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Interesting times
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Global Letter: interesting times 
In our view, the biggest risk to the global economy in 2017 would be a serious 
escalation of US-China trade tensions. At minimum we expect China to be declared a 
"currency manipulator" and for specific cases to be brought against China. Further 
escalation will depend on finding common ground and recognizing the risks of 
aggressive actions. 

United States: two legislative moves that you need to know 
It is important to understand the process for implementing proposed policy changes in 
order to gauge the timing of such changes and the impact to the economy. There are 
two legislative moves to note – the Congressional Review Act may be used to reverse 
some regulation while the budget reconciliation process could facilitate the repeal of the 
Affordable Care Act and tax reform. 

Euro Area: starting the year with a bang 
We will see a “hump” in the data in late 2016-early 2017, with growth decent and 
inflation close to 2%. However, both will fade. The move higher in inflation is unlikely to 
be sustained, even taking into account indirect effects of oil prices. Time for rate hikes 
from the ECB or early tapering? We believe that these arguments are premature. 

Asia: 3.5% of GDP fiscal deficit to support growth 
We expect India’s FM Jaitley to target a fiscal deficit of 3.5% of GDP in FY18, relaxing 
the 3% target, to support growth. The G-sec market will likely see excess demand with 
net Central borrowing of Rs5000bn and RBI OMO of Rs2200bn. 

Emerging EMEA: Turkey: inflation on the rise 
Exchange rate pass-through has already begun feeding into consumer prices. 

Latin America: Mexico: the rising cost of living 
We expect inflation to peak at 5.3% in mid-2017 after large hikes to the price of 
gasoline, gas and electricity in 2017. Consumption eventually should decelerate. 

UK: it’s not Champagne time yet 
Solid PMIs raise the question of Brexit, what Brexit? However, we think it would be a 
mistake to argue that the Brexit referendum will be irrelevant for UK growth. Yes the 
economy has grown solidly so far, but there is little to suggest that is sustainable. 
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Global Letter 
 
Ethan S. Harris 
Global Economist 
MLPF&S 

 .   
Interesting times 
Markets have been in a limbo state in recent weeks, but are starting to heat up again as 
the January 20th US presidential inauguration approaches: 

• In our view, the biggest risk to the global economy in 2017 would be a serious
escalation of US-China trade tensions.

• At minimum we expect China to be declared a “currency manipulator” and for
specific cases to be brought against China.

• Further escalation will depend on finding common ground and recognizing the risks
of aggressive actions.

Turning up tensions? 
US-China is arguably the most important bilateral relationship in the global economy. It 
pairs the hegemon with the rising power; the two biggest countries in terms of trade 
and GDP; the most important source of FX reserves and the biggest holder of reserves; 
and hence the two countries with the most power to move the global markets and 
economy. 

Clearly this relationship will be tested in the coming months, as relations with China are 
a centerpiece of president-elect Trump’s agenda. He has argued that many Chinese 
policies are unfair, including currency manipulation, theft of trade secrets, hacking, and 
lax labor and environmental regulation. With the inauguration only a couple weeks away, 
we have stepped up our efforts to prepare investors for a range of potential outcomes. 

Helen Qiao has launched the first in a series on US-China trade, focusing on whether the 
new US administration will name China a “currency manipulator.” Invoking the law would 
trigger a year of “enhanced bilateral engagement” and if Trump deems the results as 
inadequate he can impose a number of relative modest trade restrictions. Hence, in our 
view, this is a relatively low cost way to open negotiations.  

The real question is: what’s next? Will China respond in a positive way and say they are 
happy to talk or will they push back? One particularly powerful response that would 
fulfill the letter but not the spirit of the law would be to stop intervening in the currency 
market and allow the yuan to weaken even faster. 

The question then is: how successful will the negotiations be? In the latest Ethanomics, 
we argue that there are many more “sticks” than “carrots” in this negotiation. Both 
sides can impose considerable economic and financial pain on the other (and the rest of 
the world); however, it is not clear how much each is willing to offer. For example, we 
could imagine China agreeing to tighten its environmental rules since it seems 
increasingly in their self-interest and they are already trying to prevent weakness in 
their currency, but other concessions could prove hard to come by. 

Stay tuned. We could be in for some interesting times. 
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Global economic calendar 
The week ahead 
Next week attention will be on the US retail sales and consumer confidence. Industrial 
production and unemployment will be released in the Euro Area. Trade balance and 
industrial production will be released in UK. In emerging markets, there are monetary 
policy meetings in Poland, Brazil, Peru and Korea.  

Key events in the week ahead 
NYT Country Data/Event For BofAMLe Cons. Previous 

Monday, 9 January 
2:00 Germany Industrial Production  (sa, mom) Nov -0.2% -- 0.3% 
2:30 France Bank of France Bus. Sentiment  Dec 101.0 -- 101.0 
3:30 UK Halifax House Price 3Mths/Year  Dec 5.8% -- 6.0% 
4:00 Italy Unemployment Rate (P) Nov 11.6% -- 11.6% 
5:00 Euro area Unemployment Rate  Nov 9.8% -- 9.8% 
9:00 Mexico CPI MoM Dec 0.52% 0.46% 0.78% 

- Israel Central Bank's minutes - - - - 
Tuesday, 10  January 

2:45 France Industrial Production (mom) Nov n.a. -- -0.2% 
6:00 Brazil Retail Sales MoM Nov 0.40% -- -0.80% 
8:00 Russia CPI (yoy) Dec 5.5% n.a. 5.4% 

Wednesday, 11  January 
3:00 Spain Industrial Output  (sa, yoy) Nov 1.4% -- 0.5%
4:30 UK Trade Balance  Nov -3500 -- -£1971 
4:30 UK Industrial Production (mom) Nov 1.4% -- -1.3%
6:00 Brazil IBGE Inflation IPCA MoM Dec 0.44% -- 0.18% 
6:30 US BofA on USA Dec — — — 

- Poland NBP rates decision -  1.50% 1.50% 1.50% 
Brazil Selic Rate 11-Jan 13.25% 13.25% 13.75% 

Thursday, 12  January 
2:45 France CPI EU Harmonized (mom, F) Dec 0.3% -- 0.3% 
4:00 Italy Industrial Production (wda, yoy) Nov 1.5% -- 1.3% 
5:00 Euro area Industrial Production  s(wda, yoy) Nov 1.7% -- 2.4% 

18:00 Peru Reference Rate 12-Jan 4.25% -- 4.25% 
5:30 Brazil Economic Activity MoM Nov 0.20% -- -0.48% 

Friday, 13  January 
5:30 Brazil Economic Activity MoM Nov 0.20% -- -0.48% 
8:30 US Advance Retail Sales (mom) Dec — 0.5% 0.1% 
8:30 US Retail Sales Less Autos (mom) Dec — 0.5% 0.2% 
8:30 US Core Control Dec — 0.5% 0.1% 

10:00 US U. of Michigan Confidence Jan P 98.5 98.6 98.2
- Korea BoK 7-day repo rate - 1.25% 1.25% 
Source: Bloomberg, BofA Merrill Lynch Global Research 

For the full-week calendar, see here. 
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United States 
 
Michelle Meyer 
US Economist 
MLPF&S 

Lisa C. Berlin 
US Economist 
MLPF&S 

Two legislative moves that you need to know 
• It is important to understand how the proposed policy changes may be

implemented in order to gauge the timing of changes and economic impact.

• Using the Congressional Review Act, the Trump administration and Congress can
potentially overhaul recent regulatory changes. Meanwhile, the budget
reconciliation process could facilitate repeal of the Affordable Care Act and the
passage of tax reform.

• It is difficult to find a strong conclusion on the impact of overall regulation on the
economy. In regards to taxes, we think that cuts would underpin growth.

When there is a will, there is a way 
We are two weeks away from the transition of power from the Obama administration to 
that of President-elect Trump. The agenda of the new administration is full, including 
intentions to repeal various regulations, repeal and replace the Affordable Care Act 
(ACA) and comprehensive tax reform. In this piece, we focus on the process by which 
the new administration and Congress can implement these policies. This gives us 
important perspective on the likelihood, timing and magnitude of such changes, which 
we can then filter back into our forecast for the US economy. As we argue below, rapid 
reversal of regulations could boost business confidence, supporting growth in the short 
run, but there is a debate about the medium- and long-term implications. Further, 
regulation needs to be analyzed on a case-by-case basis. We believe that a cut in taxes 
would be supportive of growth.  

Legislative move 1: Congressional Review Act 
GOP leaders have been planning strategies for how to reverse some of the regulations 
enacted by the Obama administration. A mechanism for doing so is the Congressional 
Review Act (CRA). The idea of the CRA is that Congress can issue a “resolution of 
disapproval” on an executive branch regulation. Congress has 60 “session days” (days 
that Congress is in session) after the enactment of regulation to pass the resolution of 
disapproval with a simple majority. The president will then have veto powers. Typically, 
this is what ends the CRA process — why would a president approve legislation to 
overturn the regulation that he just approved? But this is not the case today. President-
elect Trump seems likely to be in agreement with Congress.  

According to the Congressional Research Service, rules submitted to Congress since 
mid-June last year1 could be subject to review. The regulations most likely to be 
overturned are “Midnight Rules” — rules that were passed between Election Day and 
Inauguration Day — as the House has already begun preparing to overturn these rules in 
one vote. Although the regulation spans a number of topics, focus will likely be on 
energy, environment, healthcare, labor and financial sector regulations. For older 
regulations, the new president could instruct agencies to revisit the regulations or 
provide guidance on how to enforce them.  

Regulation and the economy 
What would the overhaul of regulations mean for the economy? Unfortunately, there is a 
shortage of research analyzing the impact of regulatory changes on the economy. This is 
complicated by the fact that the economic impact of a particular piece of regulation 
varies based on the nature of the regulation. Research from the OECD focuses on how 

1 Note that this date is estimated and is therefore subject to change. 
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changes to regulatory policy could change behaviors, which combined with external 
forces, could alter ultimate outcomes2. The paper argues that in order to assess the 
economic impact, one needs to answer the following questions: (1) how cost-effective is 
the regulation?; (2) how efficient and what are the net benefits?; and (3) can you 
measure the direct impact on jobs, competiveness and innovation?  

A good place to start is with the Office of Management and Budget (OMB), which 
provides estimates for the total costs and benefits of regulatory changes over the past 
10 years. The latest report in 2015 showed that the agency estimates that benefits 
have outweighed the costs of regulatory policy (Chart 1). However, there are many 
disclaimers about the accuracy of these estimates, noting that the analysis is in part 
based on the prospective estimates made by agencies during the rulemaking process.  

One can look at these same regulations and make very different assumptions, as was 
done by President-elect Trump’s economic advisors — Peter Navarro and Wilbur Ross — 
who authored a paper scoring the Trump economic plan during the campaign3. (Note 
that Peter Navarro has been named the head of the Trade Council and Wilbur Ross is the 
nominee for head of the Commerce Department). They assume that the reduction in 
regulations under a Trump administration would equate to $200bn annually of savings, 
or 10% of the current regulatory burden. This cash would go to businesses and after 
making assumptions for tax rates and return on cash, the authors conclude that it would 
result in $487bn over a ten-year period. Despite the implied precision of this figure, we 
think it is important to note that there are big assumptions in this calculation and 
therefore a large error band. 

The bottom line is that it is very difficult to measure the costs and benefits of 
regulations. Referring back to the OECD paper, we believe the emphasis should be on 
the behavioral adjustment. Will businesses change their investment and spending 
decisions in the face of changes to regulation? What are the short-term vs. long-run 
consequences of regulatory changes? There are always costs associated with 
implementing new rules, but they could end up proving to create greater efficiencies in 
the future. There will also be winners and losers of regulatory changes depending on 
industry or company. Looking at a recent survey from Gallup, it seems that about half of 
the business community believes there is too much government regulation of business 
and industry (Chart 2). With a scaling back of regulation, we could see a boost to 
confidence and stronger investment — at least in the short run.  

2 Coglianese, Cary. Measure Regulatory Performance: Evaluating the Impact of Regulation and Regulatory Policy. August 2012. 
3 Navarro, Peter and Wilbur Ross. Scoring the Trump Economic Plan: Trade, Regulatory, & Energy Policy Impacts. Sept 2016. 

Chart 1: OMB estimates of total annual benefits and costs of major rules 
by fiscal year (2010 dollars) 

Source: Office of Management and Budget 
Note: The bars represent average of the estimates and the lines represent the range.  

 

Chart 2: Share of respondents who think there is too much or too little 
government regulation of business and industry (%) 

Source: Gallup  
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Legislative move 2: Reconciliation process 
According to comments from GOP leaders, there are two major pieces of legislation in 
the works: (1) repeal of the ACA and (2) tax reform. Although Republicans have a 
majority in both the House and the Senate, they only have a “simple majority” in the 
Senate, which means that legislation is subject to filibustering, which could lead to an 
extended debate in order to prevent a final vote on a bill.  

This can be avoided through a process called “reconciliation”, which allows for the 
expedited consideration of tax, spending and debt limit bills. The process begins with 
the House and Senate agreeing on a budget resolution4 for the fiscal year that includes 
“reconciliation directives” for specified Congressional committees. A key distinction of 
reconciliation bills is that there is a time limit for debate in the Senate, which means it 
avoids filibuster, and that the bill only needs to be passed by a simple majority. 

Based on actions thus far from Congress, the first priority seems to be to use the fiscal 
year 2017 budget resolution for a reconciliation bill that repeals the major provisions of 
the ACA related to taxes and spending. Next up will likely be to use the fiscal year 2018 
budget resolution for a tax reform reconciliation bill. 

The impact on the economy 
If the reconciliation process as described above is effective, we could see legislation 
passed in a matter of months that repeals some provisions of the ACA, but it is likely to 
be effective at least 1-2 years down the road. We think we could see tax reform passed 
potentially as early as the second half of this year. We expect effective dates of various 
provisions to be staggered to a degree, with the likelihood that some provisions are 
phased in over a few years. Still, we think there will be some stimulus kicking in H2, as 
some provisions may be immediate as to avoid any delay in activity.  

We have already accounted for the tax cuts in our forecast, which explains the pick-up in 
growth we expect in the second half of this year and throughout 2018. As we have 
previously written, tax reform is likely to look similar to the House Tax Reform Task 
Force Blueprint. In particular, this would mean lower corporate tax rates, lower personal 
tax rates, and either a mandate or option for corporations to expense investments 
immediately instead of deducting net interest expense. We expect to see a one-time 
deemed repatriation, but we are unsure whether this will be part of broader 
international tax reform. We are also unsure if the House’s border adjustability rule will 
ultimately be included. Estate and gift taxes may be eliminated. We estimated that tax 
cuts will add 0.5pp to annualized GDP growth once they are fully implemented.  

The repeal of certain ACA provisions could potentially have three effects on the 
economy: (1) loss of healthcare coverage to a portion of the population; (2) budget 
burden; and (3) change in small business investment and creation. The Committee for a 
Responsible Federal Budget (CRFB) recently released a report estimating that repealing 
the ACA in its entirety would cost about $350bn over the decade on a static basis. 
However, the CRFB also estimates that repealing the ACA would increase the number of 
uninsured people by 23 million. As we have previously written, this could encourage 
more people to work and seek jobs with private insurance, expanding the labor force and 
simply removing people from Medicaid. This stimulus to the economy helps the budget, 
so the “dynamic cost” according to the CRFB is $150bn. Although small businesses may 
be relieved of the regulation posed by the ACA, it is possible that much of the savings 
businesses gain from reduced healthcare costs for their employees will be used to 
compensate employees for healthcare. Overall, we are not expecting the economic 
impact from ACA repeal to be outstanding in the near term. 

The process matters 
The legislative process in the US is complicated. Here is a hint – pay attention to the 
Congressional Review Act and the budget reconciliation rules. As for the economy, the 
impact of deregulation is up for debate, but we believe tax cuts will be stimulative.  

4 The budget resolution only requires a majority vote to pass, and its consideration cannot be filibustered in the Senate. 
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Starting the year with a bang (or a “hump” in the data) 
• We will see a “hump” in the data in late 2016-early 2017, with growth decent and

inflation close to 2%. However, both will fade.

• The move higher in inflation is unlikely to be sustained, even taking into account
indirect effects of oil prices.

• Time for rate hikes from the ECB or early tapering? We believe that these
arguments are premature.

Growth is still improving; watch out for a sudden move higher in inflation 
This is certainly not the most cheerful we have ever been in our year ahead. We struggle 
to find a unifying narrative for the euro area. The 2015-16 experiment of extraordinary 
monetary easing to provide fiscal leeway sweetening the bitter pill of structural reforms 
has changed. We are nervous about downside risks, and the outlook will remain 
extremely dependent on what the rest of the world does. But to add a cheerful note, at 
least the euro area economy has ended 2016 and is starting 2017 with a bang. Growth 
remains decent, even more that we currently forecast in 4Q16. Caution is warranted, 
given the flow of news, but at least we end the year on a positive note. 

Inflation is also quickly recovering, pushed higher by energy base effects. And it will do 
so even faster in the months to come. In fact, with inflation briefly hitting 1.7-1.8% in 
April (1.6% as soon as in February), markets may start worrying that inflation is here to 
stay. This may be exacerbated further if oil prices keep recovering above what the 
forward curve currently signals, since those energy base effects would hit even stronger. 

But we insist all this is a “hump” in the data. Growth will soften as the year goes by, as 
we highlight in our year ahead. The impact on real income of this short bout of “bad 
inflation” could add to this. And the move higher in inflation will fade again given the 
lack of any convincing upward trend in core inflation. We expect inflation to average 
1.5% in 2017, with core still stuck at close but below 1%. 

Strong momentum at the end of 2016 
Soft data consistently signal continued improved momentum relative to 3Q16. PMIs for 
4Q stand at 53.8, almost one point above those of 3Q. This, given the empirical 
relationship between PMIs and GDP growth (see EEW), would suggest that underlying 
GDP growth of the euro area economy is right now of 0.44. This is generalised across 
countries, with momentum improving everywhere. Table 1 summarizes the PMI-implied 
GDP growth for 4Q for the euro area and the main countries. 

Table 1: PMI-explained GDP growth vs GDP tracker 

EA DE FR ES IT 
GDP tracker for Q4 0.49 0.68 0.40 0.70 0.20 
PMI-explained GDP growth in 4Q 0.44 0.60 0.23 0.81 0.13 
Source: BofA Merrill Lynch Global Research 

Additionally, the ratio of new orders to stock of finished products is softly trending 
upwards, another signal of the decent upward motion the Euro Area economy is 
experiencing around the turn of the year (Chart 3). 

If we use our GDP tracker to do the same exercise, the news is even slightly better 
(Table 1). Recall that our GDP tracker combines hard and soft data, so it represents a 
more complete picture than just the PMIs implied GDP growth. According to our GDP 
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tracker, momentum in 4Q16 (suggested by data available today) would be 0.49% QoQ, 5 
bps higher than implied by PMIs only (Chart 4). This is good news, since it would not be 
the first time PMIs sends a false signal of increasing momentum. Hard data are moving 
in the same direction as soft data.  

Chart 3: Ratio of new orders to stock of finished products vs GDP 

Source: Markit, Eurostat, BofA Merrill Lynch Global Research 

Chart 4: GDP tracker – Euro area 

Source: BofA Merrill Lynch Global Research 

The only word of caution comes from the latest batch of data. Some weeks ago we 
highlighted all data were surprising on the upside. This is no longer the case; the picture 
is now much more mixed (Chart 5). This could be a sign that the good news has peaked 
from now. Still, the euro area economy seems to be on sound footing to evolve 
according to our forecasts in the next couple of quarters. 

Chart 5: Input variables of our Euro area GDP tracker 

Source: BofA Merrill Lynch Global Research 

Chart 6: Euro area HICP inflation forecasts 

Source: BofA Merrill Lynch Global Research 

2% inflation is back...for a couple of months. 
We have remained very bearish inflation for quite some time. And this is not about to 
change. As we highlighted recently, inflation has been weak, will likely remain weak and 
risks are clearly biased toward an even weaker outlook. We don’t see inflation reaching 
2% on a persistent basis anytime soon. Core inflation should hover around 1% for quite 
a few quarters. Our inflation forecasts for 2017 and 2018 are 1.5% and 1.3%, 
respectively. 

But base effects from energy prices are kicking in, and they are about do so even with 
more strength after the move higher in oil prices. In fact we are updating our forecasts 
for 2017 from 1.3% to 1.5% on the back of the most recent move in oil prices. Our 
2018 forecast at 1.3% remains unchanged.  
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What this signals is that inflation is due to move sharply higher in the next few months. 
The acceleration will be brief; inflation will peak in April and then decline again. Chart 6 
shows our new forecasts compared to the previous ones. HICP will touch 1.6% as soon 
as in February. It will peak at 1.72% in April. It will then move lower to reach levels 
around 1.3-1.4% towards the end of the year. 

This sharp increase in inflation will be even more aggressive in some countries. In the 
case of Germany, inflation will touch 2% as soon as in January. It will stay at those levels 
or even slightly higher until April. Spain is another case worth highlighting. Recall that 
prices there have more sensitivity to swings in oil prices than the average Euro Area 
country given lower excise taxes. We expect inflation in Spain to reach 2.4% as soon as 
in February. It could be even higher given the erratic upward trend we have seen in 
electricity prices there. 

Will inflation really be temporary? 
We have been concerned the market is not paying enough attention to this and may be 
caught by surprise. More importantly, it could erroneously think this move is more 
persistent than it will turn out to be.  

We still think the move is temporary, but yields have moved higher, together with 
market based measures of inflation expectations. Some commentators this week have 
already been discussing the idea of rate hikes from the ECB, or early tapering, when this 
higher inflation profile materializes. We have highlighted before the room for policy 
mistakes in 2017, but we believe that some of these arguments are way too premature. 

As argued above, the weakness in core inflation is the main reason why the move higher 
in inflation should fade away. But then the important question is whether indirect 
effects of oil prices (higher energy costs feeding into the prices of non-energy products 
through higher production costs) will help core inflation move higher. We also remain 
sceptical of this: 

First, those indirect effects tend to be much smaller than the direct ones. While 
estimates diverge, in our forecasting model a 10% move in oil prices has an indirect 
effect of 0.1ppt in 2-3 years, starting to have an impact no earlier than six months after 
the shock. And recall that our forecast for core inflation today when QE started was 
quite decent (link), which suggests we are capturing those indirect effects quite well in 
our model. 

We have done some robustness checks and we find using a simple econometric 
framework that 

• It takes more than a EUR 10 increase in Brent prices to lift non-energy industrial
goods prices (in the HICP) by 0.1% after one year.

• It takes a 7.5% increase in overall import prices to lift non-energy industrial goods
prices by 0.1% after one year.

This is also confirmed by ECB estimates5, which find that a 10% move in oil prices 
would have an indirect effect on HICP of around 0.2ppt in three years. In sum, all this 
evidence is consistent with small indirect effects of oil prices and supports our view 
that the inflation acceleration in early 2017 should turn out a temporary one. 

5 ECB Monthly Bulletin December 2014, “Indirect effect of oil price developments on Euro area inflation” 
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Asia 
Indranil Sen Gupta 

3.5% of GDP fiscal deficit to support growth 
We expect Finance Minister Jaitley to target a fiscal deficit of 3.5% of GDP – same as 
FY17’s – in FY18 in his 1 February Budget. This assumes that the N K Singh Committee 
relaxes the FY18 fiscal deficit target to 3-3.5% of GDP from 3%. The MoF should net 
about Rs1,500bn from demonetization. After paying for the 7th Pay Commission outgo, 
PSU bank recapitalization and a step up in social schemes, the FM will be barely able to 
fund the budgeted level of public capital expenditure. Rising oil prices pose a risk. On 
balance, we estimate net borrowing at Rs5,000bn. This should sustain excess G-sec 
demand if the RBI OMOs Rs2,200bn, as we expect, to push the money market into a 
sustainable neutral position by March 2018. (See 2017: Year of lending rate cuts 05 
December 2016.).  

3.5% of GDP fiscal deficit, relaxing 3% target, for growth 
We expect Finance Minister Jaitley to target a fiscal deficit of 3.5% of GDP – same as 
FY17’s – in FY18 in his 1 February Budget, easing the 3% target (Table 2). Given that 
growth is stagnating at about 4.5% in the old GDP series, we have always believed that 
the Center should relax the fiscal deficit to combat a global recession that is proving to 
be longer than the Great Depression (Chart 7).  

N K Singh committee to support growth by relaxing fiscal targets: We expect the 
committee (chairman: N K Singh) to review the Fiscal Responsibility and Budget 
Management Act to build in cyclicity in setting fiscal deficit forecasts by switching to a 
target range (3-3.5% of GDP in FY18 BofAMLe) from a point target (3%). After all, 
India's growth typically drives fiscal deficits rather than the other way around. Second,  

Table 2: 3.5% of GDP fiscal deficit in FY17-18 

Rs bn %yoy 

Item 
FY15 FY16 

BE 
FY16 
RE 

FY17 
BE 

FY17 
BAMLe 

FY18 
BAMLe 

FY16 
RE 

FY17 
BE 

FY17 
BAMLe 

FY18 
BAMLe 

1.Revenue receipts 11015 11416 12061 13770 13837 16068 9.5 14.2 14.7 16.1 
 Tax revenue 9036 9198 9475 10541 10932 13068 4.9 11.2 15.4 19.5 
 Non-tax revenue 1979 2217 2586 3229 2905 3000 30.7 24.9 12.3 3.3 

2. Capital receipts 515 803 442 671 400 970 -14.1 51.8 -9.5 142.5
 2.1 Recovery of loans 137 108 189 106 150 120 37.6 -43.8 -20.7 -20.0
 2.2 Other receipts 377 695 253 565 250 850 -32.9 123.2 -1.2 240.0

   2.3 Borrowings & other liabilities 5107 5556 5351 5339 5375 5877 4.8 -0.2 0.4 9.3 
3. Total receipts (1+2) 11529 12218 12503 14442 14237 17038 8.4 15.5 13.9 19.7 
4. Non-plan expenditure 12010 13122 13082 14281 14895 15475 8.9 9.2 13.9 3.9 
4.1  On revenue account 11094 12060 12127 13274 13945 14469 9.3 9.5 15.0 3.8 
4.1.1 of which: Int. payments 4024 4561 4426 4927 4920 5000 10.0 11.3 11.2 1.6 
4.1.2 of which: Oil Subsidy 603 300 300 270 310 415 -50.2 -10.2 3.3 33.9
4.2  On capital account 916 1062 955 1006 950 1006 4.2 5.4 -0.5 5.9
5. Plan expenditure 4626 4653 4772 5500 4730 7440 3.1 15.3 -0.9 57.3
5.1  On revenue account 3576 3300 3350 4036 3350 5440 -6.3 20.5 0.0 62.4
5.2  On capital account 1050 1353 1422 1464 1380 2000 35.4 2.9 -2.9 44.9
6. Total expenditure (4+5) 16637 17775 17854 19781 19625 22915 7.3 10.8 9.9 16.8 
6.1 Total revenue (4.1 + 5.1) 14670 15360 15477 17310 17295 19909 5.5 11.8 11.7 15.1 
6.2 Total Capital (4.2 + 5.2) 1967 2414 2377 2470 2330 3006 20.9 3.9 -2.0 29.0
7. Gross fiscal deficit (6-1-2.1-2.2) 5107 5556 5351 5339 5388 5877 
8. Revenue deficit (4.1 + 5.1 - 1) 3655 3945 3416 3540 3458 3841 
% of GDP
9. Gross fiscal deficit 4.1 3.9 3.9 3.5 3.5 3.5 
10. Revenue deficit 2.9 2.9 2.5 2.3 2.3 2.3 
Source: BofA Merrill Lynch Global Research estimates, Union Budget, CGA 
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Chart 7: A low Center's fiscal deficit allows support to growth  

Source: BofA Merrill Lynch Global Research estimates. 

we welcome the decision to link fiscal contraction/expansion with credit expansion/ 
contraction. (See, Fiscal review: three reasons why it supports recovery 19 May 2016.) 

Rs1,500bn fiscal windfall from demonetization 
We expect Budget 2017 to raise Rs1,500bn from demonetization. We continue to 
estimate that the Income Disclosure Scheme II will net nearly Rs1,000bn of tax. We 
calculate RBI dividend from black cash money not returned to banks at nearly Rs500bn. 
The recent ordinance that allows the RBI to cancel the liability in respect of 
demonetized Rs500/1000s not returned to banks presumably paves the way for a 
‘special dividend’ to the fisc. It is another matter that we think that the RBI should cut 
down OMO rather than monetize the fiscal deficit through such a ‘special dividend’. 
(See, Demonetization: How much can Delhi get? 04 January 2017; RBI: Demonetization = 
Lower RBI OMO 11 November 2016.) 

We see little headroom for a major fiscal stimulus if Finance Minister Jaitley sticks to 
FY17’s fiscal deficit target of 3.5% of GDP. After all, the RBI special dividend is likely to 
turn out well below the Rs4,000bn reportedly initially calculated by the government. 
Although our estimate was far lower at Rs950bn, we cut it down further to Rs500bn. We 
expect the Rs1,000bn raised under IDS will largely fund: (i) higher government salaries 
and allowances due to the 7th Pay Commission award and (ii) PSU bank recapitalization. 
The RBI ‘special dividend’ will largely be utilized to step up social sector schemes. 
Appendix 1 lays out the welfare measures PM Modi has already announced on 31 
December. With our oil strategists forecasting US$61/bbl in 2017, we see a Rs260bn 
risk to the fisc, beyond US$55/bbl at Rs67/USD, if the Center wants to hold diesel 
prices at their previous peak. (See, Demonetization: Lending rate cuts, ahoy! 02 January 
2017.) 

Table 3: RBI special dividend cut to ~Rs500bn from Rs950bn earlier 

INR bn USD bn 
1. Currency 17,877.2 262.9 
2. Rs500/1000 notes (86% of total) 15,374.4 226.1 
3. Nominal GDP BAMLe 151,781.0 2,232.1 
4. Black money (25% of GDP) 37,945.3 558.0 
5. Black money in cash (10% of 4) 3,794.5 55.8 
6. Black cash money converting into bank deposits s (85% of 5) 3,225.3 47.4 
7. Non-taxable Bank deposits (33'% of 6) 1,064.3 15.7 
8. Govt tax revenue (50% of taxable deposits) 1,097.0 16.1 
9. RBI special dividend (=5-6) 569.2 8.4 
Source: BofA Merrill Lynch Global Research estimates, RBI 
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Table 4: Government to recap banks to support growth 

Base case Bear case Bull case 
Capital infusion FY17-FY19 requirement (US$bn) (1) 27.3 8.0 35.5 
Capital infusion (average, p.a.) (US$bn) (2) 9.1 2.7 11.8 
Capital infusion (budgeted in fiscal deficit) (in bp) (3) 9 9 9 
Additional impact on fiscal deficit (% of GDP) @ Rs68/USD (in bp) (4) 27 0 38 
Implied credit growth CAGR FY17-FY19 (5) 17.2 12.4 20.0 
Credit growth = 2.15*real GDP growth + core-WPI inflation (3.3) - 0.02*Δ lending rate (-0.50) 
Core-WPI inflation (6) 3.3 3.3 3.3 
Implied real GDP growth (average FY17-FY19) (7) 6.4 4.2 7.8 
Tax revenue elasticity to real GDP growth = 1.4 
Impact on tax revenues w.r.t. base case (% of annual tax revenues) (8) - -3.09 1.86 
Impact on fiscal deficit (% of GDP) relative to base case (in bp) (9) - 22.1 -13.3
Fiscal deficit (% of GDP)  at 3.5% (10) 3.5 3.5 3.5
Adjusted fiscal deficit (% of GDP) (11 = 10 + 4 + 9) 3.77 3.72 3.75
Source: BofA Merrill Lynch Global Research estimates, RBI 

PSU recap without cutting capex or 7th Pay Commission  
The additional tax revenue should allow the FM to recapitalize PSU banks (US$27bn in 
FY17-19 BAMLe) without cutting public capex or delaying full implementation of the 7th 
Pay Commission award. This supports our call that PSU bank capitalization risks are 
overdone, as Delhi has every incentive to recapitalize to step up loan supply and growth. 
(See, PSU bank capital: Much ado about nothing 09 June 2016.) 

We continue to expect the G-sec market to see excess demand if Finance Minister 
Jaitley holds the fiscal deficit at 3.5% of GDP. We estimate FY18 RBI OMO at Rs2,200bn 
will push the money market into a sustainably neutral position by March 2018. We 
estimate the sustainable accretion to bank deposits at Rs2,000bn/US$30bn after the 
demonetization churn is over. Although we are all focusing on the surge in bank 
deposits, this will not really add to M3 (= currency + deposits) as it is funded by a 
drawdown of cash. In fact, M3 will actually contract as the RBI is cancelling our expected 
Rs450bn of OMO (= Rs2,700bn of M3/Rs2,200bn of deposits). 

Table 5: RBI to OMO Rs2200bn in FY18 to push money markets to neutral 

Rs bn FY18 (3.5% of GDP Center’s fiscal deficit) 
1.Borrowing (a+b) 8750 
a. Center 5000 
b. States 3750 

2.Total demand (c-d+e+f) 7163 
c. Bank demand (net) 3613 
d. FII 550 
e. Others (excl FII) 3000 
f. OMO sale 0 

3. RBI's OMO needed to balance G-Sec mkt (1-2) 1587 
US$bn

4. RBI's liquidity infusion requirement 35.0 

5. Towards neutral liquidity 15.0 

6. Total RM creation by RBI (=4+5) 50 
7. FX intervention 17.7 
8. RBI OMO (=3-4) 32.3 
Rsbn
9. RBI OMO (@Rs69/USD for FY18) 2229 
10. Excess G-Sec demand = (9-3) 642 
Source: BofA Merrill Lynch Global Research estimates 

3.5% FD + Rs2200bn RBI OMO = Excess G-sec demand 
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APPENDIX: PM Modi's measures 

Cheaper housing loans 

• Two new middle-income categories have been created under the Pradhan 
Mantri Awaas Yojana (PM's Housing Program) in urban areas. Loans of up to
Rs0.9mn taken in 2017 will receive interest subvention of 4%. Loans of up to
Rs1.2mn taken in 2017 will receive interest subvention of 3%.

• The number of houses being built for the poor, under the Pradhan Mantri
Awaas Yojana, in rural areas, is being increased by 33%.

• Loans of up to Rs2,00,000 taken in 2017, for new housing, or extension of
housing in rural areas, will receive an interest subvention of 3%.

60-day farm loan waiver 

• Farmers who have taken loans for the winter rabi crop from District
Cooperative Central Banks and Primary Societies will not have to pay interest
on such loans for a period of 60 days. Farmers who have paid interest during
the last two months will receive these amounts back, directly into their bank
accounts.

• Arrangements are being made to provide farmers even better access to loans
from cooperative banks and societies. NABARD created a fund of Rs210bn last
month. Now, the government is adding Rs200bn more to this. The loss that
NABARD suffers by giving loans to cooperative banks and societies at low
interest rates shall be borne by the government.

• The government has decided that 30mn farmers, who have Kisan Credit Cards,
will be given RuPay debit cards within three months. Kisan Credit Cards were
launched in 1998, but so far, it was essential to go to a bank, to use them.
Now, farmers will have RuPay Debit Cards, which they can use anywhere.

Higher credit guarantee for small industries; also for NBFC loans 

• The government underwrites loans given by banks to small businesses through
a trust. So far, loans were covered up to Rs10mn. This limit is now being
enhanced to Rs20mn. Earlier, the scheme only covered bank loans. Hereafter, it
will cover loans given by NBFCs as well.

• The government has also asked banks to raise the credit limit for small industry
from 20% of turnover to 25%. Banks have also been asked to increase working
capital loans from 20% of turnover to 30%, for enterprises that transact
digitally.

• Income of businesses with turnover of up to Rs20mn was calculated at 8% of
the turnover. Now, for such businesses income from digital transactions will be
calculated at 6%. This will effectively reduce their tax liability by 25%.

• The progress of the MUDRA Yojana (that finances micro units) has been very
encouraging. Last year, nearly three-and-a-half crore people have benefited
from this. The government now aims to double this, giving priority to Dalits,
Tribals, Backward Classes and Women.

• A new scheme is being launched for pregnant women – a nation-wide scheme
for financial assistance to pregnant women. Rs6,000 will be transferred directly
to the bank accounts of pregnant women who undergo institutional delivery
and vaccinate their children. This scheme will help reduce the maternal
mortality rate in a big way. This will help ensure nutrition before and after
delivery, and improve the health of mother and child. So far, pregnant women
in 53 districts were being given financial assistance of Rs4,000, under a pilot
project.

Higher interest rates for senior citizens 

• Senior citizens will receive a fixed interest rate of 8% for a period of 10 years,
on deposits up to Rs0.75mn. The interest will be paid monthly.
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Emerging EMEA 
Ferhan Salman 

Turkey: exchange rate volatility weighs on the economy 
• Exchange rate pass-through has already begun feeding into consumer prices.

• Economic activity continues to slow; the government is using fiscal space to
mitigate the risks.

Inflation on the rise 
Recent data suggests that exchange rate pass-through has already begun feeding into 
consumer prices (Chart 8). The adjustment in administered prices and elevated global 
energy prices are expected to ramp up inflationary pressures. The government’s 
minimum wage hike of 8% will add to price stickiness in 2017 by pushing up producer 
costs. All these factors should drive up core inflation. We project that weakening 
economic activity and CBT action should partially mitigate inflationary pressures.  

CBT to continue gradual tightening  
We expect the CBT to continue its gradual approach that began in November (Chart 9). 
The 50bp increase in the policy rate was geared towards simplification of policy and the 
present upward policy flexibility. In our view, the 25bp move in the ON rate should be 
seen as indicative for future rate decisions. We expect the CBT to continue to make 
measured increases during the January meeting, with a 25bp hike of all rates. 

Greater exchange rate pass-through could affect the magnitude of the CBT’s next move. 
We expect the CBT’s near-term modest policy rate tightening and easing macro-
prudential policy to be aimed at curbing inflation expectations and balancing exchange 
rate pressures. The CBT signalled in its 2017 monetary and exchange rate policy 
framework that further changes to the ROM facility and foreign exchange reserve 
requirements could be used to release foreign exchange liquidity if exchange rate 
pressures persist. 

Chart 8: Inflation is edging up 

Source: TUIK, Haver, BofA Merrill Lynch Global Research  
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Chart 9: Policy simplification and tightening likely will continue 

Source: CBT, Haver, BofA Merrill Lynch Global Research 

Growth is slowing  
Economic activity continues to slow as the boost from minimum wage hikes in early 
2016 and favourable energy prices taper off, and credit growth (except consumer credit, 
which is fuelled mainly by public banks) decelerates (Chart 10). The ongoing political 
noise around the constitutional change, coupled with tight domestic and international 
financial conditions (Chart 11), continue to weigh negatively on growth (Chart 12).  

Fiscal is supportive of growth 
We expect the 2017 budget to be rightly focused on mitigating downside risks to 
growth. The government’s macro package is geared toward supporting credit and 
alleviating pressures on the exchange rate. 
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Chart 10: Credit conditions are tightening 

Source: CBT, Haver, BofA Merrill Lynch Global Research  

Chart 11: External financial conditions are tight  

Source: Bloomberg, Haver,  BofA Merrill Lynch Global Research 

Chart 12: Economic activity is slowing down  

Source: TUIK, Haver,  BofA Merrill Lynch Global Research 
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Latin America 
Carlos Capistran 

Mexico: the rising cost of living 
• We expect inflation to peak at 5.3% in mid-2017 after large hikes to the price of

gasoline, gas and electricity in 2017.

• Higher inflation sets off higher real interest rates, which will decelerate credit, and
lower real wages. Higher cost of living increases social unrest and will eventually
decelerate consumption and reduce the CA deficit

We increase our inflation forecast for 2017 after large increments to the prices of 
gasoline, electricity, gas, the minimum wage and the depreciation of the peso. We now 
have inflation at 5% by the end of 2017 (4.2% in our previous forecast). Inflation will 
peak at 5.3% in mid-2017E, a significant increase from its nadir of almost 2% in 
December 2015 and a substantial rise in the cost of living in Mexico, not only from the 
direct impact of higher prices, but also because it activates higher real interest rates 
and lower real wages. The cost of gasoline increased by 14-20% on 1 January 2017 – 
one of the biggest price jumps. Gas and electricity also increased substantially. 
Processed food inflation is already at 4.3% and raw food inflation is at 7.7% and both 
will keep rising. 

Higher expected inflation will induce further rate hikes by the central bank, possibly 
starting with up to 50bp on 9 February. The magnitude and the timing will depend on 
how the peso behaves around the time Donald Trump is sworn into office. The overnight 
rate could end the year above 6.5%, above the 6% that we forecasted previously. 

Weak peso, higher wages and gasoline prices hit inflation 
The hump shape in our inflation forecasts for 2017-18 is driven by the pass-through of 
peso depreciation to prices, the impact on consumer prices of a 9.6% increase in the 
minimum wage and the effect of higher energy prices in 2017, in particular gasoline 
prices. In our forecasts, a 10% MXN depreciation increases inflation by 40bp in the 12 
months after the depreciation. We also estimate that a 10% increase in the minimum 
wage increases inflation by 40bp in the 12 months after the rise.  

Gasoline prices in 2017 and beyond 
Mexico is in the process of liberalizing its retail gasoline market, moving from a scheme 
with only one public operator, Pemex, to one with multiple private businesses through 
the chain for production (or importing), distribution, storage and final sale of gasoline to 
the public. The retail price of gasoline has historically been controlled by the 
government and when oil prices were high it received a large subsidy, and when they 
were low a large tax was levied. The price of gasoline has a fixed excise tax (3.64 pesos 
per liter for unleaded gasoline – magna – and 4.30 pesos per liter for premium gasoline) 
plus a carbon tax and value added tax. 

On 27 December, the government announced a 14.2% increase in the price of unleaded 

Chart 13: The price of gasoline in Mexico with a large increase in 2017 

Source: BofA Merrill Lynch Global Research, EIA, Ministry of Energy 

Chart 14: Inflation will be temporarily outside the target variability band 

Source: BofA Merrill Lynch Global Research, INEGI 

5

15

25

Jan-16 Jul-16 Jan-17 Jul-17 Jan-18 Jul-18

Magna (BofAML forecasts)
Premium (BofAML forecasts)
US wholesale (EIA, BofAML forecasts)

MXN per liter 

3.4 

2.1 

3.27 
3.5 

2.4 

3.03 

2.0

3.0

4.0

5.0

6.0

Dec-08 Dec-09 Dec-10 Dec-11 Dec-12 Dec-13 Dec-14 Dec-15 Dec-16 Dec-17 Dec-18

Headline inflation
Core inflation

%yoy %yoy 

3.92 

5.03 



Global Economic Weekly | 06 January 2017   17 

gasoline and a 20.1% increase for premium gasoline from 1 January 2017 (average). 
These maximum prices will remain through 3 February, and will be updated twice a week 
in the first two weeks of February and daily from 18 February. The price of gasoline will 
be liberalized in five stages starting 30 March with the states of Baja California and 
Sonora. The price of gasoline will be liberalized in all states by end-2017.  

We estimate the price of gasoline in Mexico for the next two years using forecasts for 
wholesale gasoline in the US issued by the Energy Information Agency (EIA) (Chart 13). 
We forecast the average price across regions and incorporate that into our CPI inflation 
forecasts. So far, we incorporate the direct impact of higher gasoline prices on CPI. 
However, we anticipate other indirect impacts as gasoline is a significant input for the 
production of many goods and services in the CPI basket, and the price of diesel, 
another important input, will also increase in January 2017. We expect the price of 
private and public transportation to increase in the following months. 

Higher gasoline prices mean higher inflation 
We increase our inflation forecasts following the announcement of the increase in the 
price of gasoline for January. We expect inflation to end 2017 at 5% yoy, up from 4.2% 
in our previous forecast, and to end 2018 at 3.3%, up from 3.2% in our previous 
forecast. We expect inflation to start the year at 4.5% yoy, and it to be close to 1.2% in 
the first half of January, and to peak at 5.3% yoy in August. We expect inflation to 
decline from September 2017. So we see high inflation as a temporary occurrence. Core 
inflation also has a hump shape in our forecasts, reaching 4% in 2H 2017, returning to 
3% by end-2018E (Chart 14). The main reason is that we do not see demand pressures 
on inflation because the economy is decelerating, and we see MXN depreciation and 
large increases in gasoline prices and the minimum wage as mostly one-offs. We see 
upside risks to our forecasts given the possibility that the peso could depreciate again in 
January when Trump takes office. 
Higher gasoline prices increase social unrest 
Higher prices, especially of staple goods such as gasoline, electricity and food, are 
already leading to increased social unrest. After government promises of no more 
gasoline price increases after the fiscal and energy reforms and claims that the energy 
reform could in fact reduce gasoline prices at the pump, the large increase in gasoline 
prices announced for January was badly received by Mexicans. In addition, there have 
been shortages of gasoline in several states, apparently driven partly by the anticipation 
of higher prices, which has further infuriated Mexicans. The opportunity has been 
quickly exploited by politicians of all parties, but especially left-wing groups, which have 
been against the energy reform and have claimed that the expected benefits, such as 
lower energy prices, would not materialize. With a busy electoral calendar ahead, the 
MXN depreciation and large gasoline price increases, the possibility of the left winning 
the presidency in 2018 appears to be increasing. 

Higher gasoline prices help the state oil company 
Turning to some of the benefits of higher gasoline prices, the change to floating prices 
will help the state oil company. It currently imports about 60% of the gasoline 
consumed in Mexico, but so far it has had to sell it at a fixed price across regions, 
bearing the logistic costs as well as absorbing all the exchange rate risk. The increase in 
prices means that the state oil company will see its costs fall from day one in 2017.  
Higher gasoline prices also help the current account 
The increase in the price of gasoline should help contain the consumption of gasoline 
and hence gasoline imports, which should benefit the oil trade balance. Remember that 
Mexico’s external accounts have deteriorated in the past two years and can be mostly 
traced back to the switch of the oil trade balance from a surplus of about US$7bn at 
mid-2014 to a deficit of about US$12bn by the end of 2016. The switch in turn is 
explained by a lack of correction in imports of gasoline. Mexico imports more than 50% 
of the gasoline it consumes, and the peso has depreciated by around 50% in the past 
two years, yet the price of gasoline increased by only 3% in that period. Hence Mexicans 
were not receiving the signal that gasoline is scarce in Mexico and they needed that 
signal to reduce their consumption of gasoline. 
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United Kingdom 
 
Robert Wood 
MLI (UK) 
 

It’s not Champagne time yet 
• Another above consensus PMI reading suggests growth remains solid. We raise our

2017 growth forecast to 1.1% from 0.9%.

• Growth has been almost entirely driven by consumption, whose strength looks both
suspect and unsustainable.

• If consumers are spending ahead of price hikes, consumption today comes at the
expense of tomorrow. Counterintuitively, data strength could mean a darkening
outlook.

The economics have not been invalidated 
Post-Brexit referendum we assumed uncertainty would derail business investment and 
slow consumption as people saved more and saw real incomes squeezed. So far, however, 
consumers have saved less, single-handedly keeping the economy going (Chart 15). 

(As an aside, we would note the chart flatters the data. In fact, the ONS data do not 
suggest a clear account of growth drivers: the alignment adjustment - where growth is 
allocated when the numbers do not add up – contributed 90bp to yoy growth in 3Q.) 

Our bottom-up tracker (based on IP, etc.) has 0.4% qoq 4Q growth. So does the PMI 
(Chart 16), so we mark-to-market our forecast. That raises our 2017 growth call to 1.1% 
from 0.9%. 

All is well then and ‘doom and gloom’ predictions for the UK are misplaced? To the 
contrary. Our concern is that this is unsustainable. If consumers are bringing forward 
spending ahead of price hikes, say, the better the data are today the worse they will be 
tomorrow. We take an optimistic view and raise near-term growth without cutting it 
later (hence we raised our 2017 forecast). But that means we see chunky downside risks 
to our below consensus growth forecasts. In our view the UK faces a tough few years, 
both cyclically and structurally. The latest data do not invalidate those arguments. 

Chart 15: Consumers keep the show on the road 

Source: BofA Merrill Lynch Global Research, ONS. 

 

Chart 16: PMI back to average 

PMI a three month rolling average. Source: BofA Merrill Lynch Global Research, Markit, ONS. 

Consumers optimism retreating 
Those groups that supported Brexit (50+) initially reported sharply higher confidence, 
helping support growth, but that has turned around as expected inflation has risen 

-1.5
-1.0
-0.5
0.0
0.5
1.0
1.5
2.0
2.5
3.0
3.5
4.0

Mar-11 Mar-12 Mar-13 Mar-14 Mar-15 Mar-16

Consumption contribution to
yoy GDP growth
Other contribution

-0.6
-0.4
-0.2
0.0
0.2
0.4
0.6
0.8
1.0
1.2

54

56

58

60

62

64

66

68

Mar-10 Mar-11 Mar-12 Mar-13 Mar-14 Mar-15 Mar-16

PMI, average of output/expectations
GDP, % qoq, preliminary estimates (rhs)

Averages 
since 2010 



Global Economic Weekly | 06 January 2017   19 

(Chart 18). Consumer confidence in aggregate had by December moved roughly as 
would be expected given higher inflation slowing real wage growth (Chart 17). 

Chart 17: Inflation cutting consumer confidence 

E(inflation) refers to inflation expectations, represented by net percentage balance of survey 
respondents expecting price rises. Source: BofA Merrill Lynch Global Research, GfK. 

 

Chart 18: Inflation cutting consumer confidence 

Source: BofA Merrill Lynch Global Research, GfK. 

Retail sales data look suspicious 
In October and November retail sales volumes rose at about twice the rate consumer 
confidence would suggest (Chart 19). Consumer credit flows also rose very strongly, 
adding some corroborating evidence. But there are oddities in the retail sales data. 

Small stores sales are rising almost three times as fast as those of large stores, driven 
by a 50% rise in ‘non-store’ sales volumes since July. That looks odd to say the least 
(Chart 20). The statistics office samples a smaller proportion of small stores than it 
does large, and large firm non-store sales growth has not changed since July: there may 
be some sampling problems exaggerating retail sales volumes. If we exclude small 
retailers non-store sales retail sales growth would have slowed a touch since July. At the 
least, that rate of growth of non-store sales looks unlikely to be sustained. 

Chart 19: Retail sales growth looks odd 

Source: BofA Merrill Lynch Global Research, ONS, GfK. 

Chart 20: Odd behaviour of online sales since referendum 

Sales volumes seasonally adjusted with Census X-12. Source: BofA Merrill Lynch Global Research, 
ONS. 

Data are not as reliable as generally imagined 
While our bottom up tracker sits at 0.4% qoq an alternative based on 48 soft data 
indicators (see here) is weaker and has diverged from the official data (Chart 21). This 
raises an important point. None of the data are especially reliable. Official GDP growth 
gets revised heavily while PMI’s are not good indicators of ‘true’ growth (see here). We 
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would not base our forecasts on the flimsy assumption that the data are ‘wrong’ but we 
think it would be worth being circumspect, as it always is, about what ‘the data’ show. 

Chart 21: Tracker points to weaker growth than reported 

Source: BofA Merrill Lynch Global Research 

Chart 22: Trend house price growth slowed last year 

Trend estimated with Kalman filter. Source: BofA Merrill Lynch Global Research, Halifax, Nationwide, 
ONS. 

House price inflation soft 
One explanation for strong consumption could be that households are assuming Brexit 
will make them better off and are spending in anticipation. Alternatively, consumers may 
be spending now before inflation rises, or they may not be forward looking at all. The 
first suggests strong consumption will continue and the latter two that the stronger 
consumption is today the weaker it will be tomorrow. 

The point is that good data today does not necessarily mean good data tomorrow. Aside 
from the fact that the ‘permanent income theory’ behind the forward looking arguments 
above does not perform well empirically perhaps the best measure of expected income, 
house price inflation (King, 1992), gives little support for the optimistic hypothesis. 
Filtering the noisy house price data trend house price inflation is the lowest since 2012 
(Chart 22).  

Chart 23: Investment intentions dropped back 

Source: BofA Merrill Lynch Global Research 

Chart 24: Uncertainty appears elevated and weighing on investment 

Uncertainty index calculated by applying score of 3 to % of CFO’s saying uncertainty very high, 2 to 
% saying high and 1 to % saying above normal. Source: BofA Merrill Lynch Global Research 

The wrong type of uncertainty? 
By not falling yet investment has held up better than we expected, although it is not 
growing either and investment intentions are soft. Maybe investment has beaten 
expectations because we are seeing ‘risk’ rather than ‘uncertainty’. Perhaps actual Brexit 
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is too far away to matter. Or maybe uncertainty metrics are wrong: newspaper reports 
of uncertainty may be high because everyone is talking about uncertainty effects. 

However, a wide body of evidence finds uncertainty has a depressing effect on 
investment. It may just be that there are lags in the relationship. Moreover, business 
surveys suggest genuine uncertainty is elevated and that it matters. For instance, in the 
Deloitte survey of large UK firms’ CFO’s there has been a tight relationship between 
perceived uncertainty and investment intentions. The latest readings sit on that trend line. 

World cycle helping for now 
A likely chunky source of UK outperformance towards the tail end of 2012 was the 
world cycle. The UK manufacturing PMI has in the past moved closely with its US and 
EA counterparts and the past three months have been no exception (Chart 25). 

The well-worn piece of conventional wisdom that sterling is the main factor boosting UK 
manufacturing now should be relegated to the bin. Sterling multipliers to UK exports are low. 
That is obvious from Chart 25 and is shown more precisely with Exhibit 1. Our estimates 
suggest the 14% yoy trade weighted sterling fall would have boosted the manufacturing PMI 
about 1.5 points in December vs a 3 point boost from world demand. Forget sterling then 
and focus on world demand. If it turns out stronger than we expect UK growth could beat our 
forecasts. Of course, that would have nothing to do with Brexit economics. 

Chart 25: No evidence of sterling boost to UK manufacturing 

Source: BofA Merrill Lynch Global Research, Markit, ISM. 
 

Exhibit 1: Exchange rate has little effect on UK manufacturing PMI 

Source: BofA Merrill Lynch Global Research. 

We stay cautious 
We think the biggest mistake to make right now would be to assume that this time is 
different. That a real income squeeze along with heightened uncertainty will have little 
effect on growth. The data so far are not in our view sufficient to draw that conclusion. 
Indeed, they could lead to the opposite bottom line: that the outlook is worsening with 
every extra month of consumers’ spending borrowed money. Of course there are upside 
risks to our forecasts. Perhaps consumers will cut saving more than we expect or world 
growth could outperform. Unfortunately, the opposite is quite possible too. We think the 
downside risks are larger. 

Especially about the long-term 
Nothing in the UK data so far has anything to say about the long term impacts of Brexit, 
which are more important than short-term economic gyrations. Those long-term effects 
are highly uncertain as they depend on political choices. We think ‘hard Brexit’ is the most 
likely outcome because controlling immigration (incompatible with single market 
membership) currently seems top of the government’s agenda. A vast body of evidence 
suggests free trade boosts prosperity, so a ‘hard Brexit’ would be economically costly. The 
UK faces a tough few years in our view, both cyclically and structurally. We do not expect 
an acute Brexit effect, but a chronic drag still seems likely. In our view UK trend growth is 
now 1-1.5% (see here), and we think growth is unlikely to beat that trend for a while. 
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Global Economic forecasts 
 Global economic forecasts 

GDP growth, % CPI inflation*, % Short term interest rates**, % 
2015 2016F 2017F 2018F 2015 2016F 2017F 2018F Current 2016F 2017F 2018F 

Global and Regional Aggregates 
Global 3.3 3.0 3.4 3.8 2.5 2.4 3.0 2.9 3.44 3.43 3.46 3.60 
Global ex US 3.5 3.3 3.7 4.1 3.1 2.6 3.1 3.2 4.07 4.05 4.03 4.02 
Developed Markets 2.1 1.6 1.7 1.9 0.3 0.8 2.0 1.7 0.34 0.34 0.44 0.76 
G5 2.1 1.6 1.7 1.9 0.2 0.7 2.0 1.7 0.30 0.30 0.40 0.73 
Emerging Markets 4.2 4.1 4.6 5.0 4.2 3.6 3.7 3.8 5.72 5.64 5.57 5.53 
Emerging Markets ex China 2.7 2.6 3.5 4.1 5.7 4.5 4.8 4.8 6.45 6.36 6.26 6.21 
Europe, Middle East and Africa (EMEA) 1.6 1.6 1.5 1.8 3.8 2.5 3.5 3.5 2.87 2.73 2.63 2.60 
   European Union 2.2 1.8 1.6 1.6 0.0 0.2 1.7 1.6 0.17 0.17 0.15 0.21 
   Emerging EMEA 1.0 1.4 1.7 2.3 8.9 5.5 5.9 6.2 6.75 6.43 6.21 6.09 
PacRim 5.5 5.4 5.5 5.7 2.2 2.2 2.7 2.9 3.77 3.77 3.82 3.85 
   PacRim ex Japan 6.1 5.9 6.0 6.2 2.4 2.5 2.8 3.1 4.27 4.24 4.27 4.28 
   Emerging Asia 6.2 6.0 6.1 6.3 2.4 2.6 2.9 3.1 4.36 4.32 4.36 4.36 
Americas 1.6 0.8 1.9 2.4 3.5 5.0 4.6 3.5 3.48 3.59 3.70 4.18 
   Latin America -0.3 -1.2 1.5 2.5 6.0 6.0 4.6 3.9 10.19 10.66 10.56 10.59 
G5 
US 2.6 1.6 2.1 2.5 0.1 1.3 2.6 1.9 0.63 0.63 0.88 1.63 
Euro area 1.9 1.6 1.4 1.5 0.0 0.2 1.5 1.3 0.00 0.00 0.00 0.00 
Japan 1.2 1.0 1.5 1.2 0.8 -0.1 1.3 1.2 -0.10 -0.10 -0.10 -0.10
UK 2.2 2.0 1.1 1.2 0.0 0.6 2.4 2.8 0.25 0.25 0.10 0.10
Canada 1.1 1.1 1.5 1.6 1.1 1.5 1.4 1.4 0.50 0.50 0.50 0.25
Euro area 
Germany 1.5 1.7 1.6 1.5 0.1 0.4 1.9 1.5 0.00 0.00 0.00 0.00 
France 1.2 1.2 1.1 1.3 0.1 0.3 1.4 1.3 0.00 0.00 0.00 0.00 
Italy 0.6 0.9 0.9 1.1 0.1 -0.1 0.9 0.8 0.00 0.00 0.00 0.00 
Spain 3.2 3.3 2.5 2.0 -0.6 -0.3 1.9 1.2 0.00 0.00 0.00 0.00 
Netherlands 2.0 2.0 1.7 1.5 0.2 0.1 1.0 1.2 0.00 0.00 0.00 0.00 
Belgium 1.5 1.2 1.4 1.6 0.6 1.7 1.9 2.0 0.00 0.00 0.00 0.00 
Austria 0.8 1.5 1.6 1.5 0.8 0.9 1.8 1.9 0.00 0.00 0.00 0.00 
Greece -0.3 -0.2 1.4 1.9 -1.1 0.1 0.7 1.0 0.00 0.00 0.00 0.00 
Portugal 1.6 1.2 1.2 1.2 0.5 0.7 1.1 1.1 0.00 0.00 0.00 0.00 
Ireland 24.4 3.4 3.3 3.0 0.0 -0.2 0.7 1.1 0.00 0.00 0.00 0.00 
Finland 0.2 0.8 0.9 1.0 -0.2 0.4 1.2 1.3 0.00 0.00 0.00 0.00 
Asia Pacific 
China 6.9 6.7 6.6 6.6 1.4 2.0 1.8 2.1 4.35 4.35 4.35 4.35 
India 7.6 6.9 7.2 8.0 4.9 4.8 5.6 6.0 6.25 6.00 6.00 5.75 
Indonesia 4.8 5.1 5.3 5.6 6.4 3.6 4.5 4.0 4.75 4.75 4.75 4.75 
Korea 2.6 2.7 2.9 3.0 0.7 1.0 1.9 2.1 1.25 1.25 1.50 2.00 
Australia 2.4 2.2 2.2 3.0 1.5 1.3 1.9 2.1 1.50 1.50 1.50 1.50 
Taiwan 0.6 1.2 1.7 1.9 -0.3 1.2 1.2 1.3 1.38 1.38 1.38 1.50 
Thailand 2.8 3.2 3.2 3.2 -0.9 0.2 1.6 2.0 1.50 1.50 1.50 2.00 
Malaysia 5.0 4.1 4.2 4.4 2.1 2.0 2.5 2.5 3.00 3.00 3.00 3.00 
Philippines 5.9 6.6 6.3 5.9 1.4 1.8 3.1 3.0 3.00 3.00 3.25 3.50 
Singapore 2.0 1.1 1.4 1.8 -0.5 -0.5 0.7 1.5 - - - - 
Hong Kong 2.4 1.5 1.7 2.0 3.0 2.6 2.6 2.9 - - - - 
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Global economic forecasts 
GDP growth, % CPI inflation*, % Short term interest rates**, % 

2015 2016F 2017F 2018F 2015 2016F 2017F 2018F Current 2016F 2017F 2018F 
Latin America 
Brazil -3.8 -3.5 1.0 3.0 9.0 8.8 4.7 4.6 13.75 13.75 11.25 9.75 
Mexico 2.5 1.9 1.3 1.3 2.7 2.8 5.1 3.5 5.76 5.75 6.50 7.00 
Argentina 2.5 -2.0 2.7 3.0 26.1 38.7 24.1 16.6 19.88 25.75 21.00 17.25 
Colombia 3.1 1.8 2.5 3.0 5.0 7.5 4.3 3.9 7.50 7.75 6.50 5.50 
Venezuela -5.7 -11.3 0.0 1.3 121.7 525.1 544.7 416.1 6.40 6.40 30.00 50.00 
Chile 2.1 1.5 2.0 2.5 4.3 3.9 2.8 2.9 3.50 3.50 3.00 3.00 
Peru 3.3 4.0 4.5 4.5 3.5 3.5 3.1 2.9 4.25 4.25 4.25 4.25 
Ecuador 0.2 -2.7 -0.5 1.5 3.4 1.4 1.5 2.6 0.20 0.20 0.20 0.20 
Uruguay 1.0 0.3 1.6 2.5 9.4 9.5 8.3 7.5 9.25 - - - 
EEMEA 
Russia -3.7 -0.5 1.1 1.4 15.5 7.1 5.0 4.0 10.00 10.00 8.00 7.00 
Turkey 6.1 2.2 2.0 3.8 7.7 7.8 8.9 8.0 8.00 8.00 9.00 9.00 
Egypt 4.2 3.8 3.0 4.0 11.0 10.2 18.9 22.8 14.75 11.75 15.50 15.50 
Poland 3.6 2.7 3.5 3.2 -0.9 -0.7 1.5 1.7 1.50 1.50 1.50 2.00 
South Africa 1.3 0.7 1.2 1.5 4.6 6.2 5.8 5.5 7.00 7.00 7.00 7.00 
Romania 3.8 5.2 3.7 3.2 -0.6 -1.4 2.3 2.9 1.75 1.75 1.75 2.50 
Ukraine -9.9 1.0 2.5 3.0 48.7 14.5 8.0 7.0 14.00 14.00 10.00 10.00 
Czech Republic 4.6 2.7 2.9 2.7 0.3 0.6 2.2 2.3 0.05 0.05 0.05 0.00 
Israel 2.5 3.0 3.4 3.2 -0.6 -0.5 0.8 1.6 0.10 0.10 0.10 1.00 
Hungary 3.0 2.1 2.6 2.5 -0.1 0.4 2.7 2.8 0.90 0.90 0.90 1.40 
Saudi Arabia 3.5 1.3 -0.1 0.5 2.2 3.7 3.0 5.0 0.75 0.50 0.75 1.25 
Notes: Global and regional aggregates are based on the IMF PPP weights unless stated otherwise. Countries within each region are ordered according to these weights. 

* Annual averages. The HICP measure of inflation is used for Euro area economies. ** Central bank target rate, year-end, where available, short-term rates elsewhere.

Source: BofA Merrill Lynch Global Research 

Real GDP growth, qoq annualized % 
1Q 2015 2Q 2015 3Q 2015 4Q 2015 1Q 2016 2Q 2016 3Q 2016 4Q 2016 2016 2017 2018 

Developed Markets 
United States 0.8 1.4 3.5 2.5 1.5 1.5 2.3 2.3 1.6 2.1 2.5 
Euro Area 2.1 1.2 1.4 1.5 1.4 1.5 1.6 1.5 1.6 1.4 1.5 
Japan 2.8 1.8 1.3 1.1 1.3 1.9 1.6 1.1 1.0 1.5 1.2 
United Kingdom 1.4 2.6 2.3 1.4 1.0 0.4 0.4 1.0 2.0 1.1 1.2 
Canada 2.5 -1.6 3.3 1.4 1.0 1.9 2.0 1.5 1.1 1.5 1.6 
Australia 4.0 2.5 -1.9 1.6 2.5 2.9 4.4 3.8 2.2 2.2 3.0 
Emerging Markets 
China 6.5 7.1 6.8 6.5 6.2 6.7 6.6 6.4 6.7 6.6 6.6 
Korea, Republic Of 2.1 3.2 2.8 1.1 3.2 3.7 3.6 3.3 2.7 2.9 3.0 
Brazil -1.8 -1.7 -3.3 -0.2 2.5 2.8 -1.2 2.7 -3.5 1.0 3.0 
Mexico 3.2 -0.8 4.0 2.2 1.2 0.6 0.0 0.2 1.9 1.3 1.3 
Turkey -0.4 1.1 -2.7 5.4 0.5 3.3 -1.4 4.9 2.2 2.0 3.8 
South Africa -1.2 2.1 5.3 0.2 -4.1 4.0 5.1 0.4 0.7 1.2 1.5 
Source: BofA Merrill Lynch Global Research 
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Monetary policy forecasts 
 Key meeting dates and expected rate change (bp) 

Current Oct-16 Nov-16 Dec-16 Jan-17 Feb-17 Mar-17 
Developed 
Markets 
Fed 0.75 — unch +25 — 1st 15th 
ECB 0.00 unch — unch 19th — 9th 
BoJ -0.10 — unch unch 31st — 16th 
BoE 0.25 — unch unch — -15 (2nd) 16th 
BoC 0.50 unch — unch 18th — 1st 
Riksbank -0.50 unch — unch — 15th — 
SNB -0.75 — — unch — — 16th 
Norges Bank 0.50 unch — unch — — 16th 
RBA 1.50 unch unch unch — 7th 7th 
RBNZ 1.75 — -25 — — 9th 23rd 
Emerging Asia 
China (lending 
rate) 4.35 — — — — — — 

  Req. res. ratio* 17.00 — — — — — — 
India** 
  Repo rate 6.25 -25 — unch — 8th — 
  Cash res. ratio 4.00 — — — — 8th — 

Korea  1.25 unch unch unch 13th 23rd — 
Indonesia  4.75 -25 unch unch 19th 16th 16th 
Taiwan  1.38 — — unch — — 23rd 
Thailand  1.50 — unch unch — 8th 29th 
Malaysia  3.00 — unch — 19th — 2nd 
Philippines  3.00 — unch unch — 9th 23rd 
Latin America 
Brazil  13.75 -25 -25 — -50 (11th) -50 (22nd) — 
Chile  3.50 unch unch unch 19th -25 (14th) 16th 
Colombia  7.50 unch unch -25 27th 24th 31th 
Mexico  5.75 — +50 +50 — 4th 18th 
Peru  4.25 unch unch unch 12th 9th 9th 
Emerging EMEA 
Czech Republic  0.05 — unch unch — 2nd 30th 
Hungary  0.90 unch unch unch 24th 21st 21st 
Israel  0.10 unch unch unch 23rd 20th 27th 
Poland 1.50 unch unch unch 12th 1st 1st 
Romania 1.75 — unch — unch 7th — 
Russia 10.00 unch - unch - -25 (3rd) -25 (24th)
South Africa 7.00 — unch — 26th — 16th
Turkey  8.00 unch +50 unch 30th 22nd 24th 
Note: Bolded data are expectations in basis points.  “—“ denotes no meeting. TBA: MPC meeting not yet set. *Major five banks. **Reverse repo rate. 

Source: BofA Merrill Lynch Global Research, Central Banks 
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FX forecasts 
 

Quarterly forecasts – G10 currencies 

Spot 17-Mar 17-Jun 17-Sep 17-Dec 18-Mar 18-Jun
G3 
EUR-USD 1.05 1.05 1.02 1.02 1.05 1.06 1.07 
USD-JPY 117 112 115 117 120 117 115 
EUR-JPY 123 118 117 119 126 124 123 
Dollar Bloc 
USD-CAD 1.32 1.38 1.40 1.41 1.43 1.43 1.41 
AUD-USD 0.73 0.73 0.72 0.71 0.70 0.70 0.71 
NZD-USD 0.70 0.69 0.68 0.68 0.67 0.67 0.68 
Europe 
EUR-GBP 0.86 0.91 0.89 0.88 0.88 0.88 0.87 
GBP-USD 1.23 1.15 1.15 1.16 1.19 1.20 1.23 
EUR-CHF 1.07 1.09 1.10 1.11 1.12 1.12 1.13 
USD-CHF 1.02 1.04 1.08 1.09 1.07 1.06 1.06 
EUR-SEK 9.54 9.40 9.30 9.20 9.15 9.10 9.00 
USD-SEK 9.06 8.95 9.12 9.02 8.71 8.58 8.41 
EUR-NOK 8.99 8.90 8.80 8.70 8.60 8.50 8.50 
USD-NOK 8.54 8.48 8.63 8.53 8.19 8.02 7.94 
Source: Spot exchange rate as of day of publishing. The left of the currency pair is the denominator of the exchange rate. Currency forecasts are for end of period.  
Source: BofA Merrill Lynch Global Research 

Quarterly forecasts – EM currencies 

Spot 17-Mar 17-Jun 17-Sep 17-Dec 18-Mar 18-Jun
Latin America 
USD-BRL 3.22 3.65 3.70 3.80 3.90 3.90 3.90 
USD-MXN 21.24 21.25 21.50 21.75 22.00 22.25 22.50 
USD-CLP 668 685 700 715 730 740 750 
USD-COP 2923 3200 3250 3300 3350 3400 3450 
USD-ARS 15.81 16.00 17.00 17.50 18.00 18.50 19.00 
USD-VEF 9.99 31.10 31.10 84.80 84.80 84.80 84.80 
USD-PEN 3.38 3.47 3.50 3.52 3.55 3.60 3.65 
Emerging Europe 
EUR-PLN 4.36 4.25 4.20 4.20 4.20 4.10 4.05 
EUR-HUF 307 310 305 300 300 300 295 
EUR-CZK 27.02 27.00 27.00 26.50 26.00 26.00 26.00 
USD-UAH 27.28 25.80 25.80 25.80 25.80 25.80 25.80 
USD-RUB 59.53 63.00 65.00 65.00 65.00 65.00 65.00 
USD-ZAR 13.72 14.50 14.50 14.50 14.50 14.25 14.50 
USD-TRY 3.64 3.10 3.15 3.20 3.20 3.20 3.25 
EUR-RON 4.51 4.50 4.45 4.40 4.40 4.40 4.35 
USD-EGP 18.19 16.00 15.50 15.00 15.00 14.00 14.00 
USD-ILS 3.85 3.85 3.85 3.85 3.85 3.85 3.85 
USD-AED 3.67 3.67 3.67 3.67 3.67 3.67 3.67 
USD-KWD 0.31 0.28 0.28 0.28 0.28 0.28 0.28 
USD-SAR 3.75 3.75 3.75 3.75 3.75 3.75 3.75 
USD-QAR 3.64 3.64 3.64 3.64 3.64 3.64 3.64 
Asian Bloc 
USD-KRW 1193 1,200 1,220 1,250 1,270 1,270 1,230 
USD-TWD 31.99 32.40 32.70 33.10 33.40 33.40 32.80 
USD-SGD 1.44 1.45 1.49 1.50 1.51 1.51 1.51 
USD-THB 35.74 36.50 37.50 37.80 38.20 39.00 39.00 
USD-HKD 7.75 7.77 7.78 7.79 7.80 7.80 7.80 
USD-CNY 6.92 7.05 7.10 7.15 7.25 7.35 7.35 
USD-IDR 13,371 13,900 14,200 14,400 14,600 14,500 14,500 
USD-PHP 49.47 51.00 52.00 53.00 53.50 54.00 54.00 
USD-MYR 4.47 4.45 4.55 4.65 4.71 4.68 4.68 
USD-INR 67.96 68.10 68.50 69.00 70.00 69.50 69.00 
Source: Spot exchange rate as of day of publishing. The left of the currency pair is the denominator of the exchange rate. Currency forecasts are for end of period. Source: BofA Merrill Lynch Global Research 
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