weaker yen allows exporters to either cut prices
or boost margins. In addition, a stronger economic recovery in the United States is playing a
role in Japan’s export rebound. Meanwhile, the
government also reported that imports fell 3.6
percent in February versus a year earlier. This
was largely due to the decline in the price of oil.
It also led to a decline in the trade deficit. Japan
has run a trade deficit for the last two-and-ahalf years.
A weaker yen should benefit the industrial
side of the economy. Indeed, Japanese industrial production increased 3.7 percent from
December to January but was down 2.8 percent
from a year earlier. In addition, the government
reports that shipments of industrial goods were
up 5.6 percent, while inventories of industrial
goods were down 0.4 percent.6 These numbers bode well for future increases in output,
especially as businesses will need to replenish
inventories and meet rising demand. However,
it should be noted that industrial production
remains only 2.4 percent above the level seen in
2010. Thus, after a sharp decline in recent years,
production has finally rebounded to the level of
five years ago.
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Policy considerations
Last year, Japan’s budget deficit was 7.1
percent of GDP. Meanwhile, Japan’s total sovereign debt is in excess of 200 percent of GDP.
Moreover, with an aging population, the deficit
is set to worsen as the number of retirees rises
faster than the number of workers. Thus it is
not surprising that Japan’s government is keen
to raise taxes in order to get its finances under
control. Yet last year’s tax increase resulted in
recession, which is why next year’s tax increase
is postponed until April 2017. However, the
government has gone out of its way to confirm
that the next tax increase will not be postponed

again.7 It wants to reassure markets that Japan
will return to fiscal probity.
Why there is concern about market sentiment is not clear. Japan has among the lowest
bond yields in the world. This suggests that
investors are not worried about Japan’s ability
to service its future debts. Plus, the best way
to reduce the debt-GDP ratio is to boost GDP
growth rather than slow the growth of debt.
Regarding that, Abe said that the Trans-Pacific
Partnership (TPP), a free-trade agreement
between Japan, the United States, and other
Pacific Rim nations, is nearing completion.
He said, “At last the end is in sight.”8 A TPP
deal could be the factor that forces Japan to

liberalize domestic markets, thereby boosting
productivity and growth. Among the sticking
points between the United States and Japan has
been the latter’s reluctance to liberalize its agricultural market. Protection of farmers costs the
economy substantially, and reducing protection
would free up resources and likely boost growth
significantly. Abe said, “After the war, our agricultural population was more than 16 million
people, [and] now it is 2 million . . . and their
average age is greater than 66. It is past time for
a big reform of agriculture.”9 By Japanese standards, this is a revolutionary statement, taking
on one of the country’s most powerful vested
interests. His statement bodes well for reform.
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RUSSIA

In reverse gear
By Lester Gunnion

R

USSIA’S economy is in the midst of difficult times.
Low oil prices and the persistence of sanctions imposed
by the United States and the European Union have kept
the economy under pressure. Net capital outflow in 2014
was $151.5 billion, more than twice the outflow in 2013
and markedly above the $133.6 billion outflow in 2008 at
the height of the global financial crisis. The Russian ruble
remains weak against the US dollar, and high inflation
is eating into Russian households’ real wages. Decreased
revenue collection has led to a rise in the fiscal deficit, even
though the government has trimmed spending.
The central bank and the government have been making a desperate attempt to steady the economy. However,
attempts to prop up the ruble and bail out Russian companies have drawn down Russia’s sizable reserves of foreign
exchange and gold.
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Ruble stays weak, inflation soars,
and interest rates fluctuate
The ruble has declined 41 percent against the
dollar and 22 percent against the euro since the
same period a year ago (March 17, 2014). The
ruble’s decline was most dramatic in the first half
of December 2014, when the currency shed a
quarter of its value against both the dollar and
the euro (figure 1). The plunge in the ruble’s value
coincides with the equally dramatic plunge in
the price of crude oil, which is Russia’s primary
source of revenue. In 2013, exports of crude oil,
petroleum products, and natural gas accounted for
68 percent of Russia’s total exports, with crude oil
and petroleum products contributing four times
as much as natural gas.1 Low oil prices mean that
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Figure 1. Ruble against the US dollar and the euro
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Russia’s exporters have fewer dollars to convert into rubles, which in turn means lower
demand for the local currency and, therefore,
continued weakness.
The weak ruble is driving prices up.
Consumer price inflation soared to 16.7 percent
in February 2015 from February 2014, up
from 15.0 percent in January (figure 2). Food
prices in Russia are particularly high, having
risen 23.3 percent from a year ago in February.

Russia’s embargo on the import of food products (from the United States, European Union,
Canada, Australia, and Norway) has been a
major contributing factor to high food prices.
Import substitution efforts are likely to provide a boost to the domestic agriculture sector,
but production is unlikely to meet domestic
demand in the near term. In 2013, the total
value of currently embargoed imports stood
at approximately $25 billion. In 2014, the
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manufacture of food products grew at an average rate of just 0.4 percent, far below the growth
rate required to address the food gap.
Furthermore, rising prices have been eroding the earnings of Russia’s working class.
Real disposable income continued to move
downward, declining 0.6 percent in February
2015 from February 2014 after dropping 1.0
percent in January and 6.2 percent in December
(figure 3). The impact was evident in the
retail sector’s performance. January 2015 sales
dipped 4.4 percent from the previous January
after a temporary expansion of 5.3 percent in
December, when Russian consumers rushed
to purchase durable goods before they become
more expensive.
Russia’s unique combination of problems
renders monetary policy difficult and unpredictable. A weak currency, rising prices, and
slowing economic growth have made monetary
policy decisions a difficult task for the Bank of
Russia (BoR). In December, the BoR raised the
policy interest rate by 6.5 percentage points—
from 10.5 percent to 17.0 percent—in order
to arrest the ruble’s free fall. The ruble is now
relatively “stable” compared with the sharp dip
it experienced in December, but the high cost of
borrowing is not helpful to businesses in Russia,
especially those looking to refinance debt that
is due to mature in the near future. In January,
the BoR cut its key interest rate to 15.0 percent,
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and in March, it reduced the rate further to
14.0 percent, as counteracting a deep economic
recession has become the immediate priority.
The BoR expects that inflation will peak at the
end of the first half of 2015 before easing due to
lower real incomes and weak demand.2 If inflation plays out according to the BoR’s expectations, then a further reduction in the key
interest rate is likely in order to boost economic
growth. Interest rates in the United States are
likely to move in the opposite direction at the
end of the first half of 2015. The impending rate
hike by the US Federal Reserve could accelerate capital outflow and increase the ruble’s
volatility, which would further complicate the
BoR’s task.

Fiscal deficit, corporate debt,
and dwindling reserves
On the fiscal front, Russia’s deficit grew to
10.5 percent of GDP in February, up from 4.2
percent in January. The spurt in fiscal deficit is
due to reduced revenue collection that outweighs the reduction in budgetary expenditure.
Half of Russia’s budget revenue in 2013 came
from taxes and duties on oil and natural gas.
The current low energy prices mean that the
government’s revenue from the energy sector
is lower than in previous years. Furthermore,
taxes collected from non-energy sectors have

also declined due to weak economic activity. Non-oil and gas revenue dropped from
approximately $13.25 billion in January to
$7.06 billion in February. Russia’s budget for
2015 was initially drawn on the assumption
that oil would average $100 per barrel; however, the budget is currently being redrawn to
fit the current scenario (figure 4). A 10 percent
cut in most expenses is expected, although a
$35 billion anticrisis plan has been announced
in order to support social spending, agriculture, and defense.3 It is interesting to note that
Russia’s military budget is set to increase in
2015 despite the pressure on the economy.
Another problem at the core of Russia’s
economy is the high level of outstanding foreign corporate debt. Russia’s companies hold a
total foreign debt of $550 billion, of which $109
billion is up for repayment in 2015. Though
some of this debt might be rescheduled for
payment later, the issue is that sanctions are
preventing Russian companies from raising
money from Western financial markets, therefore making state assistance a necessity. Some
of Russia’s large companies hold sizable reserves
of foreign exchange; however, the possibility of
protracted sanctions and the ruble’s weakness
make spending these reserves an imprudent
decision. Support for Russian companies is
likely to come from the National Wealth Fund,
which was worth approximately $75 billion as

RUSSI A

Figure 3. Real disposable income (year-over-year percentage)

Figure 2. Inflation and key components (percentage)
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Russia’s $400 billion 30-year natural gas trade agreement with
China in May 2014 is evidence of a significant eastward orientation
in economic strategy.
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Figure 4. Oil price movement (dated Brent, $ per barrel)
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of March 2015. However, a quarter of this fund is illiquid, and the demand
for assistance exceeds the remainder of the fund.4 While Russia’s total
foreign exchange and gold reserves are still large at $356.7 billion (as of
early March 2015), these reserves are being depleted at an alarming rate,
having dropped by $130 billion in just one year (figure 5). Additionally, the
portion of Russia’s reserves available for short-term use, while a matter of
debate, is definitely lower than the overall figure.
Depletion of foreign exchange reserves, an erosion of fiscal position,
and the central bank’s reduced ability to carry out an effective monetary
policy have led all three of the world’s largest rating agencies to downgrade
Russia’s credit rating in 2015. Russian debt is now rated below investment
grade by two of the three agencies, and at the lowest investment grade level
by the third. The rating downgrade increases Russia’s external cost of borrowing. Additionally, a rating below investment grade could bring earlyredemption clauses into effect, therefore increasing the corporate debt due
in the coming months.

Source: Bloomberg.
Graphic: Deloitte University Press | DUPress.com

Russia’s pivot to China will not address
immediate economic concerns
With the country now at loggerheads with the West, the Russian
administration has been striving to reduce its dependence on Western
markets. Russia’s $400 billion 30-year natural gas trade agreement with
China in May 2014 is evidence of a significant eastward orientation in
economic strategy. Ties with China were further strengthened by a followup natural gas deal in November of last year. Under these agreements,
Russia will supply almost a fifth of China’s natural gas needs by 2020.5
Furthermore, the volume of trade between Russia and China is expected
to touch $100 billion in 2015.6 While this is a significant development, it
is unlikely to make a substantial contribution to the economy in the near
term. Increased trade with China is unlikely to alter Russia’s dependence
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on the West, particularly on Europe. In 2013, the total trade turnover
between the European Union and Russia stood at approximately $440
billion, more than four times the expected volume of trade with China in
2015. Additionally, investors in the European Union account for 75 percent
of all foreign direct investment in Russia. This is exponentially more than
China’s direct investment in Russia, which has totaled less than $2 billion
in five years (2008–2013). Particularly within the energy sector, Russia also
depends on Western technology, which China cannot provide. Moreover,
China’s economy has slowed down to its slowest growth rate in 24 years.
Given the combination of these factors, it is unlikely that Russia’s orientation towards China will ease the former’s immediate economic burdens.
Russia urgently needs to reengage with the West and take measures to
diversify its economy away from a crippling dependence on the energy
sector. However, if the current status quo holds, then sanctions will persist,
and cheap oil will sink Russia’s economy into a painful recession in 2015.

Figure 5. Russian foreign exchange and gold reserves ($ billion)
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BRAZIL

Into the storm
By Akrur Barua

A

LONG time has passed since the heyday of Brazil’s
economy. In 2014, the economy barely grew and is
poised for a recession this year. Commodity exports, a key
growth driver of the previous decade, are weak. Another
sizable contributor to the economy, private consumption,
is weighed down by high household debt, lower access
to credit, rising inflation, and poor near-term economic
prospects. A worsening labor market has helped neither
economic growth nor social stability. In January 2015,
unemployment jumped to 5.3 percent from 4.3 percent
the month before. This comes at a time when the government has embarked on austerity to sort out the fiscal

mess of 2014. Support from monetary policy would have
come in handy at this stage. But belated monetary tightening is underway to tackle inflation and restore central
bank credibility.
When Dilma Rousseff won a reelection last year, she
promised strong economic growth and no changes in social
policy. As she starts her second term in office, it is clear that
the economic picture is not pretty. Adding to pressure on
her is growing discontent over austerity measures and the
widening scandal at oil giant Petrobras. Her sudden change
in track to cut social spending due to fiscal necessity has
raised the ire of some of her key supporters, including trade

Four consequences of the Petrobras scandal are
worrisome for the wider economy.
30 | Global Economic Outlook: 2nd Quarter 2015
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Figure 1. Real GDP growth was yet again low in Q4 2014
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unions. Only 13 percent of voters think she is doing a good job, according
to the latest Datafolha survey.1 On March 15, nearly 1 million people across
Brazilian cities protested against current policies, and this will certainly not
be the last protest.

Poor Q4 sums up forgettable 2014
In 2014, real GDP grew a mere 0.1 percent, the worst performance
since the global financial crisis. Although the country managed to fend
off a recession in 2014, economic fundamentals were undoubtedly weak.
High inflation, slowing commodity export revenues, and downbeat business sentiment contributed to weak economic activity in Q4 2014, thereby
dragging down annual GDP growth and raising the specter of recession in
2015. GDP (seasonally adjusted) expanded 0.3 percent quarter over quarter
in Q4 2014, with exports and investment contracting sharply—12.25 percent and 0.4 percent, respectively (figure 1). Relative to the same period a
year before, GDP contracted by 0.2 percent in Q4 2014.
Commodity exports from Brazil have suffered recently due to slowing
growth in China, a key export market. A dip in global commodity prices
has not helped either. These, in turn, have impacted investment in the sector. Investments outside the commodity space also have not fared well due
to slowing domestic demand, rising interest rates, and the Petrobras scandal. No wonder then that the National Industry Confederation’s business
confidence index fell to a record low in March 2015.2 The scenario is not
likely to change much in the near term. Consequently, fixed asset investments are set for another contraction in 2015.
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Petrobras scandal poses risks for the economy
Petrobras is now under intense scrutiny from prosecutors who allege
that engineering and construction firms paid at least $800 million in bribes
to executives in the firm in exchange for lucrative contracts. “Operation
Car Wash,” as it has been dubbed, has already led to investigations against
executives from Petrobras and some of its key contractors as well as politicians from the governing coalition. In February, Moody’s downgraded
Petrobras two notches below investment grade.
The immediate impact on Petrobras has been a hammering of its stock
price, which has lost about 54 percent since the middle of October 2014
(figure 2). It has also led to the resignation of the CEO and five board
members. Worryingly, these developments along with prospects of a recession have hit wider debt and equity markets (figures 2 and 6).
Four consequences of the Petrobras scandal are worrisome for the
wider economy. First, the scandal has hit construction and engineering
firms dependent on Petrobras’s operations. For now, oil production by
Petrobras has not been affected, but future exploration and subcontracting
will be until investigations are over. The scandal also has vitiated the business environment and will likely lead to lower public sector investment,
especially where a lot of subcontracting is involved. This does not bode
well for construction and infrastructure projects.
Second, if Petrobras fails to get audited financial statements out by July,
it might suffer another rating downgrade. Creditors might also accelerate
claims to outstanding obligations. Such a move might force the government to intervene by injecting capital directly or through public sector
banks. That will not help the government’s fiscal position, which in turn
could pose a threat to sovereign ratings.
Third, the government will face increasing opposition from its own
ranks. Some politicians who are being investigated have responded by raising opposition to the finance minister’s fiscal consolidation measures. For

Figure 2. Petrobras stock has plummeted
24

59,000
57,000

21

55,000

18

53,000
15
51,000
12

49,000

9
6
1-Oct-14

47,000
45,000
1-Nov-14

1-Dec-14

1-Jan-15

Petrobras

1-Feb-15

1-Mar-15

Benchmark Ibovespa index (right axis)

Source: Bloomberg; Deloitte Research economic analysis.
Graphic: Deloitte University Press | DUPress.com

Global Economic Outlook: 2nd Quarter 2015

| 33

B R A Z IL

example, this year the senate president rejected
a presidential decree to end some payroll tax
breaks. The president’s decision to overturn two
populist bills related to income tax brackets and
social security charges for domestic workers
have also run into opposition. Such actions will
hamper strong reforms and fiscal austerity.
Finally, the scandal has put a question mark
on Rousseff herself: She was head of Petrobras
between 2003 and 2010. Ongoing austerity
measures have not helped her popularity. In
her reelection campaign, Rousseff had promised not to reduce social spending. Her sudden
change in track due to fiscal necessity has raised
the ire of some of her key supporters, including
trade unions. This is not likely to subside any
time soon.

BCB continues tightening spree
In March, the Banco Central do Brasil
(BCB) raised its key Selic rate by 50 basis
points to 12.75 percent, the highest in the last
six years. BCB has raised rates by a total of 150
basis points since December 2014 to counter
rising inflation, which for 54 months has been
above the midpoint of BCB’s target range of
2.5–6.5 percent. Worse, inflation has been
steadily breaching the upper ceiling since June
2014. In February 2015, inflation was 7.7 percent, the highest since May 2005 (figure 3).
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High inflation can be attributed to the large
fiscal deficit and BCB’s falling behind the rate
curve. In recent months, what has added to
the pressure on consumer prices are cuts in
fuel and utility subsidies as the government
attempts to prevent a rating downgrade. For
example, transportation prices rose 8.1 percent
year over year in February 2015, up from 3.8
percent in December 2014. Food inflation also
has gone up due to a severe drought in 2014.
The other key contributor to inflation is a
weak Brazilian real. The currency has fallen by
about 25 percent against the US dollar since
January 2014 (figure 4) and by about 16 percent
this year; it touched an 11-year low in March.
Part of this decline is due to dollar strength
on expectations of a hike in interest rates by
the US Federal Reserve this year. But another
contributor to real weakness is poor economic
fundamentals, including stalling growth, weak
governance, a high fiscal deficit (6.75 percent in
2014), and a loss in monetary policy credibility
last year.
The pressure on the real will continue in
the near term as the government struggles to
improve economic fundamentals amid fears of
a ratings downgrade. This, in turn, will keep
imported inflation high. Analysts surveyed by
the BCB on March 20 forecasted that inflation
this year will touch 8.12 percent.3 However,
some easing in inflation is likely in 2016–17 as
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Figure 3. Inflation (percentage) continues to rise

Figure 4. Real has weakened sharply against the US dollar since October 2014
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The pressure on the real will continue in the near term as the
government struggles to improve economic fundamentals amid
fears of a ratings downgrade.
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aggregate demand softens due to higher interest
rates and slowing economic growth. Also, starting next year, the base effect of one-off increases
in administered prices will have a positive
impact on inflation.

A good start to getting
fiscal house in order
In 2014, Brazil posted its first primary deficit
(0.6 percent of GDP) since the current data
series started in 2001. The wider fiscal deficit
deteriorated sharply to 6.75 percent of GDP
from 3.30 percent over 2013–14 (figure 5). In
an effort to restore investor confidence and
keep rating agencies from dropping Brazil’s
debt to junk status, Finance Minister Joaquim
Levy has proposed a mix of tax increases and
budget cuts: hiking the payroll tax for certain
companies and reducing tax credits for exporters, likely to save the government more than $5
billion in 2015–16; reducing federal spending
until April 2015; curbing subsidized lending
by public banks to favored sectors and firms;
raising personal loan tax and social security
tax on imports; and curbing home equity
loan programs.
Encouragingly, the primary balance turned
into a surplus in January 2015, much before
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some of the above measures came into effect.
The government will be hoping that it has
turned a corner. However, fiscal consolidation
is not going to be easy. Already, political opposition to Rousseff is rising among politicians
implicated in the Petrobras scandal, thereby
making Levy’s task more difficult. Moreover,
Levy and his team will encounter rising public
discontent due to austerity, along with having to
contend with a weak economy. If GDP declines
by more than currently expected, tax revenues
will be hit, forcing Levy to fall short of his 2015
primary deficit target (1.2 percent of GDP).

Keep the faith with Levy
For Brazil, the road ahead is not easy.
According to the latest survey of analysts by
the central bank, real GDP is expected to
contract by about 0.83 percent in 2015.4 This
was the 12th straight weekly survey in which
economists had lowered their forecasts. Added
to this are worries related to achievements of
fiscal targets. These sentiments are reflected in
equity and bond markets. Despite a recovery in
March, the benchmark equity index is down by
about 15 percent since last year’s peak in early
September (figure 2). Sovereign bond yields
have also gone up during this period (figure 6).

And it doesn’t look as if key growth drivers
are likely to strengthen this year. Consumer
spending, for example, will slow further in 2015
due to slowing real income gains, high household debt, rising debt servicing costs, restricted
credit access, and poor economic prospects.
In March, consumer confidence in Brazil as
measured by the Getulio Vargas Foundation fell
to its lowest level since the foundation began
computing the index nearly a decade ago.5
A deeper recession will make Levy’s task
even more difficult, especially at a time when
the Petrobras scandal has dented his president’s
popularity and raised opportunistic political
opposition. Levy and his team will do well to
hold their ground. In fact, they should add
long-term structural reforms to their agenda,
including an overhaul of the tax regime,
removal of labor market rigidities, and more
private sector participation. Some of these
measures will run counter to what Rousseff
followed in her first term. She would be wise
to change course. She has made a good start by
putting in place a credible economic team and
backing them for now. She needs to keep doing
that. At stake is not only Brazil’s sovereign rating but also a prosperous future that currently
seems like a distant dream.
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Figure 5. Fiscal deficit (as percentage of GDP) shot up in 2014
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Figure 6. Government bond yields and the cost of insuring them are heading up
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INDIA

Big-bang changes to growth
and a forward-looking budget
By Dr. Rumki Majumdar

T

HE first quarter of 2015 was action packed, as India
witnessed a dramatic revision of its GDP and consumer price index (CPI) estimates, the first full budget
of the Narendra Modi government preceded by sky-high
expectations, and a rate cut by the Reserve Bank of India
(RBI). Using new data sources and a revised base year, the
government announced new GDP estimates in January,
which suggest that the Indian economy is much stronger than was previously believed, and that growth may
be closer to that of China. A week later, the government
released a new series of the CPI (combined) with a revised
base and incorporated a few methodological changes to
estimate the index. These changes led to a downward shift
in inflation levels. The highlight of the quarter was the
union budget for 2015–16, which provided a balanced
policy framework aimed at supporting all sections of
the economy.
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The RBI, which has been under immense pressure from both the industry and policymakers to
ease monetary policy, finally cut rates by 25 basis
points in January. A consistent fall in inflation, the
government’s effort to stick to its fiscal targets, and
the continuing fall in global commodity prices
prompted the RBI to cut rates to boost economic
performance. It was also announced that any
further easing would be contingent on the government’s fiscal consolidation efforts and inflation
data. Right after the budget, the RBI surprised the
market by cutting policy rates further by 25 basis
points before its scheduled policy review meeting
in April. This is perceived as a thumbs-up from
the RBI governor to the measures announced by
the finance minister in the union budget for 2015.
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The first quarter of 2015 was action packed, as
India witnessed a dramatic revision of its GDP and
consumer price index (CPI) estimates.
Overall, the events in the last few months
have set the momentum for reforms and
drummed up enthusiasm in the market, which
can put India on a high, sustainable growth
trajectory. The capital market has continued to
breach record levels as investors now expect
a favorable policy and business environment.
That said, the coming years will be crucial for
the government, which has to ensure that its
promises are executed. Execution will be the
key, and the government has a tough task ahead
as it tries to balance all the odds and gear up all
the segments of the economy at a synchronized
and sustainable pace.

GDP redefined
The Ministry of Statistics and Programme
Implementation released the new series of
national accounts on January 31, 2015, revising the base year from 2004–05 to 2011–12.
In addition, it announced that “GDP at factor
cost” will no longer be in use; as is the practice

internationally, “GDP at market prices” will be
the official GDP.
Consequently, the redefined real GDP is
estimated to grow at 5.1 percent (at 2011–12
prices) during FY 2012–13, and 6.9 percent
during FY 2013–14. Earlier estimates of growth
(at 2004–05 prices) were 4.7 and 5.0 percent for
the respective periods. The upward revisions
have primarily come from higher consumption expenditure and weaker imports under the
new series. Under this new methodology, the
government’s advance estimate for growth in
FY 2014–15 is pegged at 7.4 percent year over
year. A comparison of new and old estimates of
growth is shown in figure 1.
Growth of the manufacturing sector was
revised up from 1.1 percent to 6.1 percent year
over year in FY 2012–13, and from -0.7 percent
to 5.3 percent in FY 2013–14. Consequently,
the manufacturing sector’s share, too, has risen
from 12.9 percent of GDP to 17.3 percent
in 2014. The mining sector’s share has been
revised up from 24.7 percent of GDP to 30.7
Global Economic Outlook: 2nd Quarter 2015
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Figure 1. A comparison of old and new GDP estimates

Figure 2. Revised CPI (combined)

Percent

Percent
9.0

9.0
8.0

8.0

7.0
6.0

7.0

5.0
6.0

4.0
3.0

5.0

2.0
4.0

1.0
0.0

Q1

Q2

Q3

Q4

Q1

FY 2013–14

Q2

Q3

Q4 (adv. est.)

FY 2014–15
New estimates

Old estimates

Note: The new estimates are GDP at market prices with 2004–05 as the base year. The old estimates are GDP at
factor cost with 2011–12 as the base year. The composition of the GDP estimates also differs.
Source: Reserve Bank of India (November 2014); Press Information Bureau; Government of India (February 2015).
Graphic: Deloitte University Press | DUPress.com

3.0

-14
-14 ar-14 pr-14 ay-14
-14
Jan
Jun
Feb
A
M
M

Base year 2012

Base year 2010

Source: Ministry of Statistics and Programme Implementation; Central Statistics Office;
Government of India (March 2015).
Graphic: Deloitte University Press | DUPress.com

“GDP at factor cost” will no longer be in use; as is the practice
internationally, “GDP at market prices” will be the official GDP.
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percent. On the other hand, the services sector’s
share has been declined from 57 percent of
GDP to 51.3 percent.
However, it isn’t just GDP growth that has
got a boost from the government’s new series of
national accounts. The Central Statistics Office
also changed the base of the CPI (rural and
urban combined) from 2010 to 2012, which
resulted in lower inflation levels than were
previously assumed. This downward revision
suggests a more benign path of inflation, and
the outlook is likely to remain the same this
year due to easing commodity prices and low
international oil prices. A comparison of the
new and the old estimates is shown in figure 2.
However, the revisions raise several questions about a possible slack in the economy,
potential growth rate, and the extent of acceleration under the new methodology—especially
when the trends are at odds with other highfrequency indicators such as industrial production. There are several anomalies in the details,
especially regarding government spending, and
the abrupt switch to a new and revised series is
creating dissonance amongst analysts.
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Figure 3. Trade figures

Figure 4. Import composition
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The Indian capital market outperformed most global markets due
to improved economic sentiments.
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Improved economic performance
Along with the strong pickup in growth and
moderation in inflation, economic performance
has been buttressed by improvements in the
external account, fiscal deficit, and capital market. The external sector has improved markedly
over the last year; the current account deficit
(CAD) has remained within 2 percent this fiscal
year, while investment inflows have been sufficient to finance the trade deficit.
Trade deficit, which bloated over the initial
few months of this fiscal year, fell significantly
in recent months due to falling international
oil prices. A closer look at the composition of
the trade balance this fiscal year suggests that
growth in exports remained disappointing
(figure 3). Moderation in commodity prices
impacted revenues from petroleum products,
rice, tea, and coffee exports. In addition, the
trade-based weighted real exchange rate (as
well as the export-based weighted exchange
rate) appreciated, which could have resulted in
a fall in export competitiveness, although the
domestic currency depreciated with respect to
the US dollar. On the other hand, barring in Q2
of FY 2014–15, imports contracted. The fall was
primarily driven by a contraction of oil imports

and has been significant in the past few months,
although it is to be noted that non-oil imports
increased in the first half of this fiscal year (figure 4). Additionally, imports in the non-oil exgold segment also increased, which implies that
domestic growth is perhaps turning around.
Continuing its declining trend, the country’s
CAD dipped to 1.6 percent of GDP in Q3 of FY
2014–15 from 2.0 percent of GDP in Q2. Since
the services sector has had a consistent trade
surplus, the improvement in the trade balance in recent months may result in a surplus
current account balance in Q4 of FY 2014–15.
Overall, the CAD for this fiscal year is expected
to remain below 1.5 percent of GDP, the lowest
since FY 2007–08.
The government continued to adhere to the
fiscal target for the current year, and, according
to provisional estimates of the latest economic
survey, the fiscal deficit is expected to be 4.1
percent of GDP in 2014–15.1 The fall in global
crude oil prices reduced the government’s
subsidy outgo considerably. Further, deregulation of diesel prices and increasing taxes to
limit the fall in domestic prices helped shore up
government finances. However, tax revenues
remained low owing to poor revenues from the

manufacturing sector, which has struggled to
grow in the past few years.
The Indian capital market outperformed
most global markets due to improved economic
sentiments. A stable government and its policy
initiatives over the last nine months, together
with increased global liquidity (because of bond
buying by the European Central Bank and
quantitative easing by the Bank of Japan), led
to increased capital inflows. The Sensex rose
sharply, by around 40 percent, during 2014 and
crossed the record mark of 29,000 in January
2015. Foreign institutional investments, which
were volatile in 2013, rose consistently, providing reasonable stability in the market compared
with the previous year. The bond market, too,
benefited last year from interest rate differentials with respect to advanced nations as well as
from improved economic performance. Since
the national elections, the 10-year government
bond yield fell from 8.7 percent to 7.7 percent
(figure 5).
That said, the pace and quality of fiscal consolidation, poor performance by the manufacturing sector, disappointing export growth, and
the banking sector’s deteriorating asset quality pose downside risks to the economy. Tax
collection growth has been the worst in recent

Global Economic Outlook: 2nd Quarter 2015

| 43

IN D I A

Figure 5. Capital market
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history, while the pace of disinvestment remains slow. A closer look at the
expenditure estimates of GDP shows that domestic demand remains feeble.
Recovery in investments remains a concern, as growth in fixed capital formation (per the new definition) fell from 7.7 percent year over year in Q1
2014–15 to 2.8 percent and 1.6 percent in Q2 and Q3, respectively. Growth
in private consumption expenditure and government expenditure supported the moderate increase in domestic demand this fiscal year.

The 2015–16 budget analysis
The budget did not disappoint market expectations. The government stuck to its fiscal target of 4.1 percent of GDP for FY 2014–15.
Acknowledging the improving economic outlook, the finance minister
presented a new fiscal framework by establishing new targets for fiscal consolidation.2 The fiscal adjustment trajectory was changed; the deficit target
of 3 percent will now be achieved in three years, instead of two.
The increased fiscal space is being used for productive purposes. The
focus is on improving the quality of the deficit, and the government is trying to reduce the amount of subsidy by 0.4 percent of GDP through better
targeting recipients while also raising tax rates on services. The government has increased capital expenditure by 0.2 percent of GDP. It has tried
to restart the investment cycle by incentivizing more allocation toward
infrastructure, revitalizing public-private partnership models by reducing
the risks faced by the private sector, and creating a national investment
and infrastructure fund. In addition, the finance minister announced an
increase in the share of the divisible pool of taxes to states to 42 percent.
The total transfer to the states will be about 62 percent of the country’s total
tax receipts.
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Important changes have been made to both
direct and indirect taxes. The purpose of the
tax announcement has been to enhance the
ease of doing business and make the industry
more competitive. In an encouraging message
to investors in creating a more robust taxation regime, the General Anti Avoidance Rule
(GAAR) has been postponed by two years. It
has also been decided that when implemented,
GAAR would apply prospectively to investments made on or after April 2017. Corporate
tax rates, currently among the highest in the
world, are to be brought down in a phased
manner to 25 percent from the current 30 percent over the next four years. Other noteworthy
measures include stringent provisions to tackle
black money, eliminating minimum alternate
taxes on foreign institutional investors, removing ambiguity on taxation, and committing to
roll out the goods and services tax (GST).

The finance minister announced two gamechanging reforms: the GST and what has been
called the “JAM trinity”—Jan Dhan, Aadhar,
and mobile—for the direct transfer of benefits.
The GST will put in place a state-of-the-art
indirect tax system by April 1, 2016. The JAM
trinity will allow the transfer of benefits in a
leak-proof, well-targeted, and cashless manner.
The finance minister also announced
“housing for all by 2022” as one of the visions
of the prime minister, in addition to other pet
projects such as Make in India, Swachh Bharat
Abhiyaan, and “minimum government, maximum governance.” Important reforms have
been announced to improve the ease of doing
business, and due importance has been given to
the Skill India program to ensure the success of
the Make in India campaign.
Overall, the budget has a balanced approach
toward achieving growth and provides a

definite direction to economic policies and
reforms. That said, it lacks a clear roadmap with
respect to the implementation of big reforms
like the GST, rationalization of subsidies, and
addressing supply-side bottlenecks in the
economy. There is clearly an emphasis on public
investment in infrastructure. However, given
the current status of infrastructure and limited success in bringing in private partnership,
building world-class infrastructure will be a
challenge. A large transfer to states will significantly reduce the central government’s freedom
to spend, while leaving how the additional
funds may get used to the discretion of the
state. Execution will be the key, and all eyes will
be on the implementation of the announced
policies in the coming years.

Endnotes
1. Ministry of Finance, “Chapter 2,” Budget 2015-16 speech of Arun Jaitley, February 28, 2015, http://indiabudget.nic.in/ub2015-16/bs/bs.pdf.
2. Ibid.
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Mapping the effects of international investment flows
Please visit www.deloitte.com/research for the latest Deloitte Research
thought leadership or contact Deloitte Services LP at:
research@deloitte.com.
For more information about Deloitte Research, please contact
John Shumadine, Director, Deloitte Research, part of Deloitte Services LP,
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