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SEVERAL countries have passed significant hurdles lately. In China, the government finally announced 
long-awaited reforms that are intended to change the structure of the Chinese economy and allow 

growth to continue at a rapid pace. In the United States, a severe crisis was averted, but a government 
shutdown did have a negative impact on economic activity. In Japan, inflation has returned, and there 
continue to be signs that Abenomics is having a positive impact. The Eurozone has exited from a long 
and deep recession. Finally, a number of major emerging markets have quickly gone from an environ-
ment of optimism about future growth to one of uncertainty. Clearly, the world is once again at a turning 
point, and it is the job of economists to figure out which direction things are moving. In this issue of the 
Global Economic Outlook, we examine the state of the global economy as 2014 begins.

We start with China. I provide a discussion about the proposed reforms and the potential impact they 
could have on economic performance and structure. I note that there remains uncertainty as to when 
or how these reforms will be implemented, or whether the government will generate sufficient internal 
support to make these reforms happen. Still, I conclude that “China could become more market driven, 
more consumer driven, more transparent, and more prone to invest in projects with a positive return.” 

Next, we turn to the United States. Patricia Buckley writes about the crisis that never was, but the 
considerable impact that the government shutdown had. Moreover, Patricia notes the potential fallout if 
other budget crises emerge. Patricia also notes that while unemployment is declining, underlying weak-
ness persists in the job market, and it may influence decisions by the Federal Reserve.

In our third article, Alexander Börsch notes that the Eurozone has come out of recession only to 
experience disappointing growth. He says that “growing at this speed will not be enough to heal the 
wounds of the recession.” Alexander goes on to discuss the three things needed to generate more robust 
growth: accelerating business investment, stabilized credit conditions, and less uncertainty.

Next, I review Japan’s economic situation. With inflation finally returning, it appears that Abenomics 
is having the desired impact. Indeed, a lower yen has boosted exports, and consumer spending has 
accelerated. However, that spending may be due to an anticipated tax increase. In addition, uncertainties 
about the potential impact of that tax increase as well as the degree to which the government will engage 
in deregulation are weighing on the country’s growth projections.
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In our fifth article, Rumki Majumdar examines the Indian economy. She 
notes that India has lately experienced a period of slow growth, high inflation, 
fiscal deficits, external imbalances, and poor business confidence. In addition, 
political uncertainty has only added to such woes. Despite these problems, 
Rumki suggests that India has considerable assets, including human capital 
and a strong financial sector, which can be utilized to restore strong growth. 
She discusses policies that could effectively utilize these assets in the future.

Next, Akrur Barua discusses the disappointing growth of the Russian econ-
omy. He points to subdued investment, weak export markets, rising house-
hold debt, and declining confidence as contributors to the weak performance. 
Government stimulus spending, however, might alleviate some of the slow-
down. Going forward, Akrur notes several challenges to faster growth, includ-
ing increased global competition in the energy market, declining availability of 
cheap hydrocarbons, weak investment, and deteriorating demographics.

In our seventh article, Ian Stewart discusses the surprisingly robust recov-
ery of the UK economy. Indeed, Britain is expected to have the fastest growing 
economy in Europe in 2014. Nevertheless, Ian notes that celebration may not 
be warranted, considering that growth remains low by historic standards and 
is only now about to exceed the modest growth experienced in 2007. In his 
article, Ian explains the reasons behind the recovery and discusses what must 
happen for growth to be sustained.

In our last geographic article, Navya Kumar examines the considerable 
weakness in the Brazilian economy. She notes the causes of the slowdown and 
suggests that the situation will not be turned around quickly. A combination 
of troubling factors is hurting Brazil, including deteriorating fiscal balances, 
an increasing external deficit, high inflation, poor business investment, and 
currency troubles.

In our first topical article, Navya Kumar and Akrur Barua consider the 
plight of commodity-exporting countries that now face a likely end to the 
commodity price boom of recent years. They discuss the experience of such 
countries, the causes for the reversal, and the implications for commodity-
exporting countries. In addition, they offer some suggestions for how such 
countries might shift focus and diversify away from commodity dependence.

Finally, in our last article Rumki Majumdar asks if emerging markets 
are losing their brand appeal. She discusses the financial market volatility in 
emerging markets that followed the US Federal Reserve’s discussion about 
tapering. She then examines how countries responded to this “period of uncer-
tainty” and why some countries have recovered more quickly than others. She 
suggests that countries with poor fundamentals and weak policies have fared 
worse than others. Clearly, this has implications for the types of policies that 
emerging nations ought to follow going forward.
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China: Stepping into 
the unknown
By Dr. Ira Kalish 

CHINA’S leaders have finally provided some 
details about the nature of the reforms they 

intend to implement. They haven’t said when 
or how these reforms will take place, nor is it 
known to which degree Chinese leaders will 
generate the internal support necessary for the 
reforms. But what we do know is that the plans 
are ambitious and, if fully undertaken, could 
lead to a very different Chinese economy. China 
could become more market driven, consumer 
driven, transparent, and prone to investing in 
projects with a positive return. This is all for the 
better. The real question, however, is whether 
China can implement its plans in time to avoid 
the problems that might arise from the currently 
unbalanced system. 

For now, China’s economy is growing rela-
tively slowly compared to the past. Too much 
of its growth is coming from factors that 

contribute to imbalances and set the  
stage for future problems, such as fixed 
asset investment, especially in construction. 
Conversely, not enough growth is coming from 
factors that ought to be sustained in the long run, 
such as consumer spending. Additionally, the 
critical export sector is providing mixed signals. 
However, a recent purchasing manager’s index 
suggested a slowdown in exports.2

Reform intentions

The reform program proposed by the Chinese 
government is radical yet cautious. It proposes 
increased competition for state-owned enter-
prises (SOEs), yet fails to propose privatization of 
SOEs. It proposes the protection of private prop-
erty rights, yet fails to give up state ownership 
of land. It does much to decentralize economic 

CHINA

“It’s about cutting power, it’s a self-imposed 
revolution. It will be very painful and even 
feel like cutting one’s wrist.” 

 — Premier Li Keqiang speaking in March 2013 on what reform will entail1
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power by empowering the private sector, yet it 
pulls more power into the hands of the central 
government, often at the expense of local and 
regional governments. As such, it is a mixed bag 
of reforms. 

Despite this ambiguity, it is clear what the 
government generally hopes to achieve. The 
reforms, if implemented successfully, should 
lead to faster economic growth, less financial 
risk to the economy, and a shift in growth away 
from investment in fixed assets. In addition, the 
reforms tackle a variety of social issues—pro-
moting more income equality as well as a more 
powerful and less corrupt judiciary. Finally, the 
reforms are somewhat conservative in that they 
aim to stabilize the economy and society by 
engendering greater predictability. There should 

be more transparency of financial markets and 
SOE finances, more professional management of 
SOEs, less reliance on the decisions of fickle local 
officials, and more reliance on market forces to 
determine the allocation of resources. 

As to the potential impact of the reforms, this 
depends on how fast and the degree to which 
they are implemented. Many reforms will only 
bear fruit over a relatively long period of time. 
Reform of the financial system, on the other 
hand, might have more immediate implications 
for the functioning of financial markets. Given 
the problems in the banking system that have 
already been discussed in past editions of this 
publication, the faster China improves the effi-
ciency of its financial services industry, the better. 

CHINA
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Reform details

Here are some details released by 
the government:

• China will change the government’s relation-
ship with SOEs. Going forward, SOEs will be 
required to return 30 percent of their profits 
to the government. Currently, they return 
between 0 and 15 percent. The added income 
to the government will be used to fund 
improvements in public services. Moreover, 
some state-owned capital will be transferred 
to state-run pension plans. All of this is 
meant to partially address the issue of income 
inequality. In addition, China will allow pri-
vate investors to take equity stakes in projects 
funded by SOEs. This will create more of a 
mixed economy, one not as dominated by 
SOEs. However, the government did not dis-
cuss further privatization of SOEs—although 
this could come later. 

Meanwhile, the government said that it wants 
to introduce more competition to break up 
the monopolist practices of SOEs. Some SOEs 
will be broken up in order to create competi-
tion. Others that are natural monopolies will 
be more closely monitored by the govern-
ment, with government responsibilities 
separated from commercial responsibilities. 
In addition, the government will encourage 
hiring of professional managers from outside 
SOEs to run these enterprises, rather than 
relying on Communist Party officials. The 
idea is to engender professional manage-
ment. Finally, the government pledged to 
“strengthen SOEs' investment accountability 
and explore ways to publicize important 
information.”

• The government will try to promote a more 
competitive market with market-determined 
prices. Specifically, the government said that 
“any price that can be affected by the market 
must be left to the market. Areas in which 
the government sets prices will be confined 
to public utilities, public service, and areas 
that are naturally monopolized.” In addition, 
the government pledged to “erase regional 
protection, illegitimate favorable policies, 
and monopoly.” It will “perfect the market 
exit mechanism to promote the survival of 
the fittest.”3 In other words, businesses will be 
permitted to fail. It is not clear if this includes 
state-owned businesses. 

• China will allow private investors to estab-
lish commercial banks in competition with 
state-run banks. In addition, the government 
will “build a deposit insurance system and 
complete the market-based exit system for 
financial institutions.”4 These actions could 
potentially create a more competitive market 
for bank deposits and commercial lending. 
Deposit insurance will set the stage for easing 
control of deposit interest rates and allow 
banks to fail or shrink without substantial 
risk to depositors. Still, more financial market 
reforms will be needed to curtail the risks 
associated with the financial system. 

• China will promote the protection of private 
property. It said that “farmers will be given 
more property rights” and that they should 
have the “right of succession.” Moreover, a 
“rural property rights trading market will be 
established.” This means that farmers will be 
able to bequeath or sell their land rights. As 
such, they will have an incentive to invest in 
boosting farm productivity. The results should 

The reforms, if implemented successfully, should lead to 
faster economic growth, less financial risk to the economy, 
and a shift in growth away from investment in fixed assets. 
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CHINA

be higher food production, lower food prices, 
greater farm productivity, more rural-urban 
migration, and less income inequality. Beyond 
the rights of farmers, the government said 
“the property rights of the public economy 
are inviolable, as are the property rights of 
the non-public economy. The government 
protects the property rights and legitimate 
interests of all kinds of ownership by ensur-
ing that various ownerships have equal access 
to production factors, open and fair market 
competition, and the same legal protection 
and supervision.”5 Thus, while there is no talk 
about further privatization of state-owned 
assets, there is implicit recognition that 
the rights of private property owners must 
be protected. 

• China will relax the system of residency 
permits known as the hukou system. Rural 
residents will be free to migrate to small 
and medium-sized towns and have access to 
public services in such towns (unlike the cur-
rent situation in which migrants are treated 
as second-class citizens without access to ser-
vices). However, restrictions on migration to 
megacities will remain. Evidently, the leader-
ship wants to encourage rural-urban migra-
tion, but not to the biggest cities. This means 
that labor shortages in big cities may persist. 
In addition, by providing public services to 
migrants in other cities, the government is 

implicitly pledging to boost spending on 
such services. As discussed earlier, taxing 
the profits of SOEs will be intended to fund 
such services. 

• The government pledged to establish a 
special court to handle disputes concerning 
intellectual property. While it is too early to 
know how serious this pledge is, it suggests 
a desire to deal with this festering issue. The 
statement specifically alluded to an intention 
to stimulate innovation. Without protec-
tion of intellectual property, innovation will 
clearly stagnate. 

• The government will change the one-child 
policy. Currently, if neither spouse in a mar-
ried couple has siblings, the couple is per-
mitted to have more than one child. Going 
forward, they will be permitted more than 
one child if only one parent is an only child. 
This is clearly aimed at correcting the labor 
shortage that the old policy created. However, 
it will take another generation to have a 
real impact. 

• The government will address problems in 
the health care system. Specifically, it will 
“encourage private investment in the medi-
cal sector and prioritize supporting nonprofit 
hospitals run by private investors.”6
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Currency reform

One of the notable areas for reform not 
covered in the government’s statement relates 
to the currency. However, the government has 
separately addressed this issue in recent weeks. 
Indeed, China’s government continues to set 
the stage for eventual flotation of the currency. 
For years, the central bank has purchased 
foreign currency reserves in order to suppress 
the value of the renminbi, thereby maintain-
ing the competitiveness of Chinese exports. The 

deputy governor of the People’s Bank of China 
(PBOC) recently said that “it is no longer in 
China’s favor to accumulate foreign-exchange 
reserves.” He said, “We will increase the role of 
market exchange rates, and the central bank will 
basically exit from normal foreign-exchange 
market intervention.”7 He also said that apprecia-
tion of the currency would benefit more people 
than it hurts. He is right. After years of currency 
market intervention, China has accumulated 
$3.6 trillion in reserves. One way to look at 
this is to say that China has sold $3.6 trillion in 

If China stops intervening, the currency will rise 
in value, boosting consumer spending, suppressing 
inflation, and helping China shift toward a 
consumer-driven economy. 
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CHINA
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apparel and electronics to US consumers in 
exchange for US government securities, the 
value of which is bound to decrease. While this 
has kept Chinese workers employed, it has hurt 
Chinese consumer purchasing power and caused 
a substantial distortion of the Chinese economy. 
The fact that the government is now willing to 
address this issue is good news. 

If China stops intervening, the currency will 
rise in value, boosting consumer spending, sup-
pressing inflation, and helping China shift toward 
a consumer-driven economy. For the rest of the 
world, a higher-valued renminbi means that 
exports to China will be more competitive. Still, 
the PBOC gave no indication about the timing 
of a shift in policy. Meanwhile, it is likely that 
speculative capital will flow into China in antici-
pation of this policy shift. Until the new policy 
is implemented, this could mean even more 

currency intervention will have to take place to 
avoid currency appreciation. 

All of this is highly significant because it 
moves China closer to its ultimate goal of mak-
ing the renminbi a convertible currency that 
is widely traded and used as a global asset. Yet 
exchange rate flexibility is only one part of this 
move. The deputy governor of the central bank 
also said that the bank will no longer restrict the 
volume of foreign investment.8 It will also gradu-
ally end caps on deposit interest rates. The latter 
would be the most significant action because it 
would go a long way toward fixing what is wrong 
with the banking system. However, no time 
frame was given for the latter reform, and so a 
degree of uncertainty remains. Still, it is clear that 
the leadership intends to move the country in a 
far more market-oriented direction. 
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United States: Breaking 
the holiday tradition—
ringing in the New Year 
with less fiscal stress
By Dr. Patricia Buckley

Dr. Patricia Buckley is  
director of Economic Policy and 
Analysis at Deloitte Research,  
Deloitte Services LP

2013 began with a last-minute deal to mitigate some of the impact of the “fiscal cliff ” 
and concluded with a budget deal that sets overall spending levels for the remain-

der of fiscal year 2014 and all of fiscal year 2015. This is significant; these “cliff hangers” 
have been costly to the US economy. Beyond the direct impacts resulting from what has 
evolved into an austerity agenda, these crises and near-crises have damaged consumer 
and business confidence, thereby serving as a further constraint on growth. However, 
ambiguity as to what path the Fed will follow as it scales back on its current course of 
monetary easing still remains.

USA

The United States has narrowly avoided 
beginning the New Year with another 
budgetary stalemate, setting the stage for 
almost two years of relative budget calm.
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From fiscal cliff to government 
shutdown and beyond: 
Tracking the course

The United States came perilously close to 
default in the summer of 2011 and only avoided 
this unprecedented event when the president 
and Congress agreed to the Budget Control Act 
(BCA) of 2011. This act provided an increase in 
the debt ceiling in exchange for caps on federal 
spending for the next 10 years, to be enforced by 

the threat of sequestration—across-the-board 
cuts in most discretionary programs. Since 
Congress failed to pass a spending bill that met 
the BCA’s criteria by January 15, 2012, sequestra-
tion was set to begin on January 2, 2013.1 A broad 
series of tax cuts were also scheduled to expire 
at the start of 2013, including the Bush income 
tax cuts, the 2 percent payroll tax holiday, capital 
gains tax, the estate tax, and the R&D tax credit. 
Adding to the uncertainty was the fact that the 
country was, once again, bumping up against the 
debt ceiling.

The resolution of the fiscal cliff on January 
1, 2013 was a modest deal that allowed only a 
small number of the scheduled tax expirations to 
occur (the income tax on high earners and the 
payroll tax holiday) and delayed the sequester’s 
deep spending cuts for two months in hopes that 
a budget could be developed that honored the 
BCA’s spending caps without making the across-
the-board cuts. That effort was unsuccessful, so 
federal agencies had to reduce spending for the 
remainder of fiscal year 2013. According to the 
White House Office of Management and Budget, 
the effective reductions were approximately 13 
percent for nonexempt defense spending and 9 
percent for nonexempt nondefense spending.2 

In February 2013, Congress suspended the 
debt ceiling until mid-May. As a result of some 
very large repayments to the Treasury from the 
government-sponsored housing agencies (Fannie 
Mae and Freddie Mac) and by using “extraordi-
nary measures” to move funds between govern-
ment accounts, the Treasury was able to keep 
the debt below the ceiling until mid-October. 
Meanwhile, Congress did not produce a budget 
to fund fiscal year 2014, and the federal govern-
ment went into a partial shutdown on October 1.3

After a 16-day shutdown and with a govern-
ment default looming, Congress passed another 
temporary fix, funding the federal government 
through January 15. In a rare but welcome move, 
a bipartisan budget plan was passed in advance 
of that deadline, providing a spending framework 
through September 2015. However, the debt ceil-
ing, which has been suspended through February 
7, was not addressed, and it remains a source of 
uncertainty on the horizon.

UNITED STATES
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According to the 
Congressional Budget 
Office (CBO), these 
fiscal impasses and their 
ongoing, partial resolu-
tions have negatively 
impacted the US econ-
omy.  CBO estimates 
that economic growth 
in fiscal year 2013 (Q4 
of calendar year 2012 
to Q4 of calendar year 
2013) would be roughly 
1.5 percent higher, if not 
for the fiscal tightening 
required by the BCA.4 
More recently, the CBO 
estimated that, if the 

spending limits mandated by the BCA had been 
eliminated starting August 1, 2013, real GDP 
would be 0.7 percent higher, and employment 
would increase by 900,000 in Q3 of calendar year 
2014 (the end of fiscal year 2014) relative to the 
levels projected under current law.5

Impact on confidence

However, it is not only the actual resolutions 
that become law that are negatively affecting the 
US economy. It is the process through which 
these results are achieved. Both the brinksman-
ship over the debt ceiling in 2011 and 2013 and 
the government shutdown in October 2013 
affected consumer and business confidence. As 
the country approached default during the sum-
mer of 2011, consumer confidence fell sharply, 
and it took months to recover. With the govern-
ment shutdown and another threat of imminent 
default, consumer confidence again dropped 
abruptly this past October, with a further decline 
in November.

Business confidence also was adversely 
impacted (see figure 1). Deloitte’s quarterly 
survey of chief financial officers of major North 
American companies illustrates how execu-
tives’ perceptions of their businesses’ outlook are 
affected by actions in Washington.6 Clear dips 
occurred at the debt ceiling showdown in 2011, 
the fiscal cliff debate at the end of 2012, and 

These fiscal 
impasses 
and their 
ongoing, partial 
resolutions 
have negatively 
impacted the 
US economy.  

Source: CFO Signals, What North America’s top finance executives are thinking—and doing, Q3 2013, Deloitte. 

Graphic: Deloitte University Press  |  DUPress.com 

Figure 1. Own company optimism: CFO optimism relative to previous quarter
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the approach of the government shutdown in 
October 2013.7

One manifestation of the damage these 
actions do to confidence is visible in the recent 
relationship between job openings and hires, as 
measured by the Bureau of Labor Statistics’ Job 
Openings and Labor Turnover survey (see figure 
2). In recent months, the job opening rate has 
increased much more quickly than the rate of 
hiring. This implies that companies are seeing the 
need to increase employment and are therefore 
posting job openings and conducting interviews, 
but that uncertainty is making them reluctant to 
actually make job offers. Additionally, employee 
uncertainty about other job prospects is keeping 
the “quit rate” low.8

Implications for the outlook

However, even with the uncertainty being 
generated by Washington, the US economy’s 
fundamentals continue to improve. Growth 
accelerated during 2013 and averaged 2.6 percent 
through the third quarter (annualized basis), 
unemployment continues to fall, and inflation 

remains in check. With the unemployment rate 
reaching 7 percent, the Fed decided to make a 
slight downward adjustment to its current pro-
gram of quantitative easing. 

However, many aspects of employment point 
to a labor market that may be weaker than the 
top-line unemployment rate suggests. These 
include high numbers of people who have been 
unemployed for extended periods or are work-
ing part-time because they cannot find full-
time work.  

Another factor that suggests that the labor 
market is softer than apparent at first glance is the 
decline in the labor force participation rate. After 
peaking in 2000, the United States’ labor force 
participation rate declined slowly, then stabilized 
between 2004 and the onset of the recession 
(December 2007). However, during the recession 
and through the current recovery, the labor force 
participation rate has been declining at a fairly 
rapid pace—and it is now 5 percent lower  
than it was prior to the onset of the recession (see 
figure 3).9

The proportion of people in the economy who 
are working or looking for work can change over 

UNITED STATES

Source: Bureau of Labor Statistics, Job openings and labor turnover survey, November 22, 2013.

Graphic: Deloitte University Press  |  DUPress.com

Figure 2. Total private job openings, hires, and quits
  Seasonally adjusted in thousands
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time for many reasons. For example, much of the 
growth in labor force participation beginning 
in the mid-1960s reflected the large number of 
women entering the labor force. Contributing to 
the current period’s decline is a higher propor-
tion of young people choosing to go to college 
and the retirement of the Baby Boomers. But 
these factors account for only part of the reduc-
tion. The decline in labor force participation for 
those between the ages of 16 and 24, for instance, 
does reflect an increase in the collegiate popula-
tion, both at the graduate and undergraduate 
levels (see figure 4). However, the decline in labor 
force participation rates for this group halted in 
2010 and has been fairly stable over the past three 
years. Meanwhile, the labor force participation 
rate of those 55 and over actually continued to 
increase during the recession before stabilizing 
at around 40 percent (see figure 5). With this 
group’s average participation rate so much lower 
than that of the other age groups, the greater 
the proportion of people in this age group, the 

lower the overall labor market participation rate 
will be. 

While there are many explanations for the 
shifts in labor force participation rates among 
16–24-year-olds and those aged 55 and over—
ranging from the benign or positive (e.g., 
attending college or having sufficient resources 
to retire) to the negative (e.g., dropping out of 
the labor market because job prospects are very 
poor)—the change in the labor force participa-
tion rate among 25–54-year-olds is more likely to 
have been caused by poor labor market condi-
tions (see figure 6). While certainly some in this 
group returned to school or retired, poor job 
prospects seem to be a more likely explanation, 
given the magnitude of the shift. 

The big question for policymakers at the 
Fed as they ponder further reductions to their 
monthly purchases of bonds and mortgage back 
securities is, what proportion of those who left 
the labor force in recent years will decide to 
reenter the market and look for a job when they 

Source: Bureau of Labor Statistics, Current Population Survey, 2013.
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Figure 3. Labor force participation rate
  Ages 16 and above
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Source: Bureau of Labor Statistics, Current Population Survey, 2013.
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Figure 4. Labor force participation rate
  Ages 16–24
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Figure 5. Labor force participation rate
  Ages 55 and over
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think that the market has sufficiently improved? 
The actual size of the labor force between the ages 
of 25 and 54 is 4.5 million below its prerecession 
peak, but the total population in this age group 
only decreased by 1.5 million over the same 
period. This creates a pool of approximately 3 
million people that could move from outside the 
labor force into the ranks of either the employed 
or the unemployed—which, in turn, could move 
a 7 percent unemployment rate upward very 

quickly. This analysis suggests that the Fed will 
move more slowly than some observers expect. 

But irrespective of the exact path that the 
tapering of the current round of quantitative eas-
ing will take, the United States’ growth engines 
should begin to pick up steam during 2014. Near-
term growth prospects improved since Congress 
and the Administration made a New Year’s reso-
lution, of sorts, to provide for relative budgetary 
calm—at least for the next two years.

But irrespective of exactly when the current round of 
quantitative easing will start to taper off, the United 
States’ growth engines should begin to pick up steam 
during 2014.
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Figure 6. Labor force participation rate
  Ages 25-54
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Eurozone: Three areas 
to watch in 2014
By Alexander Börsch

2013 was a year of transition for the 
Eurozone. On the positive side, a seemingly 

endless recession came to an end, and tepid 
growth set in. Moreover, the main early busi-
ness cycle indicators have been showing a clear 
and intact upward trend since the middle of the 
year. On the negative side, the overall growth rate 
for 2013 was still negative (–0.4 percent). Going 
forward, most forecasts for 2014 foresee a growth 
rate in the region of around 1 percent.

Growing at this speed will not be enough 
to heal the wounds of the recession. Eurozone 
citizens are poorer than they were before the 
financial crisis. Between 2008 and 2013, GDP 
per capita fell by 3.5 percent. By comparison, 
US GDP per capita rose by 1.2 percent over 
the same period. While some members of the 
larger European Union, especially Poland, could 

substantially increase their 
GDP per capita over the same 
period, of the Eurozone mem-
bers only Slovakia experienced 
an increase of more than 5 
percent. Countries such as the 
Netherlands, Spain, and Italy 
saw their wealth decreasing between 5 and 9 
percent over the last five years.1

Several well-known factors, such as ongoing 
deleveraging and fiscal 
consolidation, are still a 
drag on the recovery in 
the Eurozone. However, 
looking ahead, things 
could also play out more 
positively than projected. 

The strength of recoveries is rarely accurately 
predicted. The remainder of this article consid-
ers what would need to happen for growth in the 
Eurozone to exceed expectations. Three interre-
lated factors are critical for the Eurozone’s growth 
performance in 2014 and beyond: accelerating 
business investments, stabilizing credit condi-
tions, and decreasing uncertainty. 

EUROZONE
Dr. Alexander Börsch is 
head of research, Deloitte 
Germany

Growing at this speed will not be enough to 
heal the wounds of the recession.
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Business investments

So far, the Eurozone recovery has been almost 
exclusively export-based (see the second quarter 
edition of Global Economic Outlook).2 Higher 
competitiveness in the tradables sector helped 
the crisis countries to substantially improve their 
current account balances. The resulting higher 
independence from foreign capital contributed 
considerably to the relative calm on the financial 
markets in 2013. At the same time, increasing 
exports drove growth in Northern European 
countries, but they resulted in heightened depen-
dency on emerging markets. 

A profoundly low rate of business investments 
has the biggest potential for positive surprises. 
Compared to the pre-crisis year 2007, invest-
ments as a share of GDP fell from 21.8 percent 

to 17.2 percent in 2013. Behind that decrease are 
factors like declining construction investments 
in countries such as Spain, which have experi-
enced a real estate bubble. However, investment 
in equipment, which is decisive for economic 
growth potential and productivity, continues to 
fall in the Eurozone (see figure 1). 

Weak investment rates are not limited to the 
crisis countries. Despite a period of economic 
strength, Germany’s investment rate, overall 
and in equipment, has been much lower than 
the Eurozone average over the last decade. For 
the most part, Germany’s substantial savings 
have been invested abroad rather than domesti-
cally. Given the ongoing investment weakness in 
Germany, there is the danger that the low interest 
rates, currently at 0.25 percent after the latest 
interest rate decrease in November, are mainly 

EUROZONE
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used to finance construction investments, thereby 
possibly feeding a new real estate bubble. 

However, there are signs that investment 
weakness in Germany could be coming to 
an end, which would considerably help the 
Eurozone recovery as a whole. The investment 
plans of German CFOs for 2014 reached clearly 
positive territory and are accelerating for the 
first time, according to the Deloitte CFO Survey 
taken at the end of the third quarter (see figure 
2). The results, reveal that investment propensity 
doubled and CFOs plan to use their high capital 
reserves to fund investment at home and abroad.3

 

The crisis countries are also at a critical juncture 
in terms of investments. Higher competitive-
ness in their tradable sectors could increase their 
exports and improve their current accounts. In 
a second step, improved export performance 
should stimulate investments, which contributes 
to the upside potential of the Eurozone economy.

Credit conditions

The fragility of the Eurozone banking 
system has significantly obstructed growth. 
The Eurozone has been severely affected by the 
financial and banking crises because European 
corporates rely on credit to a much higher degree 
than, for example, US firms. Investment, there-
fore, has been held back by difficult financing 
conditions in the crisis countries and the frag-
mentation of European financial markets during 
the euro crisis.

The process of restructuring banks in the 
Eurozone and increasing systemic financial 

stability is far from 
finished. The fragmenta-
tion of bank funding 
markets continues, 
bank restructuring 
remains incomplete, 
and discussions about 
the form of a banking 

union are ongoing. 2014 will see the European 
Central Bank assume responsibility for supervis-
ing banks and reviewing asset quality. The goal of 
the review is to increase transparency about bank 
balance sheets and repair them when needed. 

Nevertheless, while the Eurozone’s banking 
sector is still vulnerable and financial fragmenta-
tion and differing financing conditions pose a 
very serious problem, several areas are improv-
ing. The European Central Bank notes positive 
developments in systemic banking sector stress 
as well as in banking funding challenges in 
stressed countries. The indicator that measures 
systemic banking sector stress has been decreas-
ing substantially. At the end of 2013, it reached 
its lowest level since mid-2011, when the crisis 
intensified. Similarly, average bank funding 
costs reached their lowest level for more than 
three years, implying a normalization of bank 
funding conditions.4 

At the same time, credit conditions in the 
Eurozone as a whole are improving, thereby 
supporting higher investment activity. According 
to the Bank Lending Survey of the European 
Central Bank, banks expected an easing of credit 
standards on loans to enterprises in the fourth 
quarter for the first time since 2009.5 In other 

The process of restructuring banks in the 
Eurozone and increasing systemic financial 
stability is far from finished.
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Source: EU Commission, Euro area data for 2011 is not available.
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Figure 1. Investments in equipment as % of GDP
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Figure 2. Investment propensity of German corporates
  Question: How will investments of your company change over the next 12 months
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words, credit conditions and credit supply are 
stabilizing. Loan demand, on the other hand, 
is still weak. Nevertheless, if there is further 
progress on both dimensions, systemic stability, 
and credit conditions, a stable basis for a stronger 
recovery would be established.

Uncertainty

The length and the depth of the Eurozone 
recession was, to a high degree, due to uncer-
tainty regarding the future shape of the Eurozone 
and the tail risks associated with it. This uncer-
tainty affected consumers, corporates, and 
financial market participants alike, holding back 
consumption and investments and endangering 
financial stability. It also reinforced the effects of 
credit constraints and weak balance sheets. 

Current developments suggest that uncer-
tainty is on the decline. At the end of 2013, it 
is much lower than in the beginning. In the 
financial markets, the spreads of the Eurozone’s 
crisis countries vis-a-vis German bunds have 
narrowed substantially since the beginning of the 
year. For example, the spread of Spanish 10-year 
bonds over German bunds shrank by around 
30 percent. 

The same mechanism is visible in the real 
economy. The degree of uncertainty that German 
CFOs see themselves exposed to decreased in a 
remarkable way. Between late 2012 and late 2013, 
those who felt that uncertainty in the economic 
and financial environment was high or very high 
fell to 18 percent from 49 percent. Compared to 
early 2012, the decrease is even more dramatic 
(see figure 3). 
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Figure 3. Level of uncertainty
  Question: How do you rate the level of uncertainty in the financial and economic environment?
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 If this trend continues, reduced macro 
uncertainty and greater stability could help the 
Eurozone’s growth in 2014. By releasing catch-up 
and pent-up growth dynamics, it could lift the 
Eurozone’s growth above current forecasts.

Investments, credit conditions, and uncer-
tainty are closely interrelated. This opens up the 

possibility of positive feedback loops among 
them. For example, if political uncertainty 
further decreases and credit conditions improve, 
a rise in investments is set to follow. For growth 
in the Eurozone to exceed expectations in 2014, 
further positive changes in each of these three 
areas would be valuable signposts.
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Japan: Inflation returns
By Dr. Ira Kalish 

AFTER growing at a rate of about 4 percent 
in the first half of the year, the Japanese 

economy grew at an annualized rate of 1.9 
percent in the third quarter. Surprisingly, there 
was a decline in exports and very weak growth in 

consumer spend-
ing. Business 
investment slowed 
down as well. On 
the other hand, 
residential invest-
ment significantly 
accelerated. Most 
of the economy’s 
growth could 
be attributed to 
inventory accu-
mulation—not a 
sustainable way to 
grow in the longer 
run. On the posi-
tive side, this was 
the fourth consecu-
tive quarter of posi-
tive GDP growth, 

the first time this has happened in three years. 
Looking toward the fourth quarter, there 

are some indications of improvement. For 
example, inflation has evidently returned to 
Japan. Excluding volatile energy and food prices, 
the consumer price index was up 0.3 percent in 

October from a year ago. This was 
the first time since October 2008 
that this indicator had risen year 
over year. Moreover, it was the 
fastest rate of increase since 1998. 
When energy prices are included, 
the CPI was up 0.9 percent from a 
year ago. This was the highest rate 
of inflation in five years. Clearly, 
the new central bank policy of 
unlimited asset purchases is hav-
ing the desired effect. The drop in 
the yen is boosting import prices, 
especially of energy products. That, 
in turn, is feeding through to other 
prices in the economy. 

Japanese consumers are also 
responding to the new economic 
policy. In October, household 
spending, adjusted for inflation, 
was up 0.9 percent from a year 
earlier. There was a sizable increase 
in spending on homes, home-
related products, and automo-
biles. It is likely that some of this 
increased spending was in anticipa-
tion of the sales tax increase that 
will take place in April. As such, 
it is not necessarily indicative of 
an underlying improvement in 
consumer spending. In fact, there 

JAPAN

Most of the 
economy’s growth 
could be attributed 
to inventory 
accumulation—
not a sustainable 
way to grow in the 
longer run.
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is reason to worry. After adjusting for inflation, 
household incomes continue to decline. The 
average real income of wage earning households 
fell 1.3 percent from a year ago. This reflects the 
fact that, despite rising prices, businesses are not 
responding with wage increases. If this trend 
persists, there could be negative implications for 
household spending. Moreover, a lack of wage 
inflation means that the positive inflation Japan is 
now experiencing could be ephemeral. Inflation 
cannot rely on a declining yen to be sustained. 
There needs to be wage pressure as well. The 

government has pressured businesses to increase 
wages and has promised to enact legislation that 
will offer incentives for wage increases. It remains 
to be seen whether such efforts will bear fruit. 

One positive impact of the declining yen has 
been an improvement in export performance. 
Japanese exports grew in October at their fast-
est pace in three years. Exports were up 18.6 
percent from a year earlier, far faster than the 
11.5 percent increase in September. As exports 
are generally priced in dollars, the increase in the 
yen value of exports was largely due to the impact 
of a weaker yen. However, even the volume of 
exports was up 4.4 percent from a year earlier, 
suggesting that the declining yen is starting to 
have an impact on overseas demand. It means 
that exporters are offering foreigners lower 
prices in order to move goods. It also means 
that Abenomics is having the desired effect on 
trade. The volume of exports to the United States 
increased 5.3 percent while the volume to Europe 
increased 8.0 percent. Volume to Asia, however, 
increased only 2.0 percent. Interestingly, despite 
the rapid rise in exports, imports grew even 
faster as Japan continued to import more fuel to 
offset the shutdown of nuclear power plants. As 
such, the trade deficit expanded in October to 
a record level. The main reason to worry about 
a trade deficit is that Japan’s government runs a 
large deficit and has a large stock of debt. Until 
now, this has mainly been funded domestically 
by tapping into Japan’s vast pool of savings. Yet a 
trade deficit will ultimately lead to net external 
borrowing. In other words, Japan will have to 
borrow from foreigners to meet its obligations. If 
Japan must rely on borrowing from abroad, this 
could lead to an increase in the cost of borrow-
ing, thereby exacerbating the deficit. 

JAPAN
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Deregulation

There is growing concern that the third 
“arrow” of Abenomics (deregulation and reform) 
will not be as aggressive or as urgent as many 
people hope. Indeed, the government has 
postponed details about many of the reforms 
that it intends to implement until June of 2014. 
Nonetheless, there are positive signs. Japan’s 
government said it will end subsidies for small 
rice farmers by the end of the decade. Why is 
this important? There are two reasons. First, this 
action will lead to consolidation of rice farm-
ing from the current situation where 72 percent 
of rice farms are one hectare or less. This will 
boost productivity, expand production, reduce 

food prices, and render a considerable amount of 
agricultural land useless. That, in turn, could lead 
to a reduction in land prices in urban areas. This 
is because land that previously was used for rice 
farming will be converted to other uses. There is 
a surprising amount of urban and suburban land 
currently used for rice farming. Second, the fact 
that Japan announced such a significant reform 
indicates a willingness to take on vested interests. 
This bodes well for further important reforms as 
part of Abenomics. Nonetheless, the government 
did not announce any change to import tariffs 
on rice and other foods. Currently, there is a 778 
percent tariff on imported rice. This ensures that 
Japan will maintain a domestic rice industry. 

The main reason to worry about a trade deficit is that 
Japan’s government runs a large deficit and has a large 
stock of debt. 
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India: Can India 
overcome adversities 
and bounce back? 
By Dr. Rumki Majumdar

FISCAL year 2013 has been tumultuous for 
India. For the first time in a decade, India’s 

economic growth fell below 5 percent, growing 
4.6 percent year over year in the first half of  

FY 2013–2014 relative to 
last year.1 Unfortunately, 
growth is not India’s only 
challenge. The economy 
is burdened with per-
sistently high inflation, 
rising fiscal deficit, and 
excessive imbalance in its 
current account, expos-
ing internal challenges 
that are affecting inves-
tors’ confidence in the 

economy’s ability to grow. Political challenges are 
creating more confusion and skepticism, with 
India just a few months away from its general 
government election. Global economic uncer-
tainties are aggravating India’s internal troubles: 
India was among the worst hit of the emerging 
economies whose currency, stock, and bond 

markets experienced extreme 
volatility this past summer due 
to the US Federal Reserve’s 
(Fed’s) tapering signal. Its cur-
rency depreciated more than 
20 percent, while stock markets fell 10 percent 
during May–September 2013 because of heavy 
capital outflows. 

Economic and political challenges from all 
fronts are making it difficult for policy mak-
ers to promote growth and ensure stability. The 
question is, how prepared is the economy to face 
its challenges head-on and bounce back? Will 
India be able to regain its lost position as one 
of the fastest-growing nations? India’s ability 
to overcome its adversities lies in its inherent 
strengths and potential. India has gone through 
difficult times before, which makes it resilient 
and better able to overcome economic chal-
lenges. It is no surprise, then, that it is one of the 
few major emerging economies to make a strong 
comeback after the Fed announced that it was 
deferring tapering.2

Dr. Rumki Majumdar is a 
macroeconomist and a 
manager at Deloitte Research, 
Deloitte Services LP
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Unfortunately, 
growth is 
not India’s 
only challenge. 
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Economy muddled 
with challenges

The growth in Q2 FY 2013–2014 improved 
slightly, to 4.8 percent, relative to the previous 
quarter’s low growth. This improvement was due 
to stronger growth in the agricultural and con-
struction sectors, but domestic activities in most 
of the real sectors continue to underperform, as 
seen in figure 1. Growth in the industrial sector 
remains sluggish due to poor growth in the man-
ufacturing, mining, and quarrying sectors, while 
growth in the services sector is also showing 
signs of weaknesses. Industrial sector growth has 
been hit by poor growth in consumer durables 
and basic goods, which account for 54 percent 
of India’s industrial products, while the capital 
goods sector has been highly volatile. The only 
relief is that a favorable monsoon has improved 

the scope for a good agricultural output, which 
will probably continue to boost the economy’s 
growth in the coming quarters as well. Real 
growth has been falling continually, and accord-
ing to the IMF, which recently revised down its 
GDP forecast for India, the growth outlook is not 
very positive.

According to the latest figures, wholesale price 
inflation (WPI) touched 7 percent in October, 
while consumer price inflation (CPI) continued 
to remain in double digits at 11.6 percent (see 
figure 2). Inflation is expected to rise further, as 
suggested by a survey conducted by the Reserve 
Bank of India (RBI).3 According to the survey, 
92.5 percent of respondents expect prices to 
increase in the next year.4 The meteoric rise of 
food prices is the biggest reason for the rise in 
prices in India, which is likely to ease, owing 
to better agricultural output. The RBI’s newly 

INDIA
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Source: Handbook of Statistics on Indian Economy, RBI, Ministry of Statistics and Programme 
Implementation, and Deloitte Services LP economic analysis, December 2013.
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Figure 1. Domestic activities slowing down
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Figure 2. Rising inflation is a worry
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elected governor Raghuram Rajan has clearly 
signaled in the last few monetary policy state-
ments that he will focus on price stability, which 
implies that policy rates are likely to remain high. 
The industrial sector is already reeling from the 
high cost of capital and low availability in a tight 
liquidity situation, and high rates will only hurt 
growth further.

The rising fiscal and current account imbal-
ances have been among the greatest macroeco-
nomic worries for India (see figure 3). India’s 

fiscal gap widened sharply in the first six months 
of FY 2013–2014, and was estimated to be 76 
percent of the budget estimate and approximately 
8.3 percent of GDP in the first half of FY 2013–
2014. This implies that the government has to 
spend less in the run-up to national elections or 
risk missing its stated aim of cutting the budget 
deficit to 4.8 percent—with the latter seeming 
more probable. 

The current account deficit also widened in 
Q1 FY 2013–2014 relative to the previous quar-
ter, and it remains close to its historically high 
levels. The good news is that it is likely to ease, 
going by recent signs of correction in the trade 

account deficit (see figure 4). Policy measures by 
the RBI to curb gold imports and factors such as 
slowing domestic demand and lower oil prices 
due to reduced external risks have helped contain 
import bill growth. At the same time, exports 
have grown faster in the first half of the current 
fiscal year relative to FY 2012–2013 due to cur-
rency depreciation and improved global demand. 
Remittance flows to India have surged as the 
country’s overseas population took advantage of 
the weaker domestic currency.

The high current account deficit is one of 
the biggest reasons for the increased vulner-
ability in the capital outflow witnessed in recent 
months. Net portfolio investment accounts for 
the majority of capital flow in the economy, of 
which 98 percent is foreign institutional invest-
ment (see figure 5). Due to the inherent nature of 
institutional investments, capital flows in India 
are highly vulnerable to global liquidity and 
international investors’ sentiments. On the other 
hand, the proportion of direct capital invest-
ment is a mere fraction of GDP, which implies 
a very small proportion of the capital account is 

INDIA

Source: RBI, Press Information Bureau, Government of India, Oxford Economics and 
Deloitte Services LP economic analysis, December 2013.
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Figure 3. Twin deficits are a challenge
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Source: RBI, Press Information Bureau, Government of India, Oxford Economics and 
Deloitte Services LP economic analysis, December 2013.
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Figure 4. Trade deficit is narrowing

Trade balance

60

-60

-40

-20

20

40

Apr 2012 Oct 2012 Apr 2013 Oct 2013

0

%, YoY

Source: RBI Bulletin, Press Information Bureau, Government of India, Bloomberg and Deloitte 
Services LP economic analysis, December 2013.

Graphic: Deloitte University Press  |  DUPress.com

Figure 5. High proportion of portfolio investment affecting currency stability
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being invested in production and building long-
term assets.

The recent capital outflow resulted in a sharp 
depreciation in India’s currency—22.5 percent—
this year. The Indian rupee hit a record low on 
August 28, 2013, although it has recovered some 
of its lost ground since then. However, as long 
as the current account and proportion of foreign 
institutional investments in total capital flow 
are high, the currency will remain vulnerable to 
external shocks; any events similar to the Fed’s 

hint of tapering, or actual tapering by the Fed, 
can upset the currency’s stability.

Impact on sentiments

Poor growth and economic challenges are 
affecting consumer and business sentiments. 
According to an RBI survey, consumer confi-
dence diminished in September, with around 60 
percent of respondents expecting that economic 
conditions will worsen.5 The consumer confi-
dence measured by the current situation index 
declined due to the worsening perception of 
household circumstances, income, spending, and 

employment (see figure 6). On the other hand, 
the industrial outlook for the overall business 
situation is at its lowest level since 2005 due to 
the pessimistic assessment of and expectations 
for exports, imports, and the overall financial 
situation. The Business Expectation Index fell 
below the threshold level of 100 to 97.3 for the 
first time since 2008, indicating that businesses 
are highly pessimistic about the economic out-
look and investment prospects.6 Rising interest 
rates and the perceived rise in external finance 

costs are impacting investment decisions, while 
the perception of profit margins continues to 
remain negative. All these factors have led to 
poor production and employment outlooks. 

Simple strategies with 
greater benefits

Though overwhelming, these challenges 
must be fixed if India wants strong and stable 
growth. Some must be addressed immediately, 
while others require more focused attention and 
structural intervention. 

Source: RBI survey and Deloitte Services LP economic analysis, December 2013.
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Figure 6. Consumer and business confidence fell but are expected to improve
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The immediate tasks 

For the most part, resolving India’s slow-
ing growth, high inflation, and widening fiscal 
and current account deficits requires immediate 
initiatives beyond the measures already taken. 
These include promptly removing bottlenecks 

to the existing infrastruc-
ture and manufacturing 
investments, improving 
the allocation of subsi-
dies, and curbing external 
deficits by improving 
export competitiveness 
and reducing imports. 
Measures should be taken 
to curb gold imports by 
imposing restrictions 
and promoting alternate 
investment options among 
retail investors. In addi-
tion, fuel imports should 
be contained by removing 
subsidies on fuel products 
and encouraging the use 
of alternate and environ-
mentally friendly sources 
of energy. Monetary and 
fiscal policies should be 
coordinated so that if mon-
etary actions provide the 
first line of defense, they 
are followed by immediate 
and credible government 
action. The government 
needs to communicate its 
policies effectively to con-
tain the current account 
deficit and inflation, as 

well as focus on quick implementation of reforms 
without watering down the reform process.

Strategies for the long run

With the rising population and a growing 
market potential, improved infrastructure and 
connectivity are a must. While large infrastruc-
ture projects are being undertaken currently, the 
quality and scale is not enough considering the 

size of the population. Despite reforms being 
introduced, India’s system of acquiring land and 
allocating natural resources remains suboptimal, 
and bureaucracy and corruption prevent new 
laws from being functional. While the govern-
ment has recently created institutions to acceler-
ate decision making and implement transparent 
processes, the effort in this direction has to be 
more assertive.

One important concern is that a large propor-
tion of India’s national income comes from the 
information technology and software industry, 
while contributions from the manufacturing and 
services sectors remain low. India cannot sustain 
growth if its growth model continues to focus 
on only a few sectors that employ a small part of 
the population. A majority of India’s population 
lives in rural areas and does not have access to 
basic health facilities and primary education. To 
ensure stable, sustainable, and equitable growth, 
the country needs to employ its growing popu-
lation, which means that it has to develop its 
manufacturing and services sector to diversify its 
growth model. 

One important solution lies in encouraging 
small-scale industries, which have been gen-
erating employment and promoting balanced 
regional development. India’s industrial policy 
resolution has, from time to time, encouraged 
the growth of small-scale industries. However, 
to foster growth, the country must now focus on 
technologies that are flexible and can be adopted 
to different mass production processes, as well as 
improve productivity in manufacturing, agricul-
ture, and agro-based industries.

India can learn a great deal from policies 
in other countries. For instance, Japan recently 
put in place a policy to end subsidies to some 
sections of farmers, which is expected to help 
consolidate farming, boost productivity, expand 
production, and reduce food prices.7 This policy 
is likely to free a considerable amount of unpro-
ductive agricultural land for better alternate use, 
thus reducing land prices in urban areas, which is 
a big concern in India as well. At the same time, 
the government of Japan is also providing protec-
tion to farmers through import tariffs and other 
measures. India can benefit a great deal from 

For the most 
part, resolving 
India’s slowing 
growth, high 
inflation, and 
widening fiscal 
and current 
account deficits 
requires 
immediate 
initiatives 
beyond the 
measures 
already taken. 
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implementing, with necessary adaptations, some 
features of Japan’s policy.

Building on its strength

A country’s most important resource is its 
people, and India has this resource in abundance. 
India’s young and diverse population, with a 
quickly growing middle-income group, pro-
vides the economy with a big potential market, 
as well as productive resources to serve this 
market. If this population is tapped effectively, 
India has the ability to develop a self-sustaining 
growth model and reduce its dependence on the 
global market. The availability of quality edu-
cation, labor reforms, and financial inclusion 
can help the economy reap the advantages of a 
growing population.

India’s healthy financial and banking sec-
tor is its other strength. This sector has shown 
immense resilience in the face of the global finan-
cial crisis, and the RBI has played an important 
role in preserving financial stability through a 
unique combination of monetary policies and 
macro-prudential regulations. While the banking 
sector has experienced an increase in bad loans 
in recent years, it is not cause for concern yet. 
However, with rising global policy uncertainties 

and India’s strong linkage to the global finan-
cial system, India should keep a close check on 
liquidity and the stability of the banking system. 
Appropriate measures such as increased competi-
tion and supervision can improve banks’ effi-
ciency and access to markets, as well as contain 
the contagion risk of any global financial crises.

India’s finances are relatively stronger than its 
peers. The country’s overall public debt to GDP 
has been declining since 2006 and is currently 
66 percent of GDP, of which only 46 percent is 
held by the central government. Moreover, the 
debt is denominated in rupees and has an average 
maturity of more than nine years. India’s external 
debt burden is also low, with only 5.2 percent of 
the debt being short term. India’s strong foreign 
currency reserve implies that its sovereign risk 
rating is stable, and the economy has the abil-
ity to borrow without a significant rise in risk 
premium. However, India should improve its 
fiscal balance to improve investors’ perceptions of 
sovereign risks.

There is no doubt that the Indian economy 
is challenged. However, if the economy can 
strengthen its inherent potency and plan effec-
tively to close the gap between the potential and 
actual, India can get out of the trough and back 
on to its high-growth path. 

Endnotes

1. Hereafter, all growth percentages mentioned in the article are measured as year over year unless otherwise 
specified.

2. Refer to “Are emerging markets losing their brand appeal?” in this edition of Global Economic Outlook.

3. Reserve Bank of India, “Inflation Expectations Survey of Households, round 3,” September 2013, http:// 
rbidocs.rbi.org.in/rdocs/Publications/PDFs/05IEHR281013.pdf. 

4. The RBI’s Inflation Expectations Survey of Households for the July–September 2013 quarter (33rd round) 
captures the inflation expectations of 4,960 urban households across 16 cities for both the following three 
months as well as the following year.

5. The consumer confidence survey is conducted by the RBI, and the business sentiment survey is conducted 
by Federation of Indian Chambers of Commerce and Industry. Both the surveys were last published in 
June 2013; also see Reserve Bank of India, Industrial outlook survey: Q2: 2013–2014 (round 68), October 
28, 2013, http://rbidocs.rbi.org.in/rdocs/Publications/PDFs/03IOS281013.pdf.

6. An index below the threshold of 100 signifies contraction.

7. Economist, “Rice farming in Japan: Political staple,” November 30, 2013, http://www.economist.com/news/
finance-and-economics/21590947-government-abolishes-previously-sacrosanct-agricultural-subsidies-
political.
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Russia: No quick fix
By Akrur Barua

RUSSIA’S economy continues to face short- 
and long-term challenges, so it was not 

surprising when growth disappointed in the third 
quarter as well. Industrial activity was weak, 
investments remained subdued, and oil revenues 
were weighed down by slowing global growth. 
More worryingly, consumer lending growth 
shows no sign of returning to manageable levels, 
thereby posing risks for the financial sector and 
consumer spending. The latter has been a key 
driver of economic activity, and any hit to this 

segment will hurt economic growth. Meanwhile, 
policymakers face the daunting task of pushing 
up potential GDP growth. To this end, they need 
bold reforms to expand the private sector, diver-
sify the economy, boost entrepreneurship, invest 
in knowledge, and tackle corruption. 

Economy chugs along 
in the third quarter

Real GDP grew 1.2 percent year over year in 
Q3 2013, the same pace as Q2 and much below 
the high growth rates (around 7 percent) experi-
enced before the global downturn of 2008–2009. 
Trends haven’t changed much since Q2; fixed 
investment growth is lingering in negative terri-
tory. Investments are not likely to revive sharply 

in the short term, given subdued demand 
and the curtailed investment plans of 
public sector behemoths. Meanwhile, 
industrial output also fell in Q3; figures 
for October show no improvement, and 
output is down 0.1 percent year over 
year. Other indicators lend credence to 
a gloomy short-term scenario for indus-
try. For example, new car sales dipped 8 
percent year over year in October despite 
a government program initiated in July to 
lower the cost of car loans. 

Growth in consumer expenditure is also likely 
to have fallen in Q3 due to increasing concerns 
about the economy, rising household debt, and 
declining consumer confidence. This is worrying 
because consumer expenditure has been a key 
driver of economic growth in the past few years, 

RUSSIA

Industrial activity was weak, 
investments remained subdued, and 
oil revenues were weighed down by 
slowing global growth. 
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Source: Oxford Economics, November 2013.
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Figure 1. GDP growth and key components
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Figure 2. Retail sales growth and unemployment
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especially with subdued investments and exports. 
The dip in consumer spending growth came 
about despite real wage gains due to a tight labor 
market and slowing inflation. Given that the con-
tribution of consumer spending to the economy 
is likely to weaken further in 2014–2015, it is 
imperative for policymakers to revive investment 
and exports.

Bank of Russia warns against 
high consumer lending 

Concerns about consumer lending refuse to 
die down, and the Bank of Russia (BOR) noted 
risks from the segment to overall stability in the 
financial sector. Consumer loans have been rising 
at a fast pace, and banking sector experts warned 
of a potential bubble in 2014. The unsecured seg-
ment, in particular, is worrisome. Despite central 
bank intervention and warnings, unsecured retail 
loan growth was still high at about 37 percent 
year over year in September, but this was lower 
than the above-50 percent growth in the begin-
ning of the year. 

The problem for consumers and banks is 
on two fronts. First, for banks, the share of 
short-term loans in the total loan portfolio has 
increased over the years as they cater to ris-
ing consumer demand for unsecured credit. 
Households in Russia have been increasingly 
turning to credit to fund their purchases, 
including durables. Second, for consumers, 
debt-servicing costs remain high due to tight 
monetary policy; the average cost of debt as a 
share of household disposable income stood at 
20 percent at the end of 2012. This poses risks 
for consumer finances and, in turn, bank profit-
ability. Currently, non-performing loans amount 
to 7.7 percent of total loans, up from 5.9 percent 
in the beginning of the year. The International 
Monetary Fund has cautioned on this trend, 

advising BOR to adopt ceilings on loan-to-value 
and debt-to-income ratios. 

The clouds dominate, but 
they are not so dark

In Q4 2013, a slight uptick in economic activ-
ity is expected due to a low base. However, it will 
not be enough to propel annual GDP growth 
beyond 1.5 percent, lower than the government’s 
revised forecast of 1.8 percent. Growth is likely 
to pick up, albeit moderately, in the latter half 
of 2014 due to monetary policy easing starting 
sometime in Q2 2014. Nevertheless, the central 
bank is expected to remain hawkish with cumu-
lative rate cuts of not more than 100 basis points 
next year. 

The economy will receive a boost from the 
stimulus measures announced earlier this year. 
Although the government is yet to provide 
details, it is expected to spend $40–50 billion on 
infrastructure and sops to industry, especially 
small and medium enterprises. This could boost 
fixed investment; growth in the segment is likely 
to rise to 4.5–5.0 percent by the end of 2015. 
However, until medium-term challenges are 
tackled, any sharp reversal in capital outflows is 
not expected. According to the BOR, net capital 
outflow is set to touch $62 billion this year, up 
from $56.8 billion in 2012. 

An overreliance on commodities 

Russia’s overreliance on hydrocarbons makes 
its growth heavily dependent on the fortunes of 
the global economy. Hydrocarbons account for 
nearly two-thirds of Russia’s exports and half 
of the government’s revenues. Of late, global 
economic growth has been slowing with emerg-
ing giants like China and India dipping to a lower 
growth trajectory. What has added to woes is 

Hydrocarbons account fornearly two-thirds of Russia’s 
exports and half of the government’s revenues.
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a revival in oil in the United States due to the 
discovery of recoverable shale deposits. So, with 
oil prices declining by about 9 percent since Q1 
2012, Russia’s GDP growth has declined from 
4.8 percent to 1.2 percent during this period. 
Meanwhile, in the realm of public finances, pub-
lic debt and deficit are manageable. However, the 
non-oil budget deficit is a concern. According to 
the Economist Intelligence Unit, Russia’s non-oil 
budget deficit is expected to rise from 3.6 percent 
in 2007 to 10.3 percent of GDP in 2013.

Meanwhile, reserves where oil can be easily 
extracted are slowly declining. This spells trouble 
for Russia’s hydrocarbons sector, given that any 
new exploration has to focus on remote areas like 
the Arctic and on shale formations in Bazhenov, 
Siberia. Although the latter is rumored to hold 
as much as 100 billion barrels of recoverable oil, 
the formations under it have not been extensively 
explored. So, the complexity of the extraction 
process is not yet clear to investors. At the same 
time, its remote location implies that setting up 
the requisite infrastructure for oil exploration, 
drilling, and transportation would require large 
investments. Given this and the complexity of 
extraction from shale, the cost of production 

is likely to be high. A review of the taxation 
structure has been an encouraging develop-
ment in recent months. Companies operating 
in Bazhenov will not need to pay the mineral 
extraction tax. Thus, the government is also con-
sidering cutting their export duty liabilities.

Other medium- to long-
term challenges

A key medium- to long-term challenge for 
Russia’s economy is the country’s ageing popula-
tion. According to projections by the World Bank 
and United Nations, the share of 15–64-year olds 
in total population is set to decline from 71.1 per-
cent to 68.7 percent between 2013 and 2018.1 To 
offset the economic impact of this, productivity 
has to be increased through large investments in 
both physical and human capital. Unfortunately, 
fixed investment as a share of GDP is currently 
low (average of 21.3 percent between 2007 and 
2012) relative to emerging-economy peers like 
China (44.1 percent) and India (30.4 percent). 
Human capital is another area where Russia’s 
edge is quickly eroding. The World Economic 
Forum’s human capital index ranks Russia 51 

Source: Oxford Economics, Bloomberg, November 2013.
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Figure 3. GDP growth in Russia and price of Urals crude
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Source: Oxford Economics, November 2013.
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Figure 5. Total fixed investments as share of GDP for BRICS (%; average for 2007–2012)
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Figure 4. Russia’s ageing population and projected rise in dependency ratio
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among 122 nations, with managerial talent in 
particular ranking pretty low. 

What compounds the misery in Russia is its 
lack of a diversified and sound private sector. 
Currently, institutional factors like the strong 
presence of the state in the econ-
omy and widespread corruption 
explain, to a large extent, the lack 
of entrepreneurial culture as well 
as sound managerial talent. No 
wonder then that Russia ranks 
low in measures of global com-
petitiveness. According to the 
World Bank’s ease of doing busi-
ness survey, Russia ranked a dismal 92 in 2013.2 
This is an improvement over its 2012 rank (112) 
and is above China (96), Brazil (116), and India 
(134) for the year. Nevertheless, with the current 
pace of economic reforms, it has a long way to 
go before attaining President Putin’s objective of 

making the country one of  the top 20 places to 
do business.

Recognizing the country’s medium-term 
weaknesses, the Ministry of Economy recently 
downgraded its average annual growth forecast 

until 2030 from 4 percent to 2.5 percent. This is 
lower than the expected global growth figures 
(3.0–3.5 percent) for that period. To regain the 
initiative would be a tough task and will require 
bold economic policy. Unfortunately, given the 
current trends in governance, this is not likely to 
happen very quickly. 

Source: World Bank, November 2013.
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Figure 6. World Bank’s ease of doing business rankings (1 denotes the best)
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1. Oxford Economics database, “WDI population ages 15–64 (% of total) (Russia).”

2. World Bank, “Ease of doing business index” (1=most-friendly business regulations), 2013, http://data. 
worldbank.org/indicator/IC.BUS.EASE.XQ?order=wbapi_data_value_2013+wbapi_data_value+wbapi_ 
data_value-last&sort=desc, accessed December 17, 2013. 

What compounds the misery in 
Russia is its lack of a diversified and 
sound private sector. 
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United Kingdom: 
Gaining momentum
By Ian Stewart

Ian Stewart is chief economist, 
Deloitte UK

IN the course of 2013, the United Kingdom went 
from being one of the rich world’s growth lag-

gards to being one of its stronger performers.
Over the last year, economists have raised 

their forecasts for UK growth next year more 
quickly than for any other big, industrial-
ized country (see figure 1). The European 
Commission predicts that the United Kingdom 
will be Europe’s fastest growing major economy 
in 2014 and 2015.1 In late November, the Bank of 
England's new governor, Mark Carney, pro-
claimed that recovery is “taking hold.”2 The day 
before, the Confederation of British Industry 
reported that confidence among small and 
medium-sized UK businesses—exactly the sorts 
of firms that one would expect to have been worst 
hit by the recession—was at a 25-year high.3 In 
the second and third quarters of 2013, the UK 

economy grew at above-trend 
rates, showing the fastest pace 
of growth in three years (see 
figure 2). 

In contrast, growth in the 
euro area almost came to a halt 
in the third quarter of 2013. 
As a symptom of the level of concern about the 
region, the European Central Bank unexpectedly 
cut interest rates in November. 

Before we get carried away, we need to put the 
UK picture in perspective. On average, econo-
mists expect that the United Kingdom will grow 
by 2.3 percent in 2014. Before the financial crisis, 
that would have been regarded as a normal, if 
unremarkable, growth rate. But after five years 
of economic contraction, a 2.3 percent growth 

UNITED  
KINGDOM

In the second and third quarters of 2013, the UK economy 
grew at above-trend rates, showing the fastest pace of 
growth in three years.
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Source: The Economist.
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Figure 1. Evolution of UK GDP growth forecasts (% YoY)
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rate looks relatively good and, if realized, would 
represent the strongest growth since 2007.

So far, the big swing factor in the rebound in 
UK growth has been consumer spending, which 
has been on a recovery path since late 2011 and 
outstripped growth in the rest of the economy for 
the last 18 months. In fact, this has been a classic 
UK upswing, with the consumer, and the housing 
market, in the lead. One source of anxiety is that 
the growth in consumer spending seems to have 
been financed mainly by lower levels of saving, 
increased indebtedness, and windfall gains from 
payment protection insurance compensation. 

On the output side of the economy, the 
fastest growing sectors have been close to the 
consumer: retail, hotels, restaurants, and con-
struction. Policymakers have been hoping for a 
balanced recovery, with manufacturing, exports, 
and investment in the driver’s seat. That has 
not happened yet. Yet investment often lags the 
economic cycle, with companies first exhausting 
spare capacity and then starting to invest. Given 
the raft of shocks companies have had to cope 
with in recent years, it would not be surprising 
if they want more evidence that the recovery is 
on track before committing to capital spending. 
Business surveys provide a good guide of where 

the economy is going, and the message from 
the latest crop—including Deloitte’s own survey 
of chief financial officers4—is that firms across 
sectors are gearing up to spend and to expand in 
2014 (see figure 3).

Stronger-than-expected UK growth has 
placed the bank of England in a dilemma. Last 
summer, the bank’s governor signaled that the 
bank would leave interest rates unchanged as 
long as the unemployment rate was above 7.0 
percent and inflation was under control. With 
the bank not expecting unemployment to fall 
below this threshold until mid-2016, the message 
was that interest rates would stay at rock-bottom 
levels for three more years. Since then, however, 
unemployment has fallen faster than expected. By 
November, the bank said that it saw a 50 percent 
chance that the jobless rate could hit 7.0 percent 
by late 2014—18 months sooner than forecast 
in August. An unexpectedly strong recovery has 
introduced a risk that the bank might need to 
raise rates in just a year, toward the end of 2014.

Forward Guidance was designed to bol-
ster activity, but it has been launched into an 
economy that is recovering faster than expected. 
As a result, interpreting when the Bank of 
England might raise interest rates, and under 

Source: The Economist and Deloitte calculations.

Graphic: Deloitte University Press  |  DUPress.com

Figure 2. UK GDP growth: Actual and forecast (% YoY)
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4. Ian Stewart, Debapratim De, and Alex Cole, “The Deloitte CFO survey: Q3 2013,” Deloitte LLP, September 
2013, http://www.deloitte.com/assets/Dcom-UnitedKingdom/Local%20Assets/Documents/Research/
CFO%20Survey/uk-insights-cfo-survey-2013-q3-full-report-v2.pdf, accessed January 6, 2014.

UNITED KINGDOM

Source: Deloitte CFO Survey.

Graphic: Deloitte University Press  |  DUPress.com

Figure 3. Deloitte CFO Survey: CFO risk appetite
 % of CFOs who think this is a good time to take greater risk onto their balance sheets
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what circumstances, has become more difficult. 
Financial markets assume that interest rates are 
likely to start rising in the middle of 2015. Base 
rates are anticipated to end 2015 at the 1.25 
percent mark, up from the current level of 0.5 
percent. The belief that rates will rise earlier than 
the bank points to a growing belief that the UK 
economy may be starting to normalize. Current 
base rates of just 0.5 percent are a powerful sign 
that the economy is not working.

Continued growth requires an absence of 
the sorts of external shocks—especially in the 
euro area—that derailed an incipient recovery in 
2011. To maintain the pace of the recovery, and 
to ensure a better-balanced pattern of activity, 
the United Kingdom will need a strong rebound 
in capital spending and in consumer incomes. 
Macro and financial uncertainties have lessened, 
but have not been eliminated. Nonetheless, the 
United Kingdom began 2014 in much better 
shape than it did in 2013. 
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Brazil: Festive season blues 
By Navya Kumar

BRAZIL is making a gloomy entry into the 
festive season after a dispirited third quarter, 

and a significant uptick in growth is unlikely for 
the rest of 2013 and 2014. While weak external 
demand continues to weigh on exports, inflation 
and policy hurdles are hampering consumption 
and investments. Deteriorating public finances 
are adding to the country’s woes. Meanwhile, 
disruptive street protests triggered by issues rang-
ing from foreign investments to public spending 
have become somewhat common. In October 
2013, Moody’s cut its outlook on Brazil’s sover-
eign rating from positive to stable, reflecting the 
country’s cloudy prospects and global image.1

Growth weakens and will 
likely remain subdued

The third quarter saw Brazil’s economy wane, 
and GDP declined 0.5 percent compared to the 
previous quarter—the worst performance since 
Q1 2009. On a year-over-year basis, GDP growth 
slowed to 2.2 percent in Q3 2013, compared to 
3.3 percent in the second quarter. Not only have 
stimulus measures of easy credit and tax cuts lost 
their thrust, demand for the country’s exports 
have also cooled. As a result, growth in industrial 

output slowed, manufacturing 
performance deteriorated, and 
mining remained lackluster. In 
addition, services lost pace, even 
as agricultural output contracted. 
The disappointing state of affairs 
has significantly dented consumer 
and investor sentiments in Brazil; 
consumer and business confidence 
indices in Q3 2013 reached their 
lowest levels in seven quarters (see 
figure 1).

Worryingly, the economy is 
likely to remain sluggish in the 
coming fiscal year due to subdued 
consumption and investments. 
The International Monetary Fund 
recently cut its 2014 outlook to 
2.5 percent from previous projec-
tions of 3.2 percent, and it con-
tinues to forecast a moderate 2.5 
percent GDP expansion for 2013. 
Growth prospects are expected 
to be constrained by high levels 
of inflation that limit real earn-
ings and consumption, even as 
policy challenges could dissuade 
business investments. 

BRAZIL
Navya Kumar is an economist 
and an assistant manager at 
Deloitte Research, Deloitte 
Services LP



1st Quarter 2014  | 49

Internal and external 
balances deteriorate

Unfavorable news continues to pile up for 
Brazil, which is experiencing slower growth and 
worsening current account and fiscal balances. 
As exports fall in the face of weak international 
demand, the country’s current account deficit 
from January to October of 2013 deteriorated to 
3.6 percent of GDP compared to 2.4 percent for 
2012. At the same time, Brazil’s fiscal deficit for 

the 12 months ending September 2013 stood at 3.3 
percent of GDP, the highest in nearly four years. 

To shore up public finances, the government 
will wind down some tax breaks, bring changes 
to unemployment benefits and minimum wage 
payments, and shrink lending by the state-owned 
Brazilian Development Bank. However, with 
elections coming up in 2014, spending is unlikely 
to be sharply curbed. As a result, despite some 
fiscal improvements in October, Brazil’s projected 
budget deficit—3 percent of GDP for the whole of 
2013—is still expected to exceed last year’s deficit 
of 2.4 percent.

Unfavorable fiscal conditions are stoking inves-
tors’ fears of a credit rating downgrade for Brazil, 
which along with other international factors, are 
weighing on the Brazilian real. The weak real, in 
turn, has been partially responsible for keeping 
the country’s inflation rate stubbornly above the 
central bank’s target of 4.5 percent. To beat a price 
rise and strengthen the currency, the central bank 
hiked the benchmark interest rate seven times this 
year by a total of 275 basis points from 7.3 percent 
in January to 10 percent in November. However, 
at the end of November 2013, the real was still 
12.4 percent weaker than in January, and inflation 
averaged 6.3 percent through the first 10 months 
of the year (see figure 2).

Investment environment 
discouraging

Of late, the government has taken a few 
measures to attract private, foreign invest-
ments into important sectors of the economy. 
For instance, the government recently increased 
the foreign investment cap in state-controlled 
Banco do Brazil from 20 percent to 30 percent. 
In October and November, the government also 
sold stakes in a large oil field and two airports to 
international consortiums.

However, these successes hide investors’ over-
all wariness. In 2012, total real fixed investment 
for Brazil fell to 18.8 percent of GDP from 19.8 
percent in the previous year. Foreign direct invest-
ments for the first 10 months of 2013 also fell 11.2 
percent year over year to $49.1 billion. Investor 
sentiment has been dampened by the marked 

BRAZIL
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Source: Banco Central do Brasil, November 27, 2013.

Graphic: Deloitte University Press  |  DUPress.com

Figure 1. Consumer and business confidence indices
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Figure 2. Interest rate, inflation, and exchange rate

Inflation rate (%)Interest rate (%) Real/$ (RHS)

Jan 2013

11

5

6

7

8

1.7

1.8

1.9

2.0

2.1

2.4

2.2
9

Jun 2013 Nov 2013

2.310



1st Quarter 2014  | 51

Endnote

1. Global Credit Research, Rating action: Moody’s changes the outlook on Brazil’s Baa2 sovereign rating to 
stable from positive, Moody’s Investors Service, October 2, 2013, https://www.moodys.com/research/
Moodys-changes-the-outlook-on-Brazils-Baa2-sovereign-rating-to--PR_283438.

slowdown in growth as well as delays in policy 
decisions due to political wrangling, protectionist 
stances, and unfavorable public reactions. Brazil 
recently experienced violent demonstrations 
against the oil field auctions; protesters viewed 
the move as a handing over of national resources 
to foreigners. 

Meanwhile, investments by the govern-
ment—already limited by a greater focus on 
social spending—declined from 2.0 percent 
in 2011 to 1.9 percent of GDP in 2012. Weak 
government investments have adversely impacted 

infrastructure development in the country, affect-
ing growth prospects. Congested ports and roads 
are hitting trade, while delays in the construction 
of several major hydroelectric power plants are 
hampering the expansion of electricity capacity. 
In addition, the government is struggling to get 
infrastructure ready for the upcoming football 
World Cup, which is likely to trigger more street 
protests by citizens who object to the use of pub-
lic money for a sporting event instead of health 
care or education. 

BRAZIL

Weak government investments have adversely impacted 
infrastructure development in the country, affecting 
growth prospects.
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The boom and beyond: 
Managing commodity 
price cycles
By Navya Kumar and Akrur Barua

COMMODITY-EXPORTING economies hit the 
mother lode in recent years when commod-

ity prices boomed in 2006–2008 and then again 
in 2010–2011. The brisk pace of global economic 
activity and rising demand from emerging 
markets drove up commodity consumption and 

prices. And the 
boom, in turn, 
boosted growth 
and fiscal balances 
for resource-
rich countries. 

However, com-
modity prices are 
cooling once again 
due to a slow-
ing of the global 
economy, changes 
in China’s growth 
model, and other 
macroeconomic 
factors. As the 
good times recede, 

the pitfalls of an overdependence on commodi-
ties are being revealed. Resource-centric econo-
mies are finding their economic growth and 
fiscal health vulnerable to the vagaries of global 

markets. They are also discovering that a neglect 
of other sectors has resulted in higher risks and 
fewer employment opportunities. 

Overcoming these challenges of commod-
ity dependence will require a targeted pursuit of 
economic diversification. Economies can start 
by focusing on adding value to their resources 
instead of taking the easy path of exporting raw 
materials. In addition, they will need to invest in 
developing a pool of high- and semi-skilled talent 
that can support diverse industries. Also required 
will be constitutional mechanisms limiting fiscal 
reliance on revenues from commodity exports.

Buildup to the boom: 
Commodity price surge 

A key economic characteristic of the new 
millennium has been the steady rise in commod-
ity prices, especially over the period 2000–2008 
(see figure 1). This was the result of a number of 
factors, including a prolonged period of strong 
global growth, restricted supplies, and, impor-
tantly, a sharp rise in demand from emerging 
markets. Robust growth in emerging markets has 
been a prominent driver of resource prices (see 
figure 2), boosting emerging markets’ share of 

SPECIAL TOPIC

Overcoming these 
challenges of  
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dependence will  
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pursuit of economic  
diversification.
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Source: International Monetary Fund, November 2013.

Graphic: Deloitte University Press  |  DUPress.com

Figure 1. Commodity prices and global economic growth
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Figure 2. Emerging markets growth and share of the global economy
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global commodity consumption. For example, 
China and India accounted for 2 percent of 
global fuel and mining imports in 1990; by 2008, 
their share had gone up to 12 percent, and it 
climbed further to 18 percent in 2012 (see figure 
3). The increasing prominence of commodities 
as an investment alternative is also influencing 
commodity prices. However, this phenomenon 
has also contributed to greater price volatility, 
particularly for crude oil, whose price fluctuates 
markedly as a result of politico-economic events.

Among the various commodities, hydrocar-
bons have undoubtedly been the center of most 
price-related discussions, with crude oil prices 
increasing by 244 percent during 2000–2008; 

this contrasts with price declines of 52 percent 
in 1980–1989 and 22 percent in 1990–1999. 
However, other resources have not been far 
behind (see figure 4). For example, the price of 
iron ore nearly quadrupled during 2000–2008, 
while that of copper almost tripled. Both of these 
metals had fared poorly in the previous decade, 
with iron ore prices falling by 15 percent and 
copper prices by 41 percent during 1990–1999. 
Meanwhile, food prices also gained steadily from 
2000 onward and spiked during 2006–2008, lead-
ing to a sharp rise in inflation across the world 
that resulted in social unrest in a number of 
developing economies. 
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Source: World Trade Organization, November 2013.

Graphic: Deloitte University Press  |  DUPress.com

Figure 3. Share of China and India in global commodity imports
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Figure 4. Price indices in select commodity categories
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Riding the wave: Benefiting 
from the commodity boom 

Resource-rich economies saw the commodity 
boom of 2000–2008 drive up economic growth 
(see figure 5) and push external balances into 
strong surpluses. For example, real GDP growth 
in oil-rich Saudi Arabia shot up to an annual 
average of 5.1 percent in 2000–2008, compared 
to 3.5 percent in 1990–1999. Other notable 
beneficiaries of the commodity boom were Chile 
(copper), Australia (iron ore and coal), and 
Brazil (iron ore, agricultural products, and oil). 
In fact, Australia, buoyed by China’s continued 
appetite for its resources, was the only devel-
oped economy that avoided a recession during 
the global economic downturn of 2008–2009. 

Africa has been another beneficiary of the 
commodity boom, given the continent’s large 
mineral reserves. 

The commodity boom also bolstered public 
finances (see figure 6) and encouraged expendi-
tures essential for sustainable economic growth 
and development (see figure 7). For instance, 
in Africa and the Middle East, particularly in 
the Gulf Cooperation Council (GCC) coun-
tries, infrastructure investments and social 
welfare spending increased. GCC members also 
started sovereign wealth funds (SWFs) with oil 
money. They began focusing on diversifying 
their economies by scaling up the value chain in 
manufacturing and services as well as by enhanc-
ing education, critical for long-term growth and 
job creation.

Source: Oxford Economics, November 2013.

Graphic: Deloitte University Press  |  DUPress.com

Figure 5. Real GDP growth for select commodity-exporting economies
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Source: Economist Intelligence Unit, November 2013.

Graphic: Deloitte University Press  |  DUPress.com

Figure 6. Fiscal balance as a share of GDP (%) for select commodity exporters
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Figure 7. Real gross fixed investment as a share of GDP (%) for select commodity exporters
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On the downswing: Strained 
commodity prices 

Commodity prices slumped in 2009 due to 
the global economic downturn, and although 
worldwide stimulus efforts revived prices in 
2010–2011, they seem to have stalled yet again, 
starting in 2012. For example, crude oil prices 
declined 1.4 percent between January 2012 and 
October 2013, while metal prices dipped 11.4 
percent in the same period (see figure 8). 

No doubt, stalling global growth is an impor-
tant reason for the current period of commod-
ity weakness, with slowing growth in emerging 
economies of greater concern for commodity 
exporters. GDP growth for China, a major com-
modity importer, dipped to 7.8 percent year over 
year in Q3 2013 from 12.1 percent in Q1 2010 
(see figure 9). The decline in growth for India, 
another large commodity consumer, has been 
sharper. More worrisome is that China’s growth 
is unlikely to return to the double-digit levels of 
1990–2008 in the medium term, as its policy-
makers are focusing more on equality. According 
to the International Monetary Fund (IMF), real 

GDP growth in China is set to remain below 8 
percent through 2013–2018. Furthermore, any 
shift in China’s growth model will also alter the 
country’s commodity consumption mix, affecting 
global prices. For instance, demand for construc-
tion-related commodities could ease as the coun-
try moves away from its investment-oriented 
economic model. Slowing growth in other large 
commodity importers—the United States and 
the European Union—has also adversely affected 
commodity prices.

The current strain on global commodity mar-
kets is also due in part to two significant trends: 
reviving investor risk appetite and a possible 
winding down of the US Federal Reserve’s (Fed’s) 
quantitative easing (QE) program. The former 
has been responsible for rising interest in equities 
with commodities, with gold especially losing 
out (see figure 10); gold prices have declined 
34.6 percent since their peak in September 2011. 
Meanwhile, any move by the Fed to trim down 
QE is likely to impact liquidity, which is a prime 
driver of speculation in commodity markets. 
Moreover, as cheap money returns to the United 
States, the dollar could become stronger, thereby 
becoming an added drag on commodity prices. 

Source: International Monetary Fund, November 2013.
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Figure 8. Price index for select commodities
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Source: Economist Intelligence Unit, Eurostat, November 2013.
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Figure 9. Real GDP growth rates of select key commodity consumers (%, YoY)

USEUChina

Q1 2010 Q1 2012 Q1 2013

14

-2

0

2

4

6

8

10

12

Q1 2011

Source: Bloomberg, November 2013.

Graphic: Deloitte University Press  |  DUPress.com

Figure 10. Gold price and S&P 500 movement since January 2011
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There have been significant changes in the 
supply situation as well. For example, shale dis-
coveries could help the United States, the world’s 
foremost importer of petroleum, achieve a high 
degree of energy self-sufficiency. Rising invest-
ments in mining across Africa and Asia are also 
likely to assist supply in the short to medium 
term. No wonder, then, that the IMF expects its 
overall commodity index to decline 12.6 per-
cent over 2013–2018. While metal prices are set 
to remain nearly flat, double-digit declines are 
expected in agricultural and energy commodities. 
The latter is likely to benefit from reduced politi-
cal risk as well, especially if current strains in the 
Middle East ease. 

Pitfalls: Hazards of 
commodity-centric growth

Resource-dependent economies are often 
particularly vulnerable to global economic 
conditions, as their exports, and therefore their 
growth, are tied to the volatility of global com-
modity markets. Easing commodity prices since 
2012 have dented growth in several key com-
modity producers, such as Chile and Russia. 

While Chile’s economic fortunes are closely tied 
to international copper prices (see figure 11), 
Russia’s economic performance follows oil prices. 
With the price of both products easing, economic 
growth has slowed in both countries. In Chile, 
GDP growth declined to 4.1 percent year over 
year in Q2 2013 from 9.8 percent in Q1 2011; 
over the same period, Russian growth declined to 
1.2 percent from 3.8 percent.

The recent commodity boom also made 
some countries complacent in their efforts to 
undertake reforms and bolster public finances. 
For instance, in Russia, as more oil money 
flowed in—making up more than 50 percent of 
government revenue—state spending shot up. 
The country’s non-oil budget deficit continued 
to widen: It is set to rise to an estimated 10.3 
percent of GDP in 2013 from 3.6 percent in 2007.  
Closing this gaping non-oil budget deficit by cut-
ting costs and diversifying the economy is only 
now gaining attention as global oil prices subside 
and oil production becomes more challenging. 
GCC economies, meanwhile, have also failed to 
diversify government revenues, levying negli-
gible taxes and relying heavily on oil sales for 
public finances. 

Source: Economist Intelligence Unit, International Monetary Fund, November 2013.
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Figure 11. Copper prices and GDP growth in Chile
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Source: Australian Bureau of Statistics, November 2013.
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Figure 12. Mining and manufacturing as a share of GDP in Australia (%)
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Furthermore, as commodities become a 
larger contributor to GDP, some economies 
appear to have allowed other sectors to take a 
backseat. This is not only risky for growth, but 
can also limit job opportunities for people of 
different abilities and aspirations. For instance, 
in Australia, even as mining activity has grown, 
manufacturing has declined due to high labor 
and energy costs, as well as Australian manufac-
turers’ relatively low economies of scale com-
pared to US or German manufacturers (see figure 
12). Australia ranks the third-highest globally in 
hourly direct pay in manufacturing, while elec-
tricity costs for manufacturers have increased by 
67.5 percent since 2008.

In addition, extraction industries in a number 
of commodity-rich countries are controlled 
by state-owned monopolies. As a result, such 
economies often face market inefficiencies and 
below-par utilization of resources. In Venezuela, 
for example, the oil sector is hobbled by political 
demands. The state-owned oil company Petroleos 
de Venezuela is often called upon to fund social 
programs and fuel subsidies, leaving the com-
pany with little to invest in oil exploration and 
production. As a result, Venezuela’s total oil 

output has declined to 2.5 million barrels per day 
in 2012 from its peak of approximately 3.5 mil-
lion barrels per day in 1997. Meanwhile, Brazilian 
state-owned oil company Petrobras has only 
recently started to undo years of inefficiency by 
focusing on cutting costs and improving returns 
from investments. 

The way forward: Attaining 
sustainable growth

Economic diversification is tough to attain, 
but it is the only real safeguard for commodity 
producers against the vagaries of the commodi-
ties market. As the intention to reduce com-
modity dependence is often left by the wayside 
at the next boom, constitutional mechanisms 
may have to be introduced to curb the tendency 
to rely solely on commodities. Curbs may also 
need to be placed on the quantity of and purpose 
for which surpluses arising from commod-
ity exports may be used. For example, Norway 
directs most of its oil revenue into a fund and 
allows only 4 percent of the fund to be tapped for 
public spending. 
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Countries that formulate their budgets 
around commodity trade should also ensure that 
they are incorporating rational price assump-
tions. For example, while Oman’s budget for 
2014 assumes oil prices of $85 per barrel, Russia’s 
budget assumes prices of $101 per barrel. Using 
long-term commodity prices rather than spot 
prices in budget planning is perhaps a wise 
move; this approach is already being adopted 
in Chile, which draws substantial state revenue 
from copper. 

A first step toward economic diversifica-
tion could be to shift from exporting mere raw 
commodities to more value-added products. The 
technical know-how required for adding value 
to raw commodities may call for private-sector 
participation or even international collabora-
tion. For instance, Ethiopia is collaborating with 
various entities in India and China to establish 
leather products industries rather than exporting 
only semi-processed hides and leathers. Uganda, 

which discovered oil in 2006, is working to estab-
lish the country’s first refinery, which will not 
only add value in its oil sector but also create jobs 
and strengthen the country’s infrastructure.

Focusing on research and education will 
also be important for commodity-rich countries 
seeking to diversify into manufacturing and 
services. These efforts are critical to developing 
a pool of high- and semi-skilled workers who 
can operate in high-value-added sectors, which 
in turn can boost overall job opportunities. In 
this context, Saudi Arabia’s efforts to develop a 
manufacturing and knowledge economy by 2025 
(see figure 13) are laudable. Meanwhile, countries 
seeking to move away from resource-centric 
economic models will need to prevent labor 
market distortions that generally occur during 
commodity booms. This will help ensure that 
talent is not diverted into relatively low-skilled 
but temporarily high-paying positions in the 
extraction industry. 

Source: Central Department of Statistics and Information of Saudi Arabia, November 2013.

Graphic: Deloitte University Press  |  DUPress.com

Figure 13. Mining and manufacturing activities in Saudi Arabia (%)
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Are emerging markets 
losing their brand appeal?
By Dr. Rumki Majumdar

THIS past summer, markets in the emerging 
economies went on a roller-coaster ride as 

investors worldwide started selling risky emerg-
ing-market assets. What led to a “sky is falling” 
reaction among investors was the indication by 
the Federal Reserve Bank of the United States 
(Fed) of a possible reduction in its monetary 
policy stimulus on May 22, 2013, which some-
what eased after the Fed deferred its decision to 
taper its monetary policy stimulus on September 
18, 2013.

What was noticeable was that the degree of 
impact during this period of heightened uncer-
tainty (PoU refers to the period between May 

22, 2013 and September 18, 2013) differed for 
different emerging economies. The extent of 
vulnerability in some of the emerging economies 
made it evident that risk perception of investors 

associated with the emerg-
ing economies differed sub-
stantially due to their relative 
performances and economic 
fundamentals. While panic 
gripped almost all of them, the 
economies that belonged to the 
weaker end of the performance 
spectrum were punished the 
most by investors. 

The Fed’s decision not to 
taper turned out to be short 
term when it decided to reduce its stimulus in the 
FOMC meeting in December.1 In the following 

10 days, Turkey was 
the first emerging 
market to experience 
a 5 percent deprecia-
tion in its currency 
against the US dollar 
and a 10 percent fall 
in the equity index. 
Will other emerging 
economies soon fol-
low suit? Will there 
be a repeat of the 

events experienced last summer? Are the emerg-
ing economies fundamentally strong enough to 
deal with the uncertainty associated with Fed’s 
actual tapering? In the last two decades, the share 
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While panic gripped almost all of them, the 
economies that belonged to the weaker end of 
the performance spectrum were punished the 
most by investors.
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of emerging economies in global output has 
increased from 35 percent to over 50 percent. 
The global growth momentum during 2003–2011 
was driven primarily by these fast-rising emerg-
ing economies, as the growth contribution of 
advanced economies took a back seat. However, 
if these emerging economies are hurt by height-
ened global uncertainties, would that put an 
end to the era of outperformance of emerging 
economies? This article attempts to answer some 
of these questions by comparing the economic 
fundamentals of 12 emerging economies, span-
ning all continents.

A recap of the events since May 

It all started in May with a taper tipoff by 
the Federal Reserve Chairman Bernanke, which 
triggered turmoil in the market. Investors were 

unaware of its inevitability, but sooner-than-
expected tapering of the Fed’s quantitative easing 
policy made them wary of the potential impact of 
liquidity shortages and uncertainties in emerging 
markets that have grown accustomed to unprec-
edented flows of short-term capital from abroad. 
Ironically, a close assessment of Bernanke’s 
speech made to the Joint Economic Committee, 
US Congress, on May 22, 2013 reveals that there 
was no formal mention of the Fed’s tapering. 
What markets reacted to was a statement made 
by Bernanke in the question-and-answer session 
after the speech that said, “In the next few meet-
ings, we could take a step down in our pace of 
purchase.” In the months that followed, uncer-
tainty regarding the Fed’s policy heightened as 
some of the economic data pointed to a better 
recovery in the United States; Bernanke also reaf-
firmed in some of his speeches in the following 
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two months that tapering may happen sooner 
in light of an improving economy. However, it 
was the investors who got ahead of themselves, 
anticipating with confidence that the Fed would 
announce its tapering in September’s meeting. 
Investors worldwide started pulling money back 
to the United States by selling risky assets, mostly 
those of the emerging markets, in favor of US 
securities as well as cash. Consequently, almost 
all emerging economies experienced a sudden 
capital outflow that sent shock waves to their 
stocks, currencies, and bond markets. To the 
markets’ surprise, the Fed unexpectedly refrained 
from reducing the $85 billion pace of monthly 
bond buying in its much-anticipated FOMC 
meeting on September 18, 2013. This decision 
to maintain quantitative easing helped bonds, 
stocks, and currencies in emerging economies to 
claw back up to restore their summer losses. 

However, the relief was short term, and the 
Fed finally announced on December 19, 2013 
that it would start tapering its massive stimulus 
program, showing confidence in the recovery of 
the US economy and the job market. Beginning 
in January, the Fed will add $75 billion per 
month in agency-mortgage-backed securities and 
longer-term securities to its holdings, down from 
the $85 billion monthly asset purchases it has 
made for more than a year.2

The differentiated response 

While all 12 emerging economies were 
affected during this PoU, the extent of volatility 
differed substantially among these economies. 
The four panels in figure 1 analyze the year-to-
date experiences in the currency, bonds, and 
stock markets and the currency reserve situation 
of the emerging economies as well as volatility 
during the PoU. Figure 1a shows that, while local 
currencies in all these economies depreciated 
against the US dollar during the PoU, currencies 
in India, Brazil, Indonesia, Turkey, and Malaysia 
fell by double digits. Extreme volatility in cur-
rencies compelled the policy authorities of these 
economies to intervene with urgency in order to 
correct the course of depreciation. India is the 
only economy to have gained some of the ground 
it lost after the deferment of the Fed’s tapering 

announcement in September; currency is still 
depreciating for rest of the economies. For China 
and South Korea, the currency appreciated this 
year, despite a brief fall during PoU. 

In contrast to the impact on currency, only 
a few of the emerging bond and stock markets 
suffered an extreme adverse impact due to the 
fierce selloff as shown in figures 1b and 1c. While 
high demand for US Treasuries drove down bond 
rates, only a few economies witnessed a sharp 
widening of the interest rate spread with respect 
to the 10-year benchmark rate of the United 
States. Turkey, Indonesia, India, and Brazil saw a 
sharp rise in the interest spread while it narrowed 
in Russia, South Korea, Malaysia, and China dur-
ing the PoU. Indonesia and Brazil—whose inter-
est rates spread vis-a-vis the 10-year benchmark 
rate of the United States had been rising prior to 
the PoU—saw the gap widening further during 
and after the PoU. 

Stock markets in Turkey, Indonesia, the 
Philippines, and Thailand were strongly hit dur-
ing the PoU. Fierce asset selloff and a sudden out-
flow of portfolio investment led to a sharp fall in 
equity prices. For the Philippines, Malaysia, and 
India, there was a severe reversal of their stock 
market trends during the PoU. However, markets 
in Malaysia and India were back on the rising 
track after September and exceeded their levels 
prior to the PoU. Surprisingly, markets in South 
Africa, Mexico, Russia, South Korea, and China, 
which have been falling prior to PoU, improved 
during the PoU and continued to strengthen after 
that period. This probably indicates that a por-
tion of capital withdrawn from all other nations 
flowed into these economies.

Due to strong domestic currency deprecia-
tion, currency reserves fell for most of the econo-
mies during the PoU, except for Mexico, South 
Korea, and China (see figure 1d). One of the 
reasons for this fall was the selling off of US cur-
rencies by central banks in order to halt the local 
currency depreciation. Reserves fell the most in 
Indonesia, the Philippines, and India due to high 
currency and stock market vulnerabilities, as 
shown in the panels above. While the Philippines 
gained some of the ground it lost after the Fed’s 
announcement to delay tapering, reserves have 
continued to fall in India and Indonesia. 
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Source: Factset, Deloitte Services LP economic analysis. Last date of observation on daily figures for figures 1a-1c: November 29, 2013.
* Period of Uncertainty (PoU) refers to the period between May 22, 2013 and September 18, 2013.

Graphic: Deloitte University Press  |  DUPress.com

Figure 1. The impact of uncertainty on currency, bond, and stock markets and their impact on reserves

a. Currency depreciated for all during PoU* b. Not all economies saw a rapid sovereign sell-off

c. Equity index was hit worst for four economies d. A few exchange reserves suffered a setback
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Figure 2 summarizes the market responses 
of the 12 emerging economies discussed above 
during the PoU and their relative positioning 
in terms of the degree of impact. Markets in 
Indonesia, India, Turkey, and Brazil were the 
worst affected among the 12 economies, while 
China and South Korea were relatively unaf-
fected. India saw correction in two of its markets 
since September.

Checking the economic 
fundamentals

The question is why markets in some econo-
mies were battered during the PoU while others 
remained unscathed. The reason could be that 
either investors were irrational, which may not 
be completely untrue, or they cautiously moved 
out of countries whose economic outlook did 
not look promising in the long run. The second 
reason underlines an investor’s risk perception of 
an economy as an investment destination. These 
perceptions are based on various economic and 
non-economic factors. The four panels of figure 
3 elaborate on a few selected economic funda-
mentals and the relative economic performance 
of the 12 emerging economies and analyses their 

risk profiles relative to each other. The color of 
the country represents the degree of relative risks; 
red indicates relatively high risk, yellow indicates 
relatively moderate risk, and green indicates 
relatively low risk. 

Among the most important criteria for assess-
ing the risk of an economy as an investment des-
tination are its growth outlook and its stability. 
Economies with high growth and low inflation 
are usually deemed as low-risk and high-return 
investment destinations. Strong growth increases 
the probability of higher returns on investment, 
while low inflation prevents the erosion of their 
investment returns in the long run. In figure 3a, 
the economies are positioned relative to each 
other based on their real economic growth and 
consumer price inflation in the latest quarter 
2013 Q3. China, Philippines, and Malaysia are 
economies with relatively high growth and low 
inflation. On the other hand, Brazil, Russia, 
and South Africa are at the other extreme of 
growth and inflation. Though India, Indonesia, 
and Turkey have relatively higher growth, these 
economies have also been experiencing very high 
and persistent inflation in the last couple of years. 
As a result, these economies are experiencing 
high uncertainties with respect to their growth 
sustainability and returns on investments. 

Source: Factset, Deloitte Services LP economic analysis, November 2013.
Note: The red indicates strongly negative impact on the market, orange represents a moderately negative impact while green shows low 
or no impact. The countries have been clubbed into the three categories.
* Period of Uncertainty (PoU) refers to the period between May 22, 2013 and September 18, 2013.

Graphic: Deloitte University Press  |  DUPress.com

Figure 2. The differentiated response during the Period of Uncertainty* in emerging economies

Market reaction EM Exchange rate 10 yr rate spread MSCI Reserves
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A second important consideration is the 
governance, political situation, and fiscal respon-
sibility of the government of these economies. 
Figure 3b positions the economies with respect 
to their current political and policy uncertainties. 
Transparency in policy making and bureaucracy, 
measured and ranked by the IMF,3 is high for 
most of these economies. However, for some 
economies, political uncertainties due to the 
impending elections at the national levels are 
resulting in policy paralysis and delays in the 
implementation of meaningful reforms. Six of 
the 12 nations are up for election in the next 
two years. This has implications for the stabil-
ity of the institution as well as the direction of 
actual policy decisions, which tend to be sub-
optimal.4 Not only does a change in governance 

influence policy implications, even the margin 
of victory of the winning parties (electoral 
margins) can also matter in determining policy 
risks.5 For example, India, Indonesia, Turkey, 
and South Africa will have their government 
elected in 2014. However, uncertainty in Turkey 
and South Africa is lower because their present 
leaders are expected to remain dominant in the 
future. On the other hand, current ruling parties 
in India and Indonesia are losing support and 
public confidence. 

For India, Malaysia, and Brazil, the fiscal 
deficit has been widening, putting additional 
pressure on their high levels of public debts (see 
figure 3c). A bout of populist spending in any 
year, especially for economies that are close to 
an election, can throw the budget management 

Among the most important criteria for assessing the risk 
of an economy as an investment destination are its growth 
outlook and its stability.
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off the balance, raising the probability of a 
sovereign default. 

The last panel depicts the relative volatility of 
domestic currency to that of the inflows of port-
folio investments in these economies from 2009 
until the first half of 2013. While currency valu-
ation can be an important factor in determining 
the direction of capital flows,6 strong capital flows 
also influence the valuation of currency. Hence, 
their relationship runs in both directions. Again, 
volatility in capital flows may not be the only 

factor resulting in currency instability. The objec-
tive of this comparison is to indicate whether or 
not the monetary policies were effective enough 
to stabilize currency after the financial crisis 
when capital flows turned highly volatile. While 
none of the economies belonged to the region 
of high volatility in capital and currency dur-
ing this period (this does not include the period 
after June 2013), monetary policy appears to have 
been relatively less effective in Turkey, Russia, 
South Africa, Brazil, and India. 

Source: EIU, IMFWEO, Bloomberg, Factset, National Central Banks, Deloitte Services LP economic analysis, November, 2013.
Note: The red indicates strongly negative impact on the market, orange represents a moderately negative impact while green shows low 
or no impact. The countries have been clubbed into the three categories.

Graphic: Deloitte University Press  |  DUPress.com

Figure 3. Fundamental assessment of the emerging economies

a. Low growth and high inflation are concerning

 Growth and consumer prices inflation (2013 Q3)   

b. Political uncertainty and transparency leading to policy paralysis

 Political uncertainty and transparency in policy making

c. Fiscal account deteriorating for few, raising debt
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d. Ineffective monetary policy to check currency volatility due to 
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Source: Bloomberg, National Central Banks, Deloitte Services LP economic analysis, September-November 2013.
Note: The red indicates strongly negative impact on the market, orange represents a moderately negative impact while green shows low 
or no impact. The countries have been clubbed into the three categories. 

Graphic: Deloitte University Press  |  DUPress.com

Figure 4. The imbalance in the external account in Q2 2013
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Most of the emerging economies also suffer a 
skewed balance of payments. Figure 4 compares 
the current account balances of the emerging 
economies and the direct investment inflows 
during the second quarter of 2013, the latter rep-
resenting a stable source of investment and rev-
enues for the economy.7 Economies like Turkey, 
Thailand, South Africa, India, and Indonesia have 
reported a large and growing current account 
deficit as a percentage of GDP. However, the 
proportion of direct capital investment is mere a 

fraction of GDP. In other words, a very small pro-
portion of the capital account is being invested 
in production and building long-term assets in 
these economies. Although these economies have 
a strong reserve balance to finance their imports, 
a rising deficit can quickly deplete their exchange 
reserves in the absence of a stable source of 
investment income. This is not simply a possibil-
ity; the turmoil this past summer is an evidence 
of that.
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Digging deeper into 
structural inadequacies

It is evident from the above two sections that 
economies with poorer fundamentals and weaker 
policies have been hit harder. Digging deeper, it 
is apparent that poor fundamentals are due to 
structural problems. The three panels of figure 5 
show that most of the economies have grown in 
terms of market size, but they lack basic infra-
structure to support the market. 

Some of these economies are highly 
uncompetitive (as ranked by the IMF, Global 

Competitiveness Index), and business and 
investment decisions are often sub-optimal. 
According to figure 5a and 5b, India, Russia, 
Brazil, Philippines, Mexico, and South Africa 
are relatively poor in terms of infrastructure 
and competitiveness. Over the last two decades, 
these economies have successfully moved away 
from agriculture to manufacturing and into the 
services sector. However, most of these econo-
mies lack the ability to innovate and the knowl-
edge to broaden their scope of production and 
income generation. 
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Source: EIU, IMFWEO, Deloitte Services LP economic analysis, 2013.

Graphic: Deloitte University Press  |  DUPress.com

Figure 5. Structural factors contributing to economic fundamentals

a. Large market size but inadequate infrastructure

 IMF ranking of market size and basic infrastructure   

b. Competitiveness a concern for few

 Global Competitiveness Index by IMF

c. Share of agriculture reduced for all, contribution of services on the rise for few*
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Source: EIU, IMFWEO, Bloomberg, Factset, National Central Banks, Deloitte Services LP economic analysis, November.
Note: The red indicates strongly negative impact on the market, orange represents a moderately negative impact while green shows low 
or no impact. The countries have been clubbed into the three categories.

Graphic: Deloitte University Press  |  DUPress.com

Figure 6. Relative risk position of the economies based on economic fundamentals and structural factors
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But for some economies, the problems are more deeply 
rooted, and short-term fixes will probably not help. 

Questions still unexplored 

The last 10-odd years have been a good run 
for emerging markets. The remarkably rapid 
growth of the emerging economies during 
2003–2011 marks the biggest economic revolu-
tion in the modern history. Growth in most of 
the emerging economies gained substantially due 
to a combination of an inflow of excessive and 
cheap capital from advanced economies and high 
commodity prices fueled by strong growth and 
rising demand in China. But now, many of these 
emerging economies face severe economic crises 
as global uncertainties increase. This implies 
that these economies have to rely more on eco-
nomic fundamentals in order to grow. However, 
a tightening of global financial conditions in 
recent months has exposed a divergence in the 

fundamentals of these economies.8 The Federal 
Reserve’s decision to postpone the announce-
ment of reducing monetary policy stimulus in 
September 2013 might have eased the tension 
for the moment and bought some time for these 
economies to bounce back. But for some econo-
mies, the problems are more deeply rooted, and 
short-term fixes will probably not help. The 
Fed’s recent announcement to taper implies that 
global uncertainties are here to stay. The question 
is, can these emerging economies sustain their 
growth story in the future? Are the emerging 
economies losing their brand appeal? While we 
continue to ponder over these questions, I leave 
you with a relative risk positioning of these 12 
economies, based on the economic fundamentals 
discussed above. 
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INDICES

Yield curves (as of December 24, 2013)*

US Treasury 
bonds & notes

UK  
gilts

Eurozone govt. 
benchmark

Japan 
sovereign

Brazil govt. 
benchmark

China  
sovereign

India govt. 
actives Russia‡

3 months 0.06 0.37 0.14 0.06 10.23 4.25 8.61 6.15

1 year 0.12 0.39 0.22 0.08 10.70 4.24 8.87 6.17

5 years 1.70 1.80 0.89 0.21 12.83 4.48 8.77 7.24

10 years 2.93 2.96 1.88 0.68 10.88 4.63 8.82 7.92

Composite median GDP forecasts (as of December 24, 2013)*

US UK Eurozone Japan Brazil China Russia

2013 1.7 1.4 -0.4 1.8 2.3 7.6 1.5

2014 2.6 2.45 1 1.6 2.3 7.5 2.4

2015 3 2.4 1.4 1.2 2.8 7.2 2.65

Composite median currency forecasts (as of December 24, 2013)*

 Q1 14 Q2 14 Q3 14 Q4 14 2015 2016 2017

GBP-USD 1.6 1.6 1.59 1.58 1.57 1.55 1.57

Euro-USD 1.32 1.3 1.29 1.28 1.25 1.28 1.27

USD-Yen 104 105 107 109 113 105 102

USD-Brazilian Real 2.35 2.35 2.37 2.35 2.45 2.43 2.26

USD-Chinese Yuan 6.06 6.04 6.02 5.99 5.93 5.93 5.87

USD-Indian Rupee 62.67 63 62 62 62 57 56

USD-Russian Ruble 33.18 33.47 33.35 33.75 34.09 33.84 33.57

OECD composite leading indicators (amplitude adjusted)†

US UK Eurozone Japan Brazil China India Russia 
Federation

Dec 11 99.77 98.82 99.75 100.04 98.51 99.96 100.07 102.61

Jan 12 99.96 98.85 99.70 100.09 98.66 99.88 99.99 102.43

Feb 12 100.08 98.91 99.67 100.11 98.93 99.89 99.91 102.17

Mar 12 100.12 98.96 99.61 100.09 99.19 99.87 99.81 101.77

Apr 12 100.08 99.00 99.53 100.03 99.41 99.79 99.69 101.25

May 12 99.99 99.05 99.42 99.92 99.57 99.73 99.56 100.69

Jun 12 99.90 99.14 99.29 99.79 99.73 99.72 99.41 100.20

Jul 12 99.85 99.29 99.17 99.67 99.86 99.76 99.24 99.83

Aug 12 99.85 99.47 99.06 99.58 99.95 99.85 99.07 99.58

Sep 12 99.92 99.66 99.00 99.52 99.98 99.92 98.91 99.41

Oct 12 100.02 99.84 99.00 99.52 99.95 100.00 98.75 99.27

Nov 12 100.13 99.97 99.07 99.57 99.86 100.06 98.59 99.15

Dec 12 100.25 100.05 99.19 99.69 99.73 100.10 98.45 99.06

Jan 13 100.36 100.10 99.34 99.87 99.62 100.10 98.30 99.01

Feb 13 100.48 100.13 99.50 100.09 99.54 99.96 98.16 99.02

Mar 13 100.57 100.17 99.64 100.30 99.45 99.75 98.03 99.06

Apr 13 100.65 100.25 99.77 100.50 99.36 99.50 97.90 99.13

May 13 100.74 100.36 99.93 100.65 99.28 99.27 97.79 99.23

Jun 13 100.81 100.52 100.10 100.77 99.23 99.13 97.69 99.34

Jul 13 100.84 100.75 100.29 100.87 99.25 99.08 97.62 99.48

Aug 13 100.84 101.01 100.50 100.99 99.34 99.11 97.58 99.60

Sep 13 100.82 101.24 100.72 101.13 99.48 99.21 97.57 99.70

Oct 13 100.77 101.42 100.92 101.27 99.53 99.35 97.57 99.74

*Source: Bloomberg       ‡MICEX rates        †Source: OCED

Note: A rising CLI reading points to an economic expansion if the index is above 100 and a recovery if it is below 100. A CLI which is declining points to an economic 
downturn if it is above 100 and a slowdown if it is below 100. 
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Additional resources

Deloitte Research thought leadership
Asia Pacific Economic Outlook, January 2014: Australia, China, Indonesia, Japan

United States Economic Forecast, December 2013

Issue by the Numbers, November 2013: The solution revolution in education

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,  
at +1 703.251.1800 or via e-mail at jshumadine@deloitte.com.

http://www.dupress.com/collection/economic-outlooks/#asia-pacific-economic-outlook-november-2013
http://www.dupress.com/collection/economic-outlooks/#us-economic-forecast-december-2013
http://dupress.com/collection/economic-outlooks/#issues-by-the-numbers-november-2013
http://www.dupress.com/collection/economic-outlooks/#asia-pacific-economic-outlook-november-2013
http://www.dupress.com/collection/economic-outlooks/#us-economic-forecast-december-2013
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