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Introduction
By Dr. Ira Kalish

As we go to press with the third-quarter outlook for the global economy, it must be noted that events are happening that are in flux and might
change considerably in the days and weeks ahead. These include Greece’s
role in the Eurozone, asset market conditions in China, the price of oil, the
values of major currencies, and expectations about monetary policy in the
United States. Despite these uncertainties, some important statements can
be made with some confidence: The Eurozone economy is on the mend;
the Brazilian and Russian economies are in recession; the US economy is
rebounding from a bad first quarter; and the Chinese economy is growing
relatively slowly. In this issue of the Global Economic Outlook, our far-flung
economists offer their views on the economic situation and the outlook for
the near and longer term.
First off, Patricia Buckley comments on the critically important US
economy. She discusses how the decline in real GDP in the first quarter
was possibly due to more than simply bad weather. Rather, she suggests
that the government’s method of measuring GDP might be flawed in a way
that suppresses first-term GDP. Patricia also notes that another indicator
of the economy, employment, suggested greater strength in the economy
than did the GDP numbers. Based on her analysis, Patricia says that “the
United States should experience stronger growth in the second half of the
year.”
Second, Alexander Börsch provides an analysis of the Eurozone
economy. He says that the recovery in the economy continues, albeit in
an “unspectacular manner.” Going forward, Alexander points to various
measures of business confidence as boding well for accelerated growth.
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Of particular note is Deloitte’s European CFO Survey,1 in which there are
notable differences in sentiment by country, with a high level of optimism
in Spain, pessimism in France, with Germany somewhere in between.
The survey also indicates that CFOs see national government structural
reforms as most likely to cure what ails the Eurozone.
In our next article, I discuss the Chinese economy. I discuss how, after
a series of moves easing monetary policy, there are now signs that the
economy is, at the least, starting to stabilize rather than decelerate. On the
other hand, China’s export sector continues to suffer the effects of a strong
currency and weak overseas demand. In addition, I look at the recent
debt-driven surge in equity prices in China and the risks this might pose
to the economy.
Fourth, I examine the Japanese economy. Despite the Bank of Japan’s
very aggressive program of quantitative easing, it appears that the economy is having trouble taking off. For example, despite a cheap Japanese
yen, exports have not surged as expected. Likewise, domestic demand has
disappointed, with the consumer sector remaining dormant as real wages
decline and the lagged effect of last year’s tax increase continues. On the
other hand, Japanese corporate profits have soared, potentially setting the
stage for a rebound in wages.
In their article on Russia, Akrur Barua and Lester Gunnion discuss
the current downturn. They note that, although many factors have made
Russia’s situation worse, monetary policy has been largely successful in
stabilizing the currency and reversing the trend toward higher inflation.
Although a rebound in oil prices will help the economy, Akrur and Lester

IN T RO D UC T I O N

discuss the fact that Russia’s expected growth
over the coming decade is the lowest of the
major emerging markets. This reflects a declining labor force, excessive dependence on oil and
gas, a relatively high level of state involvement
in the economy, and inadequate investment.
The United Kingdom is our next country
of focus, with an article by Ian Stewart that
takes a notably optimistic view of the outlook,
despite the recent slowdown in growth. Ian
notes that economic fundamentals are currently quite good, boding well for a rebound
in growth. Plus, although productivity growth
has been poor recently, Ian offers some reasons
to expect a resurgence in productivity in the
coming years that will help to maintain strong
growth. Finally, he suggests that it is more likely
than not that, following an expected referendum, the United Kingdom will remain in the
European Union.
In our next article, Akrur Barua returns
with an analysis of India, an economy that
appears to be growing faster than China.
Akrur notes, however, that aside from headline
GDP figures, other economic indicators “have
been rather subdued.” Thus, it is not entirely
surprising that, with inflation decelerating,
the central bank has eased monetary policy.

Going forward, Akrur suggests that monetary
policy alone will not be sufficient for growth,
or even for boosting credit market activity.
As such, he discusses the prospects for financial market reforms that could play a role in
better utilizing India’s savings and unleashing
its entrepreneurs.
Finally, our last article looks at Brazil. Akrur
Barua finds that Brazil is most likely already in
recession. He notes the poor economic performance of the first quarter, the exception being
the relative strength of exports. Moreover, economic fundamentals point to further troubles
ahead. A cut in government subsidies led to
higher electricity prices, boosting inflation, in
turn preventing the central bank from easing
monetary policy. A weak currency has played a
role as well. The result is a combination of tight
monetary and fiscal policy that, while beneficial in the long run, will suppress activity this
year. Therefore, don’t expect a recovery until at
least 2016.
.
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UNITED STATES

Another negative start—or was it?
By Dr. Patricia Buckley

F

OR the second year in a row, the first-quarter GDP
estimate for the United States indicated a contracting
economy—a fact that many economists find disconcerting, since during the same period, employment growth
remained strong and wage growth finally started to pick
up. The focus is now on whether the GDP accounting
needs improvements.
GDP’s first-quarter 0.2 percent contraction left us
scratching our heads, just as when the first quarter of 2014
showed a contraction of 2.1 percent, on how an economy
that by many measures appears to be growing actually
shrunk. True, both of these first quarters experienced
abnormally cold weather, and some factors in early 2015
negatively impacted exports, including a labor issue at the
West Coast ports, a relatively high US dollar, and slower
growth among some of our trading partners. But even with
these headwinds, these contractions seem out of sync with
reality, leading to the question: Is there a problem with how
the government’s statisticians calculate US GDP?
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Researchers quickly closed in on the “seasonal adjustment” process as the most likely culprit. The government
publishes most official statistical series with the impact of
regularly occurring patterns removed to show changes in
the underlying trends. For example, the Census Bureau
adjusts automotive production in July as factories shut
down to retool for new models, and it adjusts heating oil production to account for the regularly observed
September increases in anticipation of the winter heating
season.1 The Bureau of Labor Statistics (BLS) adjusts the
individual components of the consumer price index for a
wide variety of factors that can cause seasonal variation in
prices, such as changing climatic conditions, production
cycles, model changeovers, holidays, and sales events. As
an example of a regularly occurring pattern, BLS points to
oranges, which can be purchased year-round but whose
prices are significantly higher in the summer months, when
the major sources of supply are between harvests.2

U N I T ED S TAT E S
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In constructing the GDP estimate, the Bureau of Economic Analysis
(BEA) draws on data from many sources, much of which each collecting
agency seasonally adjusts, with the BEA seasonally adjusting the remainder if the time series is sufficiently long. Both the BEA and the source data
agencies review and update their seasonal adjustment procedures regularly,
but even with regular reviews and updates, there are several ways in which
uncorrected seasonal patterns can remain in the GDP estimate. These
include seasonal patterns in the aggregates, not apparent in the individual
components; patterns at the quarterly level not present in the underlying
monthly data; and patterns that appear in the deflated estimates and that
are not apparent in the nominal estimates or the prices.3
The impact of this “residual seasonality” on the quarterly estimates may
be substantial. A recent study by researchers at the Federal Reserve Bank
of San Francisco applied a second round of seasonal adjustment to the
published real GDP data and concluded that analysts have underestimated
first-quarter GDP since the late 1990s—and that the underestimation has
risen in recent years to about 1.5 percentage points. Therefore, according to
this analysis, first-quarter GDP should have shown weak, but firmly positive, growth.4

Figure 1. GDP growth and employment change
(Percentage change from preceding quarter at seasonally adjusted annual rates)
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The pickup in wage growth was another signal that the first quarter of
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GDP and the labor market
Figure 1 illustrates the seeming mismatch between the quarterly
GDP estimates and another indicator of economic health: employment. As the US economy entered recession in early 2001 and again
at the end of 2007, employers reacted quickly to reduce headcount.
Even when output began to rise as the economy shifted into expansion,
employment continued to fall, giving rise to the concept of the “jobless recovery.” But eventually employment began to increase in both of
these expansions. Where the first quarters of 2014 and 2015 stand in
stark contrast to expectations is in the strength of employment growth,
even as GDP apparently contracted or stalled.
The pickup in wage growth was another signal that the first quarter
of 2015 was stronger than the GDP estimates portray. Much attention
is generally given to the monthly changes in average hourly wages
published alongside BLS’s monthly employment estimates. However,
changes in the average hourly earnings mask changes in industry and
occupational shifts; another BLS series, the quarterly Employment
Cost Index (ECI), corrects for this by measuring the change in labor
cost, free from the influence of employment shifts among occupations
and industries.
The ECI tracks the two major components of labor costs: wages and
salaries (approximately 70 percent of compensation costs) and benefits
(the remaining 30 percent). As shown in figure 2, the ECI for wages
and salaries has accelerated in recent quarters after remaining relatively constant for most of the recovery.

Figure 2. ECI for wages and salaries of private industry workers
(12-month percentage change)
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Graphic: Deloitte University Press | DUPress.com
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So what did happen in the first quarter?

Figure 3. Trade in goods and services, selected countries
Q4 2014–Q1 2015, nominal percentage change,
seasonally adjusted
Goods and
services
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Source: Bureau of Economic Analysis; Deloitte Services LP economic analysis.

The combination of a strong dollar
and slower growth among some
US trading partners caused
exports to decline in both real and
nominal terms.
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Even if some unaccounted-for residual seasonality depressed firstquarter GDP, it was still a weak quarter. Although the labor market
remained strong, other indicators—such as the large decrease in
exports—constrained growth. The combination of a strong dollar and
slower growth among some US trading partners caused exports to
decline in both real and nominal terms. Figure 3 shows the percentage
change in nominal exports during the first quarter of 2015. Overall,
exports declined 4.2 percent, with the decrease more than accounted
for by the drop in goods exports. Indeed, services exports actually
increased. On a country basis, the five largest US export markets,
accounting for 45 percent of total exports, all declined. The declines
were particularly large in goods, with only Japan showing a higher
percentage drop in services.
Other weaknesses in the first quarter include consumers who did
not take advantage of lower gas prices and higher incomes to spend
more—instead, they paid credit card debt and increased savings,
although they did take out more in auto and student loans. Mortgage
debt, the largest debt category, remained unchanged from the fourth
quarter.5 Business investment also slowed, as declines in structural
investment overwhelmed the increased spending on equipment and
intellectual property (primarily software, and research and development). Residential investment still appears to be sputtering along, with
no new upward shift in trajectory.

U N I T ED S TAT E S

Although factors causing the first-quarter
weakness (whatever its magnitude) may spill
over into the second quarter of 2015, the United
States will likely experience stronger growth in
the second half of the year. The Federal Open
Market Committee of the Federal Reserve
Board continues to monitor conditions, looking

to judge the correct point to begin to raise
interest rates. There are no major imbalances
present—at least imbalances within US borders.
Unfortunately, there is no shortage of external
situations that might spiral out of control and
disrupt world growth.

After the BEA issues its regular annual revisions in July, which may include a change to
some of the underlying seasonal adjustments,
we might have a clearer idea of where we have
been—a necessary prerequisite to better contemplating future US prospects.

Endnotes
1. Bureau of the Census, “Manufacturing and construction division FAQs on seasonal adjustment,” http://www.census.gov/const/www/faq2.html, accessed June 26, 2015.
2. Bureau of Labor Statistics, “Fact sheet on seasonal adjustment in the CPI,” March 13, 2015, http://www.bls.gov/cpi/cpisaqanda.htm.
3. Bureau of Economic Analysis, “Accounting for seasonality in GDP,” May 20, 2015, http://blog.bea.gov/2015/05/20/accounting-for-seasonality-in-gdp/.
4. Glenn D. Rudebusch, Daniel Wilson, and Tim Mahedy, “The puzzle of weak first-quarter GDP growth,” Federal Reserve Bank of San Francisco, May 18, 2015, http://www.frbsf.org/economic-research/
publications/economic-letter/2015/may/weak-first-quarter-gdp-residual-seasonality-adjustment/.
5. Federal Reserve Bank of New York, “Household debt and credit report,” May 2015, http://www.newyorkfed.org/microeconomics/hhdc.html.
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EUROZONE

Combining crisis and recovery
By Dr. Alexander Börsch

T

HE second quarter in the Eurozone was dominated
by escalating political tensions around the modalities of the Greek bail-out program, discussions about
the future of Greece in the Eurozone, and the future of
the Eurozone itself. However, beneath the surface of the
intensifying Greek crisis, the recovery in the Eurozone has
continued, and there are even signs that it is broadening.
In the medium term, European corporates are moderately
optimistic about their prospects. A possible Greek exit (or
“Grexit”) from the Eurozone continues to be a risk for the
Eurozone, the possible impact of which will depend to a
large degree on investor perceptions.

The economic situation
Available data for the second quarter suggest that
the recovery in the Eurozone continues. It does so in an
unspectacular manner, in line with the trend of the last
few months. From a positive viewpoint, the recovery has
become more solid.
Overall economic sentiment indicators, such as the
European Commission’s Economic Sentiment Index, are
stable and in positive territory. Other economic climate
indicators for the Eurozone even report an eight-year high.1
Also, consumer-related early indicators such as car and

Available data for the second quarter suggest that the recovery
in the Eurozone continues.
10 | Global Economic Outlook: 3rd Quarter 2015
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retail sales are pointing upward. At the same
time, the fears of deflation that dominated the
headlines earlier in the year are beginning to
disappear as inflation rates have picked up.
Core inflation was at a low of -0.6 percent in
January but went up to 0.3 percent in May.
Similarly, investments, which have been the
sorrow child of the recovery for a long time,
show encouraging signs. They have been growing, albeit modestly, for the third quarter in a
row. This suggests that businesses are becoming
increasingly confident about the recovery. Even
if is too early to proclaim a trend reversal for
corporate investments, it speaks for a broaderbased recovery.
From a country perspective, Spain has been
the fastest-growing economy in the Eurozone in
the first quarter (behind Cyprus), showing signs
of a strong recovery for the rest of the year.

Global Economic Outlook: 3rd Quarter 2015
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Figure 1. Corporate sentiment in Europe

Figure 2. European CFO assessment of approaches to overcoming growth crisis

Question: Compared with three months ago, how do you feel about the financial prospects of your
company?

Question: How effective do you think the following policies would be in resolving the current EU/euro
area growth crisis?
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Graphic: Deloitte University Press | DUPress.com
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The corporate outlook
General corporate sentiment in Europe for
the next 12 months is characterized by modest
optimism (figure 1). According to the Deloitte
European CFO Survey, which is conducted
among CFOs in 14 European countries, the
overall sentiment is positive, even if there are
wide country-specific differences.2
Regarding their own financial prospects,
Spanish corporates are currently the most
optimistic, which speaks for the strength of
the ongoing recovery. On the other end of the
spectrum, French, Norwegian, and Swiss CFOs
are the most pessimistic. The pessimism of the
latter two can be attributed mainly to the fall
in oil prices and the strong appreciation of the

Swiss franc. German CFOs’ sentiment lies in
the middle of a cross-country comparison, but
it recovered sharply relative to last autumn,
when the Ukraine crisis was at its height.
Regarding the euro crisis, European CFOs
have a fairly strong consensus on how it can be
solved and how the Eurozone should look going
forward (figure 2). They see national structural
reforms as by far the most important measure
to escape the growth crisis: 93 percent see them
as effective or very effective to overcoming the
growth crisis. Strengthening pan-European
investment spending comes in as the secondmost important measure.3
On the other hand, European CFOs strongly
resist radical ways to solve the Euro crisis.

Almost no CFO from a Eurozone country
considers dissolving the Eurozone as helpful, and only a few prefer reducing the number of Eurozone members. European CFOs
from outside the Eurozone (United Kingdom,
Switzerland, and Russia) are much more
inclined to recommend these measures. The
possibility of deeper European integration is
welcomed to very different degrees in Eurozone
countries. While Italian and Spanish CFOs are
strong supporters, German and Dutch CFOs
are more hesitant. This implies that there is
strong unity among European businesses about
the desirability of the common currency but
considerably less consensus on how the euro
can be made stronger.

Regarding the euro crisis, European CFOs have a fairly strong
consensus on how it can be solved and how the Eurozone should look
going forward.
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The Greek crisis reloaded
After the second bail-out program for
Greece was extended by four months with difficulty in February, the implementation of the
attached conditions has turned out to be even
more difficult. The extension was conditional
on the implementation of reforms in Greece.
However, no mutual understanding, let alone a
consensus, of reform necessities and priorities
between the Greek government and its creditors
has emerged. Consequently, the last tranche of
the program, with the condition that Greece
needs to fulfill its obligations, was not paid
until the end of June. The increasing tensions
and growing doubts resulted in massive capital
flight from Greece, which the banking system
could withstand only due to the European
Central Bank’s emergency cash program,
Emergency Liquidity Assistance.
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At the time of writing, it is unclear whether there will be a last-minute
agreement between the creditors (Eurogroup, European Central Bank,
and International Monetary Fund) and Greece. If there is no agreement,
Greece faces the prospect of a sovereign default and of potentially leaving
the Eurozone, even if there is no formal provision in the treaties for such
an exit.
Whatever the final outcome of the negotiations, the financial-market
consequences of a possible Grexit will hinge on two factors. First, if investors are surprised by a Grexit, it could, in principle, lead to substantial
unrest in financial markets. However, given the length of the crisis, which
is now in its sixth year, it is doubtful that investors would be completely
surprised. Second, the consequences would depend on whether investors

perceive Greece as a special case or as the start of a broader restructuring
of the Eurozone. If the latter perception prevails, contagion is a danger. If
investors expect other former crisis countries to be stable and continue
their current growth trajectory, consequences would be more limited.
On the other hand, if Greece stays within the Eurozone and receives
the last tranche of the second bail-out program, its financing needs will
only be covered in the very short term, but not long after. While the servicing costs of Greek debt as a share of GDP are lower than in many other
Eurozone countries thanks to exceptionally low interest rates and long
maturities, Greece will need access to external finance to guarantee repayment. If capital markets are unwilling to provide financing, a third bail-out
package will very likely come up in the political agenda.

Endnotes
1. Ifo Institute, “Ifo economic climate in the euro area improves significantly,” May 6, 2015, http://www.cesifo-group.de/ifoHome/facts/Survey-Results/World-Economic-Survey/Economic-Climate-forthe-Euro-Area/Archive/2015/Economic-Climate-Euro-Area-20150506.html.
2. For results of the Deloitte European CFO Survey, see www.deloitteresearchemea.com.
3. Ibid.
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Uncharted territory
By Dr. Ira Kalish

Economic conditions
After a lingering slowdown, the Chinese economy has
begun to show some signs of possibly bottoming out. The
government reports that several indicators improved in
May, suggesting that the central bank’s three recent interest rate reductions might finally be bearing fruit. However,
there are some negative signs as well. Here is what
we know:
• Industrial production increased 6.1 percent in May vs. a
year earlier, an improvement from the 5.9 percent gain
in April.1
• Retail sales increased 10.1 percent in May, slightly better
than the 10.0 percent increase in April.2
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• Fixed asset investment was up 11.4 percent in the first
five months of the year vs. a year earlier, a bit slower
than the 12 percent gain for the first four months of
the year.3 Decelerating investment is not necessarily
a bad thing, as China desperately needs to shift away
from investment-driven growth and toward consumerdriven growth.
• Credit creation accelerated in May vs. April, indicating
that the easing of monetary policy is having a positive
effect. On the other hand, we do know that much credit
expansion has been channeled into the frothy equity
market, which continues to exhibit the attributes of a
speculative bubble.4 Given excess capacity in housing
and heavy industry, the easing of credit conditions may
boost asset prices rather than investment.

CH IN A

• After a first-quarter slump, housing sales
rose 5.1 percent in the first five months of
2015 vs. a year earlier—still a slow pace but
potentially encouraging: It appears that the
easing of mortgage market regulations is
having a positive impact on housing activity,
which may help to stabilize housing prices.
• Inflation eased in May. The consumer price
index was up 1.2 percent in May vs. a year
earlier, slower than in April. Consumer
prices were down 0.2 percent from April to
May, the third consecutive month of declining prices. In addition, producer prices were
down 4.6 percent in May vs. a year earlier.
All this means that the excess capacity in
industry continues to be a problem.5
The one unambiguously negative batch of
economic data concerns trade. China’s imports
declined sharply in May, down 17.6 percent
from a year earlier and even bigger than the
16.2 percent decline in April. This decline
is seen as reflecting deteriorating domestic
demand and evidence of further economic
weakening. Indeed, imports of iron ore fell
sharply, indicating weak plans for investment
in infrastructure and construction. It may also
reflect weak export demand because many
imports into China are reprocessed into exportable products. Indeed, May exports were down
2.5 percent from a year earlier. The result was

a widening of China’s trade surplus. Exports
to the United States were up 7.8 percent, while
exports to the European Union were down 6.9
percent. The Chinese currency has risen considerably in value against the euro, which partly
explains the weak exports to Europe. The poor
trade numbers for both April and May bode
poorly for GDP growth in the second quarter—
and increase the likelihood that the government
will soon take new measures to stimulate a
relatively moribund economy.6

Equity bubble and
potential problems
China is in the midst of an equity market
boom—or possibly a bubble—with prices on
the Shanghai Exchange up more than 120
percent from a year ago. Moreover, the amount
of money traded each day has increased commensurately, providing further evidence that
this might be a bubble. Yet not everyone is
convinced: Some people have noted that the
price-earnings ratio of Shanghai listed stocks is
not especially high and is well below the ratio
seen during China’s last stock market surge in
2007—which ended in a massive rout. Still, the
amount of money traded now is far higher than
in 2007; moreover, much of the money traded
today is borrowed. Until recently, much of that
money was going into the property market.
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Yet with huge excess capacity in that market,
investors are shifting their demand to equities,
adding risk to the financial system.
The surge in share prices has been largely
fueled by loans to margin traders. Millions of
ordinary citizens, many without formal education, have flooded the equity market to take
advantage of the boom. This came despite a
slowdown in China’s economy, excess capacity in industry leading to declining wholesale
prices and weaker profit margins, and a cutback
in investment growth and growing capital outflows. In other words, the equity market boom
has defied logic—a hallmark of an unsustainable bubble. In any event, a January decision by
brokerages to crack down on margin trading
may reflect pressure from concerned regulators.
A recent drop in prices, if sustained, could lead
more investors to sell in an attempt to secure

the profits they have made. A further drop in
share prices would likely lead to margin calls,
creating a vicious cycle of declining prices and
share redemptions. Ultimately, many investors
could find themselves unable to service the
debts they have accumulated, thus leading to
sizable losses for the banks that have extended
credit to brokerages. One irony of this situation is that China’s central bank has been easing
monetary policy in order to boost credit market
activity and revive economic growth. Yet rather
than fueling investments in tangible assets, for
which there is already excess supply, the easier
monetary policy appears to have contributed to
an asset price bubble.
A debate is emerging about the possible
consequences of a bursting of China’s frothy
equity market bubble—if and when it eventually comes. Some analysts worry that, because

debt financed so much of the recent increase
in share prices, a reversal of share prices would
lead to financial troubles for a large number of
households, as well as for some banks. On the
other hand, other analysts note that equity market capitalization remains a relatively low share
of GDP compared with developed economies.
And while share ownership has increased considerably, it remains a low share of total household net worth. Therefore, the consequences
of a drop in share prices would be manageable.
In addition, given the government’s penchant
for intervening in the market, it is possible
that the government would attempt to ease the
impact of an equity market collapse by injecting
liquidity into the market. The reality is that the
current situation is new territory for China, and
the impact of a sudden reversal of equity prices
is hard to foresee.

A debate is emerging about the possible consequences of a bursting of
China’s frothy equity market bubble—if and when it eventually comes.
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Currency valuation issues
For much of the past two decades, China’s
central bank purchased foreign currency in
order to suppress the value of its currency, with
the goal of maintaining the competitiveness of
its manufactured exports. This was successful
in driving economic growth through exports; it
also led China to accumulate the world’s largest
bundle of foreign currency reserves. Yet it also
resulted in complaints from other countries,
especially the United States, that China was
manipulating its currency to the detriment of
the competitiveness of other countries’ exports.
It became a periodic ritual that US Treasury

secretaries would visit Beijing to complain
about the renminbi’s undervaluation.
Yet, in May, the International Monetary
Fund (IMF) declared that China’s currency is
no longer undervalued. In recent years, Beijing
has modestly liberalized the exchange rate and
loosened capital controls, which has brought
a sizable increase in the value of the renminbi.
Recently, there has been a surge in outbound
capital flows, actually putting downward pressure on the renminbi. In fact, so severe was that
pressure that the central bank has been selling
rather than purchasing foreign currency lest the
renminbi decline too much. The IMF clearly
believes that we have entered a new world—
even if the US government does not yet see it

that way. As IMF Deputy Managing Director
David Lipton put it: “While undervaluation of
the renminbi was a major factor causing large
imbalances in the past, our assessment is that
the substantial real effective appreciation over
the past year has brought the exchange rate
to a level that is no longer undervalued.”7 The
significance of the IMF view is that it will likely
lead the organization to add the renminbi to the
basket of currencies used to calculate special
drawing rights (SDRs). While of no practical
importance for China, having its currency as
part of the SDR group has been a key goal of
the government and represents China’s arrival
as a major financial power.
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JAPAN

Slow liftoff
By Dr. Ira Kalish

T

HE Japanese economy is having trouble taking off. Observers note
several areas of concern:

• The Bank of Japan’s policy of quantitative easing (large purchases
of government bonds) has substantially suppressed the value of the
Japanese yen, but exports have not surged, as hoped. The exchange rate
is now roughly 125 yen per US dollar, with the yen down about 20 percent from a year ago—the yen’s lowest value in 13 years. Yet rather than
exports shooting up, the government reports, May exports rose only
2.4 percent from a year earlier, slower than April’s 8.0 percent increase.
Indeed, exports declined 2.7 percent from April to May. Moreover,

export volume (exports adjusted for price changes) actually fell 3.8
percent in May from a year earlier. Many attributed the slowdown in
exports, in part, to the weakness of the Chinese economy: May exports
to China were up only 1.1 percent from a year earlier. In contrast,
exports to the United States rose 7.4 percent from a year earlier, though
this still represented a substantial slowdown from the prior month.
Also, imports fell 8.7 percent in May from a year earlier, indicating
weak domestic demand in the Japanese economy. The weakness of
trade is likely to have a chilling effect on business investment; it also
bodes poorly for economic growth in the second quarter.1

The government hopes that corporations will pass strong profits on to workers in
the form of higher wages, thus boosting spending, but this has not yet happened.
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• Likewise, Japan’s consumer and industrial
sectors provide cause for concern. The
government reported that, compared with
a year earlier, in April, consumer spending
declined 1.3 percent, industrial production fell 0.1 percent, and core consumer
prices remained unchanged. Plus, although
unemployment declined, that was entirely
due to a sharp drop in labor force participation. Despite a highly aggressive quantitative
easing program and a sharp drop in the yen’s
value, inflation has not yet rebounded. The
governor of the Bank of Japan attributes the
low inflation to the impact of lower energy
prices; he sees this as temporary and expects
to see a pickup in inflation.2 In addition,
overall demand in the economy remains
very weak, as consumer purchasing power
stagnates while businesses remain reluctant
to invest. The International Monetary Fund
says that Japan needs a new set of reformoriented policies and should not simply rely
on a lower yen to boost exports.3
• As for the consumer, retail sales in Japan
rose 5.0 percent in April vs. a year earlier.
This number sounds strong but actually
reflects last year’s plunging retail sales following a national sales tax boost. In fact,
retail sales remain relatively weak. Moreover,
sales were up only 0.4 percent from March

Global Economic Outlook: 3rd Quarter 2015

| 21

JA PA N

to April on a seasonally adjusted basis,
suggesting that retail spending has nearly
stalled. The government reports that spending on big-ticket items remains weak,
indicating that the sales tax rise continues
to negatively influence such spending. That
increase caused last year’s recession, and so
far the rebound has been disappointing. The
government hopes that corporations will
pass strong profits on to workers in the form
of higher wages, thus boosting spending, but
this has not yet happened.

Evidence from the first quarter
First-quarter GDP growth provides hints
about the path of Japan’s economy. The economy actually grew strongly in the first quarter,
with real GDP rising at an annualized rate of
2.4 percent—far better than the 1.6 percent
growth in the Eurozone or the decline in output
in the United States. However, much of Japan’s
growth stemmed from an accumulation of
inventories; when this is excluded, real GDP
grew at a rate of only 0.7 percent. Moreover,
the massive growth of inventories in the first
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quarter means that businesses may not boost
production much in the second quarter. This
bodes poorly for second-quarter growth. Thus,
although Japan came out of recession in the
fourth quarter of last year, growth since has
been relatively anemic.
The government’s GDP report contained
positive and negative elements. Consumer
spending and nonresidential investment both
grew at a moderate rate of 1.4 percent, while
residential investment soared 7.5 percent.
Government spending grew modestly, even
as government investment declined sharply.
Interestingly, although exports grew at a blistering rate of 9.9 percent, imports grew even
faster at a rate of 12.0 percent, meaning that

net exports actually made a substantial negative contribution to GDP growth. This report
suggests that the drop in the yen’s value initially
paid dividends in terms of export competitiveness. Domestic demand, though, remains relatively weak, and the modest increase in business
investment—the first rise in four quarters—is
nevertheless disappointing.4
Another positive element concerns corporate profitability, which the yen’s sharp drop
has boosted: For the fiscal year that ended
in March, 30 percent of large publicly traded
companies reported record profits—the highest percentage since 2006—and total profits
were up 6.7 percent from the previous year,
hitting a record volume. The companies that

did especially well, benefiting from the cheap
yen, were those with substantial export sales
or overseas operations, as well as industrial
companies, boosted by falling oil prices. On
the other hand, rising import prices and weak
domestic demand hurt many domestically
oriented nonmanufacturing companies. The
rise in overall profitability has led to a surge in
dividend payments to shareholders, and the
question now is whether strong profitability
will boost investment, which, lately, has been
relatively weak. The government also continues to hope that companies will elect to boost
compensation, thereby stimulating increased
consumer spending.
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RUSSIA

The slide continues
By Akrur Barua and Lester Gunnion

R

USSIA is in the throes of a recession. A contraction in
the first quarter is likely to be repeated as the effects
of low oil prices and Western sanctions continue to dent
the economy. Years of dependence on oil and gas have
also prevented the creation of a strong non-oil domestic
economy, which would have been helpful at a time like this.
The fiscal response to the current crisis has been fuzzy at
best, owing to the lack of a long-term economic strategy
to tackle structural challenges prior to the crisis. Tensions
with Ukraine and with the West are a distraction; the fiscal
burden of the takeover of Crimea is another. So far, the sole
bright spot in the economy, albeit a small one, appears to
be the Bank of Russia’s (BOR’s) policy actions. The BOR
hiked rates sharply late last year to prevent a currency
crash, and therefore a spike in inflation, in response to the
crisis. Due to this rate hike, a ceasefire in Ukraine’s troubled eastern region, and a bout of carry trade for higher
returns, the Russian ruble has recovered some ground this
year. Moreover, inflation, despite being in double digits,
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is starting to edge lower. But by no means does this bit of
success mark an end to the bank’s challenges. Monetary
policy formulation is still a daunting task in the face of a
weak economy, high inflation, and currency and banking
sector risks.

GDP decline in Q1 2015 was expected
The economy contracted 1.3 percent quarter over
quarter in Q1 2015, the third consecutive quarterly contraction (figure 1). On a year-over-year basis, real GDP
fell 2.2 percent in Q1; the drop was larger than the initial
estimate of a 1.9 percent decline.1 A host of sectors fared
poorly, dragged down by declining domestic demand in
the face of economic instability. Reflecting a tightening
of household budgets, wholesale and retail trade fell 7.6
percent in Q1. Within services, the other major sector
to suffer was financial services (-3.8 percent), which has
been hit hard by Western sanctions, ruble weakness, and
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Figure 1. As expected, economy contracted in Q1 2015

Figure 2. Ruble has recovered some ground against US dollar; oil prices up this
year
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economic contraction. Services, however, were
not the only weak spot for the economy in Q1.
Manufacturing and construction also did not
fare well; while the former fell 0.6 percent, the
latter contracted 4.1 percent.
The economy would have suffered more had
it not been for a modest recovery in oil prices.
For example, after slumping to below $50 per
barrel in mid-January, Brent crude has gone
up about 38 percent since then (as of June 18,
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2015). The impact of the oil price recovery is
evident from the fortunes of the mining and
quarrying sector, which expanded 4.9 percent
year over year in Q1. A recovery in the ruble
has also aided the economy. In fact, the ruble
outperformed oil from February to mid-May
(figure 2). The currency appreciated about 40
percent against the US dollar during the same
period before weakening due to an intervention
in the foreign exchange market by the BOR.

Challenging times for monetary
policy implementation
In May, the BOR announced its intention to bring foreign exchange reserves up
to $500 billion within the next five to seven
years.2 Toward this goal, the bank is purchasing foreign exchange worth $100–200 million
every day. Data reveal that the BOR purchased
$2.5 billion in May 2015, the largest monthly
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forex purchase since April 2012.3 As a result, the ruble has weakened since
mid-May. A weak ruble aids Russia’s fiscal health by boosting ruble revenues earned from oil sales denominated in dollars. Traditionally, exporters benefit from a weak currency. However, it is doubtful whether Russian
firms, other than arms manufacturers, can corner global market share in
the wake of declining competitiveness.
The BOR’s intervention in foreign exchange markets to dent the ruble’s
rise is not without criticism. First, it contravenes the idea of keeping monetary and fiscal policies separate. Also, a rising ruble is important for curbing inflationary pressures; the sooner inflation goes down, the better it will
be for real incomes. In April, real wages dropped 13.2 percent year over
year (figure 3), the sharpest decline since August 1999. Real disposable
income declined 4.0 percent during the same period, accelerating from a
1.8 percent decline in the previous month. Add to this a deteriorating labor
market—unemployment went up to 5.7 percent in April from 4.9 percent
in January—and the stage is set this year for a sharp contraction in household spending, a key growth driver for Russia in recent years.
As inflation heads lower, it will be easier for the central bank to ease
monetary policy and shift its focus to growth. Luckily, the BOR has been
able to ease policy this year as inflation has eased slightly. On June 15,
the central bank cut its key policy rate by 100 basis points (bps) to 11.5
percent. This was the fourth rate cut in 2015, a gradual reversing of policy
from December 2014 when the BOR had raised rates to 17 percent to
defend the ruble and consequent high inflation. Price pressures appear
to have eased a bit after hitting a peak of 16.9 percent in March; in May,
inflation fell to 15.8 percent (figure 4). Nevertheless, inflation still remains
high, and the BOR would have to tread cautiously before easing policy any
further this year. A lot will depend on global oil prices, currency movements, and the West continuing sanctions. An earlier-than-expected rate
hike by the US Federal Reserve would, of course, complicate matters for
the BOR even more.

Figure 3. Real incomes have fallen, weighing on household spending
(Growth, year over year)
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The economy would have suffered more
had it not been for a modest recovery in
oil prices.
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Figure 4. Price pressures have reversed a bit after inflation peaked in March
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Worries about the banking sector continue
At the heart of Russia’s economic contraction is a weak banking sector.
Challenges arising from sanctions, the rollover of external private sector
debt, ruble volatility, and declining loan demand have dented the sector’s
performance. Nevertheless, troubles in the banking sector in Russia are not
new. Challenges have been growing over the past few years, primarily due
to a slowing economy; the current crisis has just made them worse. For
example, after improvements during 2010–12, the ratio of nonperforming
loans (NPLs) to total gross loans has been edging up (figure 5); in Q1 2015,
the figure climbed to 6.9 percent.
Declining asset quality amid a weakening economy has hit earnings
and profitability; both return on equity and return on assets nearly halved
in 2014 from a year before. And this is likely to get worse as the economic
downturn continues. In April 2015, for example, the banking sector
incurred losses of $400 million. Although the figure might be minuscule
considering that the sector holds assets worth $1.5 trillion (as of April
2015), it indicates the rough journey ahead.4 Challenges in the banking
sector and high interest rates, in turn, have eroded confidence in banks
in general. In a survey conducted by the National Agency of Financial
Research in April, only 56 percent of respondents expressed trust in
banks (either fully or mostly), down from 74 percent in a similar survey a
year ago.5

Declining investments not only pose risks for growth in the near term but
also threaten to pull down potential GDP growth.
28 | Global Economic Outlook: 3rd Quarter 2015

RUSSI A

The current scenario, however, offers an opportunity for major changes
in the banking sector. For one, consolidation is important and should be
encouraged by policymakers. Currently, there are more than 820 banks;
as weak banks either go out of business or are acquired by healthier
competitors, the sector will become stronger. Banks also need capital,
especially given the current crisis. Encouragingly, the BOR has responded
by announcing a $35 billion anticrisis package, including a recapitalization package of 1 trillion rubles for the banking sector, in January 2015.6
Furthermore, the BOR’s banking sector stress test in May revealed that
capital adequacy will remain above the required 10.0 percent even in a
“shock scenario” (GDP declining 7.0 percent, inflation at 16.0 percent, and
oil at $40 per barrel).7 It is, however, a bit early to judge the impact of the
BOR’s bail-out package.
Also, there is concern over Russian companies’ external debt obligations, given the weak ruble relative to 2014 and the current sanctions
regime. Russian companies have debt worth $100 billion to be refinanced
or repaid over the next two years.8 It is highly likely that the BOR and the
government will have to extend assistance to indebted companies if the
companies are to meet their debt obligations. However, the process of
selecting beneficiaries (if any) for assistance by the government or the BOR
is clouded by the lack of transparency surrounding Russia’s public sector.
Russia ranked 136 out of 175 nations on Transparency International’s 2014
Corruption Perceptions Index, which measures the perceived levels of
public sector corruption.9

Figure 5. Russian banks under pressure as NPLs rise
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Amid deteriorating fundamentals,
GDP concerns abound

Figure 6. Russia needs to prop up potential GDP growth
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Current trends indicate that the economy is set for a contraction this
year. In April, Russia’s monthly index of GDP growth fell 4.2 percent year
over year, down from a decline of 2.7 percent in March. Then, in May, the
contraction in industrial production and manufacturing activity accelerated. The BOR expects the economy to contract 3.2 percent in 2015.10 Any
recovery next year would depend on oil prices. For example, according
to the BOR, if oil prices average $60 a barrel next year, the economy will
contract 1.2 percent; instead, if prices rise to $70 a barrel, GDP will grow
about 0.7 percent.11
Among key components of the economy, declining investments is
arguably a more long-term concern. In 2014, total fixed investments fell
2.0 percent. This year, the contraction is likely to be worse. For example,
production of machinery and nonelectrical equipment, an indicator of
investment activity, fell 14.9 percent in May; this was the fifth straight
contraction, and the largest this year. Declining investments not only pose
risks for growth in the near term but also threaten to pull down potential
GDP growth. According to Oxford Economics, potential GDP growth in
Russia will average 1.5 percent per year between 2014 and 2023, much
below that of key emerging-economy peers and less than half the country’s
figure for 2004–13 (figure 6).12 With the working-age population set to
decline at an annual rate of 1.0 percent between 2014 and 2023, a revival
in investments is critical. Also needed is a push to upgrade technology
and improve the quality of human capital, both of which have been in
relative decline given the slow erosion of legacy assets from the erstwhile
Soviet Union.
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Finally, not much can be achieved without
a thriving private sector economy with credible institutions in place. Russia fares poorly in
both areas. State intervention in the economy
has been rising and has dented efficiency. It is
estimated that state ownership of the economy
is up to 50 percent of GDP, much higher than
the international average of 30 percent.13

Similarly, in the World Economic Forum’s
global competiveness rankings, Russia’s institutions (ranked 97 out of 144 countries) do not
bring much cheer.14
Without addressing these structural flaws,
it is unlikely that the Russian economy will
improve in competitiveness and hence move
to a higher sustainable growth trajectory.

The current crisis should serve as an opportunity for policymakers to implement some
tough reforms. Without them, the economy
will just mirror the ebb and flow of global
hydrocarbon markets.
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UNITED KINGDOM

Good growth ahead
By Ian Stewart

A

FTER a barnstorming performance in 2014, UK
growth unexpectedly eased in the first half of 2015.
GDP rose a lackluster 0.3 percent between the fourth quarter of 2014 and the first quarter of 2015, a weaker performance than that of the euro area economy. A slowdown in
service sector output was a principal culprit, but the United
Kingdom’s trade performance remains strikingly weak.
The United Kingdom’s poor productivity performance, in
part the flip side of its success in increasing employment,
seems to have weighed on export performance, as has the

strengthening of the British pound against the euro. Yet the
fundamental drivers of UK growth are generally supportive, and domestic demand remains perky.
Monetary and financial conditions are easy, with strong
growth in consumer credit and signs of a revival in corporate credit demand. The risk appetite in financial markets
has been fairly buoyant this year, with risk assets such
as equities outperforming bonds. The labor market has
tightened significantly in the last year. Employment has hit
an all-time high, despite the public sector having shed 1

The risk appetite in financial markets has been fairly buoyant this
year, with risk assets such as equities outperforming bonds.
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million jobs in the last six years, and the unemployment rate has dropped to an eight-year low
of 5.5 percent.1 Indeed, the United Kingdom
has a higher proportion of its working-age
population employed than the United States,
an economy that Britain has long looked to as a
model of labor market flexibility.
A tightening labor market is starting to
generate upward pressure on wages after several
years of little, if any, growth. Growth in average
earnings has accelerated markedly in the last
year. And with inflation around zero, and likely
to stay thereabouts for the rest of the year, the
stage seems set for a long-awaited recovery in
consumer spending power.

EU membership
One major uncertainty for the UK economy
was resolved in the second quarter of the year.
The May 8 general election avoided the widely
expected outcome of political gridlock and,
instead, delivered a majority Conservative
government. This has avoided any precipitous
change in or chronic uncertainty around economic policy. But it has, simultaneously, created
a significant new uncertainty, with the possibility that UK voters could vote to leave the
European Union in a referendum on membership due to take place within the next two years.
This seems an outside chance rather than the
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most likely outcome: The referendum campaign is likely to see all political parties, with the exception
of the UK Independence Party, campaign for continued membership (albeit with a significant minority of Conservative Party MPs campaigning for withdrawal). Moreover, most business lobby groups
seem set to support continued membership.
Public opinion has already shifted in a more pro-EU direction. A Pew Research Center survey
carried out in the second quarter of 2015 showed support for remaining in the European Union at 55
percent, with 36 percent of voters favoring leaving the European Union.2 Predicting the outcome of
polls two years ahead is a highly speculative business, but from where we are at the moment, the most
likely outcome seems to be that the United Kingdom will stay in the European Union.

Will productivity improve?
We conclude by returning to the question of UK productivity, widely regarded as the Achilles’ heel
of the British economy. Many economies have faced a slowdown in productivity growth since the
financial crisis, but among the industrialized economies, the United Kingdom’s performance has been
conspicuously poor.
One comforting theory is that output has been underestimated in recent years, and, as a result,
productivity growth has been underestimated. Certainly GDP numbers are choppy and prone to revision, often years after the event. If GDP gets revised up—and it often does—the United Kingdom’s
productivity performance will look better. Another angle on this theme is that technology is raising welfare in ways that are not being recognized in conventional measures of economic activity—for instance, people getting free music and videos via video-streaming sites or using free online
map services.
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But, for us, a leading suspect in this story
is that the financial crisis made credit hard to
come by, companies became averse to risk,
and investment and innovation collapsed. The
resulting deterioration in the United Kingdom’s
stock of tangible and intangible assets—from
machinery and buildings to highly trained
workers, and research and development—has
made employees less productive.
If this is the case, then a revival in capital
spending will, in time, reboot productivity. Collectively, UK companies have ample
reserves of cash. The largest businesses, which
are the main drivers of capital spending, have
good access to credit. The corporate sector
probably has the means to invest, and, with

existing capital assets wearing out, they have a
growing need to do so.
The next few years are likely to see stronger capital spending, which will give a fillip to
productivity. At the same time, rising demand
will mean more work for existing employees—
who during the downturn might have been
involved in internal projects, marketing, and
bidding—and this will reinforce the recovery
in productivity.
More time and investment should help
revive UK productivity growth. If not, the
United Kingdom is moving into an era of
slower growth as well as slower growth in
living standards.

Endnotes
1. Thomson Reuters Datastream, accessed June 2015.
2. Bruce Stokes, Faith in European project reviving: But most say rise of Eurosceptic parties is a good thing, Pew Research Center, June 2, 2015, http://www.pewglobal.org/2015/06/02/
faith-in-european-project-reviving/.
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INDIA

Different stories from the same book
By Akrur Barua

T

HE news out of India in the past few months has been intriguing.
According to the first estimate of national accounts data for Q1 2015,
economic activity picked up during the quarter. In fact, at 7.5 percent
year over year, GDP growth was higher than that of China (7.0 percent).
To the casual observer, such a healthy growth figure would appear out
of place with growing calls for more growth-oriented monetary policy.
Indeed, on June 2, the Reserve Bank of India (RBI) cut its key policy rate
by 25 basis points (bps), the third such move this year. Apparently that was
not enough for the equity markets; India’s wider NIFTY index ended 2.3
percent lower on June 2.
Concerns about growth and the need for stimulus are not surprising
given that, apart from GDP numbers, other economic indicators have
been rather subdued. These include data for credit growth, manufacturing
activity, and corporate profits. Of course, this has led to much debate on
the new GDP series introduced earlier this year.1 No wonder then that the
RBI has been circumspect, preferring to strike a balance between the new
GDP numbers and the weakness in key economic indicators while framing
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monetary policy. And, with inflation going down, the central bank decided
on another dose of policy loosening to stimulate growth.

Growth moves up, albeit with weaknesses
The Indian economy picked up pace in Q1 2015, which is also the last
quarter of India’s financial year 2014–15 (or Q4 FY 2015). GDP growth
went up to 7.5 percent year over year from 6.6 percent in the previous
quarter (figure 1). This took overall growth for FY 2015 to 7.3 percent, up
from 6.9 percent in FY 2014. While annual growth was a tad lower than
the Central Statistics Office’s 7.4 percent forecast in February, it was nevertheless the fastest pace in the last four years.2
In Q4 FY 2015, the economy benefitted from strong private consumption growth, which almost doubled from the previous quarter to 7.9
percent. The recovery in private consumption augurs well for the economy
given the sector’s large share (about 60 percent) in GDP. Government consumption fell 8.0 percent as the government tried to get the fiscal deficit
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down to the targeted 4.1 percent of GDP by the end of the fiscal year.
Encouragingly, the government was successful: Latest data show that the
deficit fell a little below 4.0 percent of GDP.
Exports continue to be a big worry, contracting 8.2 percent in Q4 FY
2015; this was the sharpest decline since Q1 FY 2013 from when the new
GDP series became available. Like exports, investments have been feeling
the heat due to delayed projects, debt-laden corporations, deteriorating
asset quality in banks, and high interest rates. Gross fixed capital formation grew 4.1 percent in Q4 FY 2015, up from 2.4 percent in the previous quarter. However, the figure is lower than at the start of the financial
year and much below levels required to push GDP growth to the coveted
double-digit mark.3

Worrying trend of falling exports
Declining exports (figure 2) do not fit well with the government’s
ambitious targets, including the Make in India campaign. In March, goods
exports fell 21.3 percent year over year, the sharpest decline since July
2009, when the world was in the grip of the global financial crisis. The
story hasn’t changed much in April and May. A number of factors are
weighing on India’s exports. First, weak growth in Europe and the United
States has dented the demand for exports.

Second, exporters have lost out due to the Indian rupee’s gain against
major currencies (figure 3). Concerns about the US Federal Reserve
potentially raising interest rates in the next six months has sent emerging market currencies down; among these, the rupee has fared relatively
well. Also, central banks in Europe (the European Central Bank, the Swiss
National Bank) and Asia (the Bank of Japan) have carried out aggressive
monetary easing, thereby sending their currencies lower. These central
banks’ actions have also increased currency volatility, a bigger headache
for exporters. Another reason volatility has gone up is emerging risks such
as the crisis in Greece and a probable equity bubble in China. The flux in
currency markets will continue in the near term, keeping the pressure on
India’s exporters even though the rupee will likely depreciate against the
US dollar going forward.

RBI cuts rates again to stimulate growth
On June 2, the RBI cut its key policy rate by 25 bps to 7.25 percent.
A rate cut was definitely on the cards. Data available before the decision
showed retail inflation going down to 4.9 percent in April, a four-month
low (in May, it went up marginally). However, inflation is not the only
reason that the RBI chose to ease monetary policy; the central bank is
worried about continued weakness in key economic indicators, especially

The flux in currency markets will continue in the near term, keeping
the pressure on India’s exporters even though the rupee will likely to
depreciate against the US dollar going forward.
38 | Global Economic Outlook: 3rd Quarter 2015

IN D I A

Figure 1. Growth appears to be back on track
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credit growth (figure 4) and fixed investments.
No wonder then that the RBI has eased rates
thrice this year by a total of 75 bps.
The RBI’s choice of a 25 bps cut, and not a
larger one, on June 2 was due to a number of
factors. First, although inflation is currently low
(figure 5), the RBI expects price pressures to
rise due to the weak monsoon’s impact on food
prices. The Indian Meteorological Department

has predicted that total rainfall this monsoon
season will be only 88 percent of the longperiod average.4 Also, inflation could rise if
there is any sharp upward movement in global
oil prices and the government holds firm on
its new policy of market-determined domestic
fuel prices.
Second, the central bank appears cautious
about the impact of rate cuts. The percolation

of rate changes throughout the banking system
is important for the success of monetary policy.
The two previous rate cuts this year have not
been mirrored by the banking system (or at
least by a large part of it), much to the chagrin
of the RBI.5 Observing recent behavior, it is
likely that the RBI has chosen to “wait and
watch” before loosening policy further.
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Figure 3. Rupee has made gains against euro and yen since Q4 2014
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The clear demarcation of powers between
the RBI and a debt management agency
will prevent a conflict of interest that is
apparent in the present system.
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Finally, the RBI appears committed to restoring its inflation-fighting
credibility, which had taken a hit during 2010–12. The central bank is also
intent on forcing the government to take care of supply-side changes, a key
factor behind inflationary pressures in India. The RBI is likely to match any
fiscal consolidation efforts by the government. After rewarding a decline
in the fiscal deficit with a surprise rate cut in March, the RBI will wait for
more progress on fiscal correction before any loosening.6

It’s not just about cutting rates but
also strengthening banks
So far this year, bank lending hasn’t gone up due to the RBI’s rate cuts.
There are multiple reasons behind this. First, Indian banks are under
stress given rising nonperforming assets (NPAs) in their portfolios (figure
6). Moreover, the current NPA figure (4.4 percent of gross assets) understates the problem. According to ICRA, a lagged recognition of bad assets
will push up NPAs this financial year to 5.9 percent; the figure goes up to
9.5–10.5 percent if restructured loans are included.7
NPAs for public sector banks (PSBs), which account for about 70
percent of total bank assets in India, are a big worry. For example, in 2013,
PSBs had NPAs worth 4.4 percent of total assets; in contrast, the figure for
new private sector banks was 1.8 percent. So any revival in credit growth
is unlikely without an improvement in the balance sheets of PSBs. This
requires capital infusion; the current budgeted amount of 69.9 billion
rupees is inadequate.8 Also, while the current policy of targeting more
efficient PSBs for capital infusion seems prudent, the problems of less efficient banks also must be tackled. The government appears to be in favor of
merging weaker PSBs with larger, better-placed ones.9 Until now, however,
not much of a roadmap has been available, and it could be a while before
any consolidation takes place.
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The government would benefit from taking this opportunity to improve
bankruptcy laws and corporate governance rules, which will go a long way
in solving the problem of asset quality in banks. Encouragingly, in the budget for FY 2016, the government has stated that it intends to introduce a
comprehensive bankruptcy code this financial year. While the government
has taken a few steps to better manage PSBs to improve their efficiency and
allow them to compete better with their private sector counterparts, these
steps are not enough.10 A good way forward for the government would be
to gradually reduce its stake in PSBs to less than 50 percent and cede management control. Also, to increase competition and avenues of credit, the
government should relook at policies regarding operations of foreign banks
and the current slow pace of granting new bank licenses.

Figure 4. Commercial bank credit to private sector has been slowing down
(Percentage, year over year)
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Figure 5. Poor monsoon could force up food prices and hence inflation

Figure 6. As NPAs have gone up in India’s banking sector, return on equity
has fallen
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There appears to be not much headway in setting up a monetary policy
committee within the RBI. Such a committee is critical for conduct of
monetary policy, especially given the RBI’s mandate to target inflation
under the new monetary policy framework agreement.12 Other reforms
also seem to be stuck. In the previous session of parliament, bills for
introducing a goods and services tax and for acquiring land were postponed. All eyes will now be on the next parliament session for progress on
these bills.

42 | Global Economic Outlook: 3rd Quarter 2015

Getting some of those reforms passed will be a test for the government.
But without these reforms, the positive economic momentum created by
the current government’s election in 2014 will wane. This could take some
of the shine off the government’s efforts to attract global investors and help
India become an economic powerhouse in the medium to long term. It
will also test the government’s credibility, especially given its poll promises
to accelerate economic growth.
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BRAZIL

No escape from a contraction
By Akrur Barua

T

HIS year was never going to be easy for Brazil. It
started with a fiscal austerity overdrive, and rightly
so, given the profligacy of the last four years. In addition
to aiming to raise revenue, the government cut spending,
including subsidies on fuel and electricity. Consequently,
administered prices have shot up, forcing inflation higher.
But it was not as if price pressures were low to start with.
Inflation has been above the midpoint of the Banco Central
do Brasil’s (BCB’s) target range of 2.5–6.5 percent since
September 2010. A bout of rate cuts in 2011–12 was ill

timed and dented the BCB’s credibility. Thankfully, the
BCB appears intent on regaining lost ground and getting
inflation under control. It has raised the key SELIC rate a
total of 275 basis points (bps) since October 2014, setting
a hawkish tone for its policy outlook. As expected, the mix
of tough fiscal austerity and monetary tightening is taking
a heavy toll on domestic demand. With the labor market
deteriorating, and pessimism rife among consumers and
businesses, the stage is set for a recession this year.

As expected, the mix of tough fiscal austerity and monetary
tightening is taking a heavy toll on domestic demand.
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Figure 1. Falling investments and private consumption dragged down GDP growth
in Q1 2015
(Percentage, quarter over quarter)
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Falling domestic demand drags down economy in Q1
Brazil’s GDP contracted 0.2 percent quarter over quarter in Q1 2015,
reversing from a 0.3 percent rise in Q4 2014. Domestic demand was hit
hard in Q1, falling 1.4 percent due to contractions in three key components: private consumption, investment, and government expenditure (figure 1). Private consumption, which has been the mainstay of GDP growth
in recent years, fell 1.5 percent in Q1 2015. This was a sharp deterioration
from a 1.1 percent rise in Q4 2014 (figure 2). Households, which were
already reeling from high debt, are now having to cope with rising unemployment, high inflation, subsidy cuts, and rising interest rates.
Weakening private consumption is one in a series of bad news for
investment activity in Brazil; business confidence is already low, and the
cost of capital is rising. It is not surprising then that gross fixed capital formation fell 1.3 percent in Q1 2015, down from a 0.6 percent decline in Q4
2014. A scandal at oil giant Petrobras has not helped either; the company
has already shelved its investment targets for this year. The scandal is also
likely to affect government projects, especially those in infrastructure and
where subcontracting is involved.1 Fiscal support for the economy will only
get worse as the government tightens finances and tries to prevent a sovereign rating downgrade. For example, in Q1, government consumption fell
1.3 percent compared with the 0.9 percent contraction in Q4 2014.
Economic growth in Q1 would have been worse had it not been for a
jump in net exports. Exports rebounded in Q1, rising 5.7 percent. And
although imports grew 1.2 percent during the quarter, net exports still
contributed strongly to GDP growth. Exports are likely to have benefited
from primary sector shipments and an increase in coffee prices in Q1. Part
of this is reflected in a 4.7 percent expansion in agriculture in Q1; mining
and petroleum also fared well (3.3 percent). In contrast, both industry (-0.3
percent) and services (-0.7 percent) declined, reflecting the strong contraction in domestic demand during the quarter.
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Figure 2. Sharp fall in contribution of private consumption to GDP growth
in Q1 2015*

Figure 3. Manufacturing has not done well since 2013; mineral extraction is rare
bright spot
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It’s not getting any better in Q2
Brazil’s woes will not go away any time soon. Latest data indicate a
likely contraction in GDP in Q2 as well, thereby ushering in a recession.
In April, industrial production fell 7.6 percent year over year, the 14th
straight month of contraction. Similarly, data for the purchasing managers’
index (PMI) show that manufacturing activity in May fell to its lowest level
since September 2011 (figure 3).2 Within manufacturing, the auto industry
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has been hit hard. An end to fiscal sops for car
purchases and rising interest rates are weighing on car sales. Seasonally adjusted domestic
automotive sales fell a little less than 7.0 percent
month over month in May, while production
dropped 7.6 percent.3 The National Association
of Automobile Manufacturers (ANFAVEA)
expects sales to drop a staggering 20.6 percent
this year, and production by 17.8 percent.4
The industry slowdown is denting the
labor market. Data for the manufacturing PMI
reveal that in May firms cut jobs at the fastest pace since July 2009.5 In the auto industry,
ANFAVEA says that payrolls have shrunk
9 percent in the past year; about one in six
workers appear to be in furlough.6 The story is
similar in construction, where about 293,000
workers have lost jobs between October 2014
and April 2015.7 All these factors have impacted
unemployment (figure 4). In April, the unemployment rate went up to 6.4 percent from 6.2
percent in March. April’s unemployment figure
is the highest since May 2011.
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BCB continues hawkish stance
On June 3, the BCB raised its benchmark
SELIC rate by 50 bps to 13.75 percent, the
highest rate since January 2009. This hawkish stance, no doubt, aims to both restore
credibility and dent price pressures. The BCB
aims to bring inflation down to 4.5 percent by
December 2016.8 Despite the rate hikes, price
pressures remain elevated (figure 5) due to a
hike in administered prices (fuel and electricity). In May, inflation went up to 8.5 percent
from 8.2 percent in April. May’s inflation
figure was the highest since December 2003.
As a result, and also due to financial markets’
continued wariness about the BCB’s credibility,
inflation expectations for 2016–19 remain high.
Nevertheless, the BCB has gained some
ground in its efforts to force inflation expectations down. For example, inflation expectations
for 2016 have fallen to 5.5 percent.9 They could
decline further if the BCB sticks to its tight
monetary policy; to force down expectations,
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Figure 4. Unemployment has gone up this year; retail sales are feeling the heat
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Weakening private consumption is one in a series of bad news for
investment activity in Brazil; business confidence is already low,
and the cost of capital is rising.
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Figure 6. Real has lost ground against US dollar and euro
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2-Apr-15

the BCB could hike the SELIC rate another 25–50 bps this year. Like many
of its global peers, the BCB could do better in communicating its policy
stance. For example, contrary to the BCB’s hawkish message, markets currently expect the SELIC rate to come down in early 2016. This is not helpful in getting inflation expectations down, and the BCB needs to find ways
to make its policy decision more transparent, and hence credible.10
Overall, inflation is likely to slow down in 2016 as the base effect of the
hike in administered prices sets in; slowing aggregate demand will also
weigh on inflation next year. This year, though, there will be little respite
from surging prices. Economists surveyed by the BCB expect inflation to
end this year at 8.5 percent; it will be the first year since 2004 when inflation will likely end above the BCB’s ceiling (6.5 percent). In 2016, inflation
is expected to fall to 5.5 percent.11
The currency could, however, play spoilsport for the BCB if the US
Federal Reserve (Fed) hikes rates ahead of market expectations. This year,
for example, the Brazilian real has gone down 14 percent against the US
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dollar (figures 6 and 7). However, fears of a Fed rate hike are not the only
factor contributing to the real’s weakness; the currency is also suffering
from negative external balances. For example, in Q4 2014, the current
account deficit (not seasonally adjusted) deteriorated to 5.3 percent of
GDP, a level not witnessed since Q4 2001; the deficit has not got any better
this year.
Despite the real’s strong decline, it is likely that the currency has almost
run its downward course for the near term. As the economy slowly starts
to recover next year, and fiscal health improves, the real is likely to find
some support.

Contraction in 2015
A tight monetary policy, subsidy cuts, and a worsening labor market
will keep the pressure on consumers in 2015. In May, consumer confidence, as measured by the Getulio Vargas Foundation, fell to 85.1 from

Figure 7. On year-over-year basis, goods exports (in USD) have been weak since
mid-2014
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Overall, inflation is likely to slow down in 2016 as the base effect
of the hike in administered prices sets in; slowing aggregate demand
will also weigh on inflation next year.
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85.6 in April; the index inched back to a record low set in March.12
Consumer pessimism is weighing on private spending in Q2 and will
continue to for the rest of the year. As a result, private consumption
growth for the whole of 2015 is likely to slip into negative territory from
0.9 percent in 2014.
The economy will also have to bear with weak investments and falling government spending. Private investment is already low, and declining business confidence—which, in May, fell to its lowest level in nearly
five years—will not help. External demand is not likely to come to the
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economy’s rescue given slowing growth in China, a key export market
for Brazil’s commodities. And although a weak real will make Brazilian
exports competitive, the country’s declining fortunes in manufacturing
have left it too weak to take much market share from others.
In this scenario, GDP is set to shrink in 2015. Results from the latest
BCB survey of economists show that GDP is likely to contract 1.3 percent
this year before returning to moderate growth of 1 percent in 2016.13 If this
happens, 2015 will witness Brazil’s worst economic performance in the last
quarter century.
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