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Prospects for China to end-2017
Thursday, June 22, 2017
A Party Congress, the most important event in Chinese politics, dominates the agenda
for the coming months
The second half of 2017 will be overshadowed by the five-yearly Communist Party Congress that will
be held in October or November. The emphasis of both foreign and domestic policy until then will be
on maintaining stability and preventing crises both at home and abroad.

President Xi Jinping (Reuters/Thomas Peter)

What next
President Xi Jinping's ability to fill key positions with allies at the Congress, and stamp his agenda on
key Party documents, will reveal the true extent of his presumed power. The personnel appointments
and documents revealed at the Congress will give more specific indications of policy direction over the
next five years.

Subsidiary Impacts
◦ Debt resolution and cleaning up the financial sector will be the focus of economic policy.
◦ Additional security measures that always precede a Party Congress may this time not be relaxed
again afterwards.
◦ Foreign businesses may be caught up in a politicised crackdown on the financial sector.

Analysis
Preparations for the Congress are currently at their height, though 'preparations' is potentially
misleading shorthand for a year-long process of policy consultation and lobbying. The Congress itself
is a stage-managed event at which the most important outcomes are finally made public.

The Congress is where important decisions are unveiled, not made

New leadership team
The Party does not reveal its criteria for membership of its ruling Politburo Standing Committee, nor the
process by which members are selected.
If precedent is followed, five of the seven current members will retire on age grounds and be replaced.
The exceptions are Xi and Premier Li Keqiang. Xi will have the strongest voice in who fills the posts, but
they are not his to appoint at will.
The identities of those appointed matter for several reasons:
• Their backgrounds may give some clue as to what industrial sectors or policy areas may be
prioritised over the coming years.
• Whether they are Xi's associates or proteges of retired leaders will indicate the extent of Xi's
present influence and his ability to press his agenda over the next five years.
• Two of the appointees are likely to become China's next president and premier in 2022.
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Departures from precedent would corroborate the idea that Xi is an unusually powerful leader. Several
possibilities have been rumoured in particular:
• Xi may do something to extend his formal leadership beyond 2022.
• Li may retire 'five years early' and be replaced by a Xi ally.
• Anti-corruption chief Wang Qishan, a Xi ally, may remain in post despite passing the
conventional retirement age.
• The number of seats on the Standing Committee may change.
• A change to the Party's constitution might strengthen Xi's formal authority or (less impressively)
incorporate his political slogans.

Political Report
The Political Report issued by the Party Central Committee will give more reliable signs of policy
direction. This is a consensus document reviewed and amended by thousands of senior officials.
Comparisons with the previous Report may reveal policy areas set for important changes.

Financial focus
GDP growth has stabilised and is on track at least to meet the 6.5% annual target. This creates space
to tackle the economy's greatest risk: large and fast-growing levels of debt.
A 'clean-up' of the financial sector was launched in March, which Xi publicly backed the following
month, describing financial stability as a matter of national security (and therefore a top political
priority).
The crackdown has involved new restrictions on 'shadow' lending, requirements for greater
transparency and a rise in short-term borrowing costs. These efforts are likely to intensify, with large,
fast-growing, opaque firms dealing with shadow finance the most likely targets.

Proxy war?

The lines are blurred between regulation, anti-corruption and political
infighting

Preparations for the Congress have been upset by a Chinese property tycoon now living in New York.
In January, Guo Wengui began making allegations on social media against senior Chinese
politicians, most importantly Xi's anti-corruption chief, Wang. Guo has ties to a former top state security
official now under investigation for corruption. In April Beijing issued a request to Interpol for Guo's
arrest on bribery charges, and three of his senior staff still in China were jailed for graft on June 16.
Anti-corruption investigators earlier this month detained Wu Xiaohui, the chairman of Anbang, a large
insurance firm that has made high-profile overseas acquisitions. Wu has connections to family
members of the political elite and had made veiled public criticism of Wang.
There is speculation that these men serve as 'proxies' for political enemies of Xi and Wang. If so,
further 'revelations' and detentions are likely.

Ongoing initiatives
With the Congress dominating the agenda, initiatives in other areas are less likely, but several issues
may see new developments:
• More details are likely to emerge of the Xi-backed project to construct a 'model city' from scratch
in Xiong'an, Hebei province (see CHINA: Xiong'an new city will be made to succeed - June 15,
2017).
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• China is due to launch a nationwide carbon emissions trading scheme during the second half
of 2017, though this deadline may be missed. This could burnish Beijing's image as a
champion of efforts to tackle climate change and sharpen the contrast with Washington (see
CHINA: China will transform global emissions trading - March 15, 2017).
• There may be movement on plans to restructure the anti-corruption apparatus by merging
personnel from different institutions to create a new 'superagency'.
• Authorities will implement new measures to extend their crackdown on corruption, political
dissent and 'hostile ideology'.

Hong Kong
Xi will visit Hong Kong from June 29 to July 1 to celebrate the 20th anniversary of the city's handover
and swear in a new administration under incoming Chief Executive Carrie Lam. Protests will probably
be brief, relatively small and minimally violent.
More seriously, the lack of fresh faces in Lam's cabinet will make it difficult to win public support and
bridge the sharp divide with opposition parties and radical activists.

Taiwan
With Taiwan's government showing no signs of budging on its China-sceptic position, Beijing will keep
up the pressure on foreign governments to restrict Taiwan's space for autonomy in the international
arena.
Beijing would feel obliged to respond strongly if Washington follows through on talk of a major arms
sale to Taiwan later in the year.

One Belt One Road (OBOR)
Xi may seek endorsement and support for OBOR at the 9th BRICS summit, in Xiamen in September.
The top leadership's support for OBOR means that related projects are likely to gain approval, even as
regulators crack down on speculative and 'irrational' overseas investments (see CHINA: Outbound
investments will face close scrutiny - May 10, 2017).

Cautious foreign policy
A relatively non-confrontational approach in the South China Sea is likely for now (see CHINA/VIETNAM:
Cooperation hinges on Chinese caution - February 28, 2017). However, China's long-term aim of
consolidating control remains unchanged.
Beijing will probably make token efforts to accommodate US requests for cooperation on North Korea
sanctions; China's sanctions on Pyongyang are already their toughest ever.
The election of a new government in South Korea last month, and Seoul's subsequent decision to
postpone deployment of the US military's THAAD missile defence system, should allow some easing
of tension in this relationship, but Beijing still wants THAAD removed permanently.
Japanese Prime Minister Shinzo Abe reportedly seeks to meet Xi on the sidelines of the G20 summit in
Germany next month, to host a summit with China's premier and South Korea's president in July, and
to lay the groundwork for Xi to visit Japan for the first time next year.
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September 7, 2017

US and Chinese interests diverge over North Korea
Denuclearisation is unrealistic; Beijing and Washington will pursue outcomes
less desirable -- but not equally so

Moratorium/drawdown deal

Allies strengthen military capabilities

US military strike
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China
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China’s preferred scenario

Washington’s most likely course

Riskiest scenario

Washington could scale down military
activities in return for Pyongyang ceasing
nuclear/missile tests. Washington would incur
all the cost. Beijing would gain both from a
more stable neighbourhood and a reduction
in US forces that indirectly threaten China.

A stronger US-South Korea military alliance
would deter Pyongyang from aggression, but
risk an arms race with North Korea and
China.

A successful US strike would destroy
Pyongyang’s nuclear facilities and remove a
threat to US security. It could benefit Beijing
by removing a source of instability on China’s
border. However, it may not succeed and
could trigger a catastrophic war.

No major change

US sanctions China heavily

China

POTENTIAL BENEFIT

Washington’s prefered scenario
Pyongyang to cease further nuclear/missile
tests. Washington would benefit
disproportionately. China would bear all the
cost, risking triggering a regime collapse
followed by creation of a US-friendly
post-unification Korea on its border.
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Beijing’s most likely course

Second-riskiest scenario

The status quo is more acceptable to Beijing
than to Washington, since North Korea does
not directly threaten China. Beijing prefers
the risk to stability posed by a nuclear-armed
North Korea to the risk posed by potential
regime collapse.

US sanctions severe enough to force Beijing
to change its North Korea policy would risk
Chinese retaliation and also damage the US
economy. This could be a greater threat to
US national security than North Korea.

Both Beijing and Washington ultimately want denuclearisation of the Korean
peninsula, but probably accept that this is no longer realistic. In negotiating
with each other over how to deal with a nuclear-armed Pyongyang, Beijing’s
and Washington’s interests diverge. Each wants the other to take action that
involves incurring a disproportionate share of the risk or cost and gives the
other side a disproportionate share of the benefit. Neither side is likely to
get its preferred outcome. Pyongyang’s nuclear weapons programme is less
unacceptable to China than to Washington, so Beijing likely has more modest
goals and is less prepared to take risks to achieve them.

_ ‘Rewarding bad behaviour’ by
compromising with Pyongyang risks
encouraging other states to acquire
nuclear weapons.
_ Pyongyang’s nuclear weapons
negotiate a reduction of US forces in
the region.

See also: Washington may eventually compromise with Pyongyang -- July 24, 2017
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Prospects for US foreign policy to end-2017
Friday, June 9, 2017
US foreign policy is set to be uncoordinated and contradictory under the Trump
administration
During his first months in office, President Donald Trump has generated significant uncertainty about
US alliance commitments, participation within international institutions and foreign governments’
standing in Washington. However, many of his subordinates at the cabinet and sub-cabinet level have
attempted to normalise the Trump administration’s foreign policy positions to assuage allies’
nervousness, but have proved subject to presidential contradiction on multiple occasions.

US President Donald Trump boards Air Force One
(Reuters/Jonathan Ernst)

What next
The setting of the Trump administration’s foreign policy agenda will be robustly contested in
Washington and move in contradictory directions, to the consternation of US partners and perhaps
presenting opportunities to revisionist adversaries. Voices favouring traditional US positions on
regional security issues are currently dominant, but a presidency obsessed with its public image and
personnel politics could see them fall out of favour.

Strategic summary
◦ Lack of coordination will undercut the US national security process and hinder effective formulation
of foreign policy.
◦ Extensive executive branch vacancies will hinder senior officials’ efforts to rein in off-message
presidential interventions.
◦ Washington has unrealistic expectations of what pressure Beijing is willing to exert on Pyongyang.
◦ Unpredictable clashes of Syria proxies and Gulf state polarisation could see a conflict with Iran
escalate.
◦ Despite Trump's wishes for warmer ties, there is little appetite in Washington for greater US
cooperation with Russia.

Analysis
Any new US administration coming into office in January 2017 would have faced a range of foreign
policy challenges, including:
• the increasing conventional military capabilities of major state competitors China and Russia
near US allies in the context of militarised regional disputes (see CHINA: Parade reveals
weaknesses - September 7, 2015) and (see RUSSIA: Arms purchase plans constrained by
budget - February 27, 2017);
• US troop deployments in Afghanistan and as part of the anti-Islamic State (IS) campaign in Iraq
and Syria (see SYRIA/US: Trump will follow Obama’s policy - March 2, 2017);
• acute intra- and inter-state instability in the Middle East affecting key security partners (see
IRAN/US: US policy will threaten the nuclear deal - December 2, 2016) and (see QATAR:
Surrender to Riyadh will raise domestic risks - June 7, 2017);
• managing the material, political and constitutional requirements of a globalised
counterterrorism campaign employing significant US military, paramilitary and intelligence
resources (see UNITED STATES: ISG action rests on politics, not law - February 22, 2016);
• destabilising shifts in nuclear weapons technology and doctrine undermining Cold War-era
legal instruments and institutions (see US/RUSSIA: Nuclear arms treaty may lose relevance April 24, 2017) and (see INT/US: Nuclear weapons’ utility will grow for states - April 5, 2017);
and
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• North Korea developing a nuclear deterrent of increased sophistication and credibility (see
NORTH KOREA/US: Rhetoric masks absence of fresh policy - April 12, 2017).
However, Washington's task of formulating, coordinating and implementing policy to address these
challenges will be complicated by the idiosyncratic internal dynamics of the Trump administration.

Leadership dynamics
By statute and practice the president is the most influential -- but not sole -- actor in the formulation of
the US foreign policy agenda.
The US national security apparatus has been designed and evolved to take centralised presidential
direction conjoined with expert advice from the military and bureaucracy channelled through the cabinet
and sub-cabinet level of the executive branch.

Presidential factors
The early foreign policy decisions of the Trump presidency have shown the president to have a limited
personal understanding of the broader international context, a tendency to overvalue the atmospherics
of leader-to-leader contacts over substantive policy steps and a willingness to delegate decisionmaking to subordinates with greater experience, particularly on military matters.

82.7%
Senior State and Defense Department posts without a pending
nominee or occupant
Most of the ambassadorships and sub-cabinet vacancies in the national security apparatus have still
not been filled. According to the Partnership for Public Service data from May 20, the Trump
administration has had only 14 of 120 senior appointments to the State Department and 16 of 53
Department of Defense posts filled or with pending nominees.

Senior-level officials
However, some of these senior-level officials -- given a high degree of individual agency with their
policy portfolios -- do not share Trump's views of international political developments, diplomatic
norms and US priorities.

Trump has empowered his senior subordinates to make high-level
policy decisions, but he also is willing to contradict them

Trump reportedly chastised National Security Advisor HR McMaster for reassuring the South Korean
government that the United States would finance the operation of the THAAD missile defence system,
in contradiction of Trump's earlier statement that Seoul should bear the cost of the system (see
UNITED STATES: Trump will undercut McMaster at NSC - February 22, 2017).
During his May 25 speech in Brussels, Trump reportedly excised on delivery language in the original
text backed by McMaster, Secretary of State Rex Tillerson and Secretary of Defense Jim Mattis,
reaffirming the US commitment to NATO's Article V self-defence provision (see SOUTH KOREA: New
leader faces pressures on all sides - May 17, 2017).
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Regional impacts
The effects of disjointed US foreign policymaking will have varying effects on regional security
structures and bilateral relationships.

East Asia
The Trump administration has moved away from its earlier willingness to question traditional bilateral
understandings with China on trade and the 'one-China' policy in the hope that Beijing will exert greater
pressure on North Korea.
Pressure on Japan and South Korea over financing US bases has abated as a primary White House
concern. China's well-entrenched presence in the South China Sea has presented Trump with a fait
accompli, an area of security frictions to be managed by Washington and subordinated to other
concerns.
However, a new North Korean nuclear test and tensions over US policy from the new administration in
Seoul could see Trump return to earlier themes of a more confrontational line on China and rendering
US alliance commitments more contingent than in the past (see NORTH KOREA/US: Rhetoric
outstrips policy options - April 26, 2017).

South Asia
The White House has not formulated a new Afghanistan policy and the Trump administration has
delegated authority to US military commanders, with the White House neither committing to an
escalation of the presence nor addressing the issue of establishing a NATO-US withdrawal process
(see AFGHANISTAN: Security is likely to deteriorate in 2017 - April 26, 2017). This contributes to policy
inertia on US relations with India and Pakistan.

Middle East
The Trump administration will continue to hold to the nuclear deal, for all its criticism, but there are no
voices favouring relaxing bilateral tensions over Iranian-backed proxies elsewhere in the region,
ballistic missile testing or the chilling effect of US sanctions on much-needed investment (see IRAN:
‘Resistance economy’ will fail to materialise - April 28, 2017).
This has created a sense in the Gulf Arab monarchies, primarily Saudi Arabia and the United Arab
Emirates, that Washington will not act as a brake on growing regional polarisation over Iran, played out
diplomatically within the Gulf Cooperation Council and in proxy conflicts in Libya, Syria and Yemen.
Trump favouring state-to-state cooperation on security matters over championing regime reform or
human rights will also embolden authoritarian regimes to take harsher measures against internal
critics. This also suggests that Trump's claimed desire to broker a peace deal between Israel and the
Palestinians is mostly aspirational rather than an actual priority, as no meaningful pressure will be
placed on Prime Minister Binyamin Netanyahu's government to make concessions.

US-backed proxies holding former IS territory will complicate
Washington's diplomacy with regional powers

© Oxford Analytica 2017. All rights reserved
No duplication or transmission is permitted without the written consent of Oxford Analytica
Contact us: T +44 1865 261600 (North America 1 800 965 7666) or oxan.to/contact

9

Oxford Analytica Daily Brief

®

Global Prospects

One country expecting warmer ties under Trump that has been notably frustrated is Turkey. The US
military continues to view Kurdish fighters of the People's Protection Units as their most effective proxy
in the campaign against IS in Syria -- whatever Ankara's objections -- and this group holding former IS
territory will present Washington with diplomatic complications (see IRAQ/SYRIA: Shia and Kurdish
forces may clash - May 24, 2017).

Europe and Russia
The ongoing domestic US controversy over Moscow's 2016 election meddling and strong opposition
within Congress and the national security apparatus to sanctions relief or military-to-military
cooperation mean that Trump -- for all his desire for less adversarial ties with Russia -- has very little
over which to negotiate in the present climate.
European policymakers -- particularly in Germany -- are a natural foil on the international stage for
Trump's domestic message of 'America First' and relations are likely to remain poor for the duration of
his term in office (see NATO: Trump’s alliance ire will focus on Germany - April 28, 2017).
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Radicalisation hubs will be key to counterterrorism
to find the causes of radicalisation

51

73%

attacks were successfully carried out in
North America and Europe by
individuals linked to jihadism
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Networks and charismatic individuals appear to be at the heart of ‘hubs’ of radicalisation
West Point’s Combating Terrorism Center (CTC) examined 854 foreign fighters in Syria and Iraq,
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Jihadist terrorism has risen in Europe and North America since Islamic
State declared its caliphate in 2014. Multiple reasons have been put
forward as to what causes individuals to either join the Islamic State in
Iraq and Syria as foreign fighters or to carry out violent terrorist attacks.
Ideology, relative deprivation and social media propaganda have all
been examined. Yet there is no clear link between those causes and
radicalisation, and no predictive value.
Perhaps they are all contributing factors to a person’s path towards violent
extremism. However, what appears to be a common thread in that path
is the physical presence of individuals or networks that push a novice
into extremism. This manifests in ‘radicalisation hubs’ -- areas where
charismatic individuals or networks facilitate recruitment, and which will be
crucial in the fight against terrorism.

cities accounted for 23%
of all foreign fighters in
the CTC’s data set

_ Territorial losses are likely to see Islamic
State morph into a more traditional
terrorist organisation.
_
redeployed to carry out attacks in their
countries of origin.
_
radicalisation hubs, even if they stay on
the right side of the law.

See also: Global terror patterns open interception opportunities -- October 28, 2016
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Prospects for Turkey to end-2017
Wednesday, June 21, 2017
Erdogan’s grip will tighten as he eliminates opponents and consolidates his powerbase
President Recep Tayyip Erdogan’s hold on power is unchallenged but complicated by tensions on all
fronts and his growing international isolation. Inside the Justice and Development Party (AKP),
supporters of his son-in-law appear to be trying to oust the conservative religious ‘old guard’ but have
failed so far. Public spending and export demand have boosted economic activity and the lira has
stabilised but unemployment and inflation remain high.

Turkish President Tayyip Erdogan at the Turkish
parliament in Ankara, Turkey (Reuters/Umit
Bektas)

What next
The crackdown on possible opponents will spread to the few surviving opposition newspapers and the
main opposition Republican People’s Party (CHP). Erdogan will probably go slow, for economic
reasons, on moves to detach Turkey from the EU. Satisfactory international financial conditions may
keep the lira relatively stable, although political risk perceptions will remain high and confidence in
economic and monetary policies shaky.

Strategic summary
◦ Survival and control will dominate Erdogan’s perspective, resulting in international isolation and
repression at home.
◦ Manpower shortages (a result of the purges) and economic constraints will limit Turkey’s ability to
project its power in Syria and over Qatar, although it could threaten to do so.
◦ The growth of economic activity will continue to depend mostly on global liquidity conditions, while
also being affected by politics, economic policy and external demand.
◦ Longer-term growth and stability will remain elusive with structural reforms envisaged but not
prioritised.

Analysis
Erdogan is in no danger of being deposed, even in a palace coup inside the AKP. Given the ultracautious security arrangements, there is only a remote chance of the unexpected, such as an
assassination. He is therefore set to continue into 2019 and beyond, albeit at an ever-greater cost in
terms of Turkey's economic strength and political influence.

Polarising opinion
At the same time, Erdogan will be very conscious of growing economic pressures on the population,
which could undermine his popularity, and of the failure of his foreign policy projects, notably in Syria,
where a high death toll has not been justified since the results are insignificant.
Erdogan's well-tried tactical response is to mobilise his followers by polarising opinion against such
outside threats as the Kurdistan Workers' Party (PKK), the Gulen movement and 'the (foreign) interest
rate lobby'. Since the referendum, there has been a notable squeeze on the media, including TV news,
to judge from their bulletins (see TURKEY: Rift with EU looks likely after referendum - April 19, 2017).

Exemplary punishments
A 25-year jail sentence has been passed on Enis Berberoglu, deputy leader of the opposition CHP and
former editor of Cumhuriyet, for helping publicise secret service support for Syrian rebels, including
possibly Islamic State (IS).
No one is beyond the reach of possible retribution, including the AKP 'old guard'.
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Purges are likely to spread to the AKP, leaving Erdogan with a very
narrow powerbase

The CHP's ability to function as an opposition will be further constricted, while the pro-Kurdish Peoples'
Democratic Party, with a dozen of its parliamentarians in jail, is already fading from the scene.
Despite ultra-draconian measures in the south-east, the PKK will strike frequently at soldiers and
police.

Emigration
One response to this is a steadily accelerating outflow of Turks, mostly the rich but including many
young lower-income individuals, such as students, to other countries -- from Canada to Montenegro
and Greece. This means a drain of both funds and talent which Turkey cannot afford and bodes badly
for the years ahead.

Foreign policy stagnation
Turkey has little prospect of repairing its international relations, especially with the United States (see
TURKEY/US: Erdogan will not alter US ties to Kurds - May 23, 2017).
It may be able to obtain some trade concessions from the EU, with Brussels doing its best to
discourage instability among candidates for membership (see TURKEY/EU: Alternative may emerge to
full accession - May 4, 2017).
Turkey will be forced more into Russia's ambit; joint energy projects with Russia will go ahead.
IS is a growing threat but may not exert its full strength as long as it holds Raqqa and has a territorial
base.

Economic gloom lifting
Despite fears related to global liquidity tightening, political risks and over-loose monetary policy, Turkey
has continued to attract capital inflows to roll over the mainly private-sector gross foreign debt of
around 50% of GDP and finance the perennial current account deficit.
The lira, which plummeted to a weakest-ever 3.94/dollar in early January, has recovered to just over
3.50. The Central Bank has contributed by raising its average cost of funding from 8% to 12% in six
months, notwithstanding Erdogan's calls for lower rates. However, inflation has risen sharply (see
TURKEY: Latest inflation surge could be persistent - June 7, 2017).
GDP, which grew by only 3.5% in 2016, expanded by 5.0% year-on-year in the first quarter of 2017,
possibly thanks to ongoing fiscal measures to support business and growth, such as employment
incentives, tax cuts and credit guarantees that have boosted bank lending to businesses.
Unemployment edged down to a seasonally adjusted 11.5% in March, from 11.9% in December (see
TURKEY: Reducing unemployment will need faster growth - March 20, 2017).

External balances and lira
The lira may remain stable or else depreciate only modestly, to perhaps 3.70-3.80/dollar at year-end.
The current account deficit could widen above 4% of GDP, partly owing to higher oil prices, but the
increase will be tempered by the competitive lira, stronger European export markets and a likely partial
recovery in tourism revenues, which were badly hit by Russian sanctions and terrorism fears in 2016.
Although capital inflows were weak in early 2017, hitting foreign exchange reserves, they should cover
© Oxford Analytica 2017. All rights reserved
No duplication or transmission is permitted without the written consent of Oxford Analytica
Contact us: T +44 1865 261600 (North America 1 800 965 7666) or oxan.to/contact

13

Oxford Analytica Daily Brief

®

Global Prospects

the current account deficit from now on, given gradual US monetary policy change and no major
political or other shocks.
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Turkey: Central Bank gross foreign exchange reserves (billion dollars, excluding gold)
Source: Central Bank of Turkey

Monetary policy and inflation
The Central Bank could well maintain the cost of funding at close to 12% for some months. This is
essential for currency market stability, and for reducing inflation from 11.7% in May.

Currency stability and high inflation will require cautious fiscal and
monetary policies

Fiscal policy
With or without cabinet changes, the government will continue to support growth, employment and its
private sector clientele. Benefits for industrial zones and a review of the value-added tax system are
envisaged.
However, Finance Minister Naci Agbal has promised to keep the central government budget deficit
under 2.0% of GDP, after 1.1% in 2016.

Other policy issues
The government will continue to prioritise infrastructure projects, such as the new Istanbul airport, and
try to promote strategic investments. Its closeness to some business groups and sectors, and relative
hostility to the traditional conglomerates and the financial sector, will go on causing unease. Doubts
about the purpose of the new sovereign wealth fund will persist (see TURKEY: State assets may fund
public-private projects - February 24, 2017).
Income tax, labour market and public personnel regime reforms may not be attempted.

Economic activity
Given the strong first-quarter GDP growth figure, the prospect of currency stability, stronger export
demand and likely improvements in tourism and agriculture, ministers believe GDP growth in 2017
could exceed the targeted 4.4%.
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Turkey: GDP growth by expenditure (% change, year-on-year)
Source: Turkish Statistical Institute (Turkstat)

External demand and government spending are supporting economic
activity but investor and consumer confidence are subdued

However, high inflation and unemployment, and low wage growth may constrain consumer demand,
and the high public consumption and net export growth of the first quarter may not be repeated.
The rapid growth of credit and the credit/deposit ratio of the banking system look unsustainable. Market
interest rates have edged up.
Investor confidence is weak owing to future uncertainty and political conditions since last July's coup
attempt. Fixed capital investment rose only 2.2% in the first quarter.
Recent changes in the calculation of GDP and discrepancies between the GDP data and other
published statistics have created another layer of unpredictability.
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Saudi Arabia will seek Gulf leadership against Iran
The ambitious young deputy crown prince, Mohammed bin Salman, is radically
shifting the country’s foreign policy stance

UNITED STATES
Riyadh will rely heavily on a
personal relationship with US
President Donald Trump to gain
support for its leadership of the
Middle East.

KEY

EU
The war in Yemen and human
rights issues complicate ties with
the EU -- although the United
Kingdom is becoming more
amenable.

$ Economic

RUSSIA

Security

FLASHPOINTS

collaborate to maintain oil prices;
however, Moscow’s tacit alliance
with Tehran is a cause of
suspicion.

$

$

Diplomatic

QATAR

$

The crisis in
relations with
Qatar underlines Riyadh’s
determination to enforce its
hegemony within the Gulf
Arab region.

IRAN

Deteriorating relations
with Tehran could play
out in an intensified sectarian
confrontation between
Sunnis and Shias across the
Middle East.

YEMEN

$
AFRICA
Saudi aid and agricultural investment have
loyalty and UN votes from some African
governments, such as The Gambia.

$
GCC
Saudi Arabia has allied with the
United Arab Emirates (UAE) and
Bahrain to bring the other Gulf
Arab states into line on foreign
policy issues.

Mohammed bin Salman will build on the success of US
President Trump’s attendance at the Riyadh summit in May,
as he aims to become the key US ally in the Arab and Islamic
worlds. This relationship will be grounded on common
opposition to both Iran and Sunni political Islamist groups,
and bolstered by arms sales and infrastructure investment.
However, Washington’s support for Saudi Arabia’s bold
initiatives within the region -- including the confrontation
with Qatar, a new war of words against Iran and the Yemen
intervention -- could be more rhetorical than practical.
Without strong US backing, outcomes satisfactory to
Riyadh are likely to prove elusive.

ASIA
Saudi Arabia is seeking to
boost its investments and
influence in Muslimmajority Asian countries.

Saudi Arabia will
seek a way to
extricate itself from the civil
war without losing face;
however, local partners could

_ If Crown Prince Mohammed bin Nayef succeeds King
Salman as planned, foreign policy could revert to older
patterns.
_ In the longer term, competition for leadership between
Riyadh and Abu Dhabi could spark bilateral tensions.
_ Another sharp fall in oil prices might force Saudi Arabia
to rein in some regional ambitions.
_ If the 2015 Iran nuclear deal broke down, the Saudi
Shia confrontation.

See also: Surrender to Riyadh will raise domestic risks for Doha -- June 7, 2017
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Prospects for the EU to end-2017
Wednesday, June 14, 2017
In the wake of populist defeats and a show of unity in response to Brexit, the EU is
experiencing a comeback of sorts
At the start of this year, the EU was confronted by four crises: Brexit, the migration crisis, the euro-area
crisis and democratic backsliding in Hungary and Poland. Six months on, Eurosceptic populists have
experienced major setbacks, economic conditions have improved, Brexit is viewed as a shambles for
the United Kingdom and the EU appears poised to confront its remaining challenges from a position of
greater strength.

"Pulse of Europe" supporters hold EU flags in front
of the the Chancellery in Berlin, Germany
(Reuters/Hannibal Hanschke)

What next
These positive developments make it more likely that the EU will take steps forward in deepening
defence cooperation and reforming the euro-area in the months to come. However, Europe will
struggle to respond to democratic backsliding and attacks on the rule of law in Hungary and Poland
and mounting tensions could come to a head later this year.

Strategic summary
◦ Macron’s electoral victory has raised hopes that the Franco-German engine can reinvigorate the
integration process.
◦ The EU has maintained greater-than-expected unity regarding Brexit -- a marked contrast with the
disarray within the United Kingdom.
◦ Discussions about EU reform will intensify after the German election, likely resulting in policy
announcements at the European Council meeting in December.

Analysis
Centrist pro-EU forces held the line against populists in the Dutch and French elections earlier this
year, and the euro-area economy has continued to improve -- with forecasts projecting growth of 1.7%
this year, unemployment at its lowest level in eight years and some previously struggling peripheral
economies such as Portugal's showing renewed strength.

Brexit
These encouraging developments have coincided with a far greater-than-expected show of unity
among the EU-27 with regard to Brexit negotiations (see EU: The bloc will enter Brexit talks as a united
actor - May 2, 2017).
After the United Kingdom voted to leave the EU one year ago, there was speculation that Brexit might
inspire other states to do the same. However, given the political turmoil and mounting economic
anxiety the Brexit vote has prompted in the United Kingdom, it seems highly unlikely that Brexit will
prove contagious (see EU: Brexit turmoil may dampen Euroscepticism - July 22, 2016).
The EU-27 have agreed a joint position on Brexit -- highlighting the rights of EU citizens, a financial
settlement with the United Kingdom and the safeguarding of the Northern Ireland peace process as
initial priorities -- and appointed a negotiating team led by Michel Barnier.
Article 50 negotiations were due to commence next week, but in light of UK Prime Minister Theresa May
losing her majority in last week's snap election, it is unclear when negotiations will actually start (see
UNITED KINGDOM: Vote will complicate Brexit process - June 9, 2017).
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The EU is unlikely to extend the two-year negotiation period

Precisely who will lead the UK negotiating team and what outcome it is seeking in terms of a postBrexit relationship with the EU are unclear. The EU is unlikely to extend the two-year negotiation
timetable set to expire on March 29, 2019, as it has little incentive to do so and that would in any case
require the agreement of all 27 member states.
Delays from the UK side make it increasingly unlikely that a final deal on the complicated terms of
Brexit can be concluded in time. To avoid a chaotic 'cliff edge' Brexit, some sort of transitional
agreement is likely (see EU/UK: A transitional Brexit deal is likely - March 29, 2017).

Future of the EU
The EU launched a debate on its future on the occasion of its 60th anniversary in March.
It published a white paper exploring options for EU reform and began preparing reflection papers on
themes including social policy, economic and monetary union and defence (see EU: Further
integration will be uneven and incremental - March 27, 2017).
Since then, Emmanuel Macron's victories in the French presidential and first round of the legislative
elections has revived hopes that the Franco-German engine will drive European integration forward.

Macron's election may be an opportunity for economic governance
reform

Macron's election is seen as an opportunity to address fundamental weaknesses in the architecture of
EU governance, particularly with regard to economic and monetary union. Macron is pushing to see the
euro-area bolstered by the completion of the banking union, the establishment of some sort of
collective debt instrument and the creation of an 'economic government' with an euro-area finance
minister.
The German government is keen for Macron to succeed and sees him as a pragmatic partner. It is
likely to agree to at least some of his proposals, although major decisions will be made only after the
German election in September, in which Chancellor Angela Merkel is expected to win a new mandate
(see GERMANY: Schulz is unlikely to be a threat to Merkel - May 17, 2017).
Beginning what may be her final term, Merkel may be more willing than in the past to undertake farreaching reforms to strengthen the euro-area, including common deposit insurance or collective debt
instruments that would be unpopular with fiscal hawks in her party.
Another area of reform is defence cooperation. It enjoys strong public support, and the combination of
Brexit, which removes a member state that has opposed many common defence initiatives, and
Donald Trump's presidency in the United States, which increases uncertainty about the country's
commitment to NATO, make it likely that enhancing defence cooperation will be a major focus for the
EU over the coming year.

Democratic backsliding
The EU's stand-off with the Polish and Hungarian governments will intensify in the second half of 2017.
The EU last year launched the rule of law framework against Poland, citing concerns over government
attacks on the constitutional court, a new media law and other issues.
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However, the government has shown no sign that it will back down. Instead, it announced a proposal
that would end the independence of the judiciary, putting the appointment of judges and the naming of
senior court officers in the hands of the governing party.

Hungary's Orban continues to defy the EU along multiple fronts

Meanwhile, Viktor Orban's government in Hungary continues its defiance of the EU along multiple
fronts, moving forward with a law that would force the Central European University (CEU) to cease
operations, organising a national anti-EU campaign and yesterday passing a law designed to stifle
foreign-funded NGOs modelled on Russia's foreign agents law (see HUNGARY: Fidesz illiberalism
will defy EU criticism - May 19, 2017).
The Commission has launched a series of legal infringement actions but until now has refrained from
taking further steps because Orban's Fidesz party enjoys the political protection of the powerful
European People's Party (EPP) group.
However, with his recent attacks on the CEU and civil society groups, splits have emerged within the
EPP, with many calling for tougher action. The German government and others proposed making the
receipt of EU structural funds (on which both Poland and Hungary heavily depend) conditional on
adherence to the EU's fundamental rule of law norms.
Another point of tension between the EU and Poland and Hungary (along with other governments in the
region) is migration policy. The Commission yesterday launched legal action against Hungary, Poland
and the Czech Republic over their refusal to take in migrants as part of the EU refugee relocation
scheme agreed in 2015.
The scheme was designed to spread the burden more evenly across the EU by relocating 160,000
migrants from Italy and Greece to other member states.
The Czech Republic has taken only a handful, while Poland and Hungary have pledged to ignore any
EU requirements concerning relocation -- setting the stage for an act of defiance that would further
challenge the rule of law within the EU.
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More Eastern EU migrants may leave as Brexit nears
Turnaround in Eastern EU migration appears due to declining UK attractiveness,
as a workplace and as somewhere to live
UK immigration is down across the board (except EU-15 citizens)
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Emigration of EU citizens is rising
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‘Study’ may explain why EU-15 immigration is ‘stickier’ than EU-10
Main reason for migration, March 2017 (% of total)
Employment:
definite job

Employment:
looking for work

EU-15
EU-8
EU-2

50.8

Accompany /
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The latest net migration data (with caveats -- provisional
and not wholly statistically significant) appear to show the
United Kingdom becoming less attractive for all except
EU-15 citizens since the Brexit referendum. That the non-EU
segment bucks the trend for falling immigration suggests
that the changed UK/EU relationship is involved. The
EU-15 exception may be connected with more coming for
education, compared to EU-10 migrants; it easier to abandon
jobs than courses.
Lower EU immigration and higher emigration have mostly
accelerated between June 2016 and March 2017, suggesting
a rising trend. People may have waited post-Brexit. Fewer
EU citizens will probably stay in the United Kingdom, as 2019
approaches and as home economies revive.

Formal
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_
of perceptions since the Brexit referendum of
widespread xenophobia.
_
the UK economy’s retail, hospitality, care home and
agricultural sectors.
_ The rising UK population, a concern for some, will
abate but not reverse because of continuing non-EU
net migration.
_ Weaker sterling and the slowing UK economy may also
play a part in discouraging immigration.

See also: Lack of consensus clouds EU-UK transition prospects -- August 11, 2017
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Prospects for Russian politics to end-2017
Wednesday, June 28, 2017
The Kremlin will focus on securing election wins first for regional governors and then the
president
President Vladimir Putin is likely to announce in late summer that he will run for re-election in March
2018. Regional elections in September will provide indications of strategies for boosting turnout in the
presidential contest. Electoral activity amid ongoing economic problems creates scope for popular
protest, which the authorities can contain, and for competition in governing circles that will become
more visible in Putin's next term. Hopes that US and EU sanctions may ease or end have all but
disappeared.

Putin speaks during the Victory Day military parade
marking the World War II anniversary at Red
Square in Moscow (Reuters/Yuri Kochetkov)

What next
Protests will continue as the March election approaches but are unlikely to gather significant
momentum. The G20 meeting in early July will see Putin's first face-to-face meeting with US President
Donald Trump, determining the trajectory of their relationship without altering the issues that divide
their countries. Moscow will expand its ties with Asia and the Middle East while facing rising risks to its
engagement in Syria.

Strategic summary
◦ Putin has yet to announce his plans but no one doubts he will go for a fourth term.
◦ With foreign interventions losing their lustre, the Kremlin has little to offer voters other than modest
economic recovery.
◦ Russia is heavily engaged in Syria and its manoeuvring between multiple external players could go
wrong.
◦ Moscow cannot expect an early end to US or EU sanctions, whatever the views of Trump or Russiafriendly states.

Analysis
All the signs are that Putin will run in 2018. His performance in the annual televised question-andanswer session on June 15 and recent comments by his spokesman Dmitry Peskov offer broad hints
that he is set on a fourth term.

Domestic politics
With the onset of the 2018 presidential election cycle, domestic politics will dominate the Kremlin's
agenda for the remainder of this year, with his chief of staff Sergey Kirienko tasked with engineering
favourable election outcomes (see RUSSIA: Kremlin wants 2018 poll to give real mandate - March 14,
2017).
Although Putin will not face serious competition, there remains uncertainly over the future direction of
politics, in particular the management of a political succession process launched during Putin's final
term.
The succession question will be complicated by growing opposition caused by the economic situation
and concerns about corruption.
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Factional fighting
The near-certainty that Putin will have another term has not ended talk of succession. The question of
who takes over is very much alive, and potential candidates and factions are already manoeuvring for
strategically significant positions in the 2018-24 administration.
Dmitry Medvedev could be removed as prime minister in the next few months, following months of
reputational damage (see RUSSIA: Prime minister's survival is only temporary - April 20, 2017). The
position of prime minister will gain in importance, as it may offer clues to Putin's replacement. An early
government reshuffle will be watched for signs of a victorious factional grouping.

The prospect of a succession will stir unease and excitement among
possible contenders

However, another scenario is also likely: to maintain a balance and avoid revealing his intentions,
Putin may refrain from identifying himself with any one faction or its candidate at this early stage (see
RUSSIA: Old faces will dominate Putin's future team - March 24, 2017). In that eventuality, he could
select a technocrat as an interim replacement for Medvedev.

Containing protests
The protest mood in Russia has strengthened in recent years, and this year it took a distinctly political
tone. The anti-corruption demonstrations organised by opposition politician Alexey Navalny in March
and June were the most significant since the electoral protests of 2011-12 (see RUSSIA: Protests
challenge Kremlin's election strategy - April 4, 2017).
Similar protests are likely in coming months, but are unlikely to gain enough momentum and numbers
to challenge Putin's authority, not least because of the riot police and other units available nationwide
within the National Guard force.
Despite his skilful use of media, Navalny is a divisive figure and even if he were allowed to compete,
he would struggle to achieve a competitive share of the vote. Although the Communist Party and Just
Russia have expressed sympathetic views on corruption, they will not throw their weight behind
Navalny.

Crafting a campaign
Putin enters the race in a strong position. Polling agencies consistently placed his approval rating
above 80% in January-June, and this level of support is unlikely to fall over the next six months.
That said, the nationalist euphoria that surrounded the annexation of Crimea in 2014 has started to
recede, and Russia's economic problems are likely to occupy voters' minds as the ballot approaches
(see PROSPECTS 2017: Russian politics - November 8, 2016). Therefore, Putin is unlikely to
campaign on a programme that radically departs from the status quo.
The government will fund social programmes in the run-up to the election, and Putin will rail against
bureaucratic corruption. More high-profile figures are likely to face prosecution and disgrace this year
as the authorities show how serious they are. On the positive side, Putin will accentuate the definite if
modest economic recovery and hold out the prospect of rising living standards (see PROSPECTS H2
2017: Russian economy - June 16, 2017).
The main question for the Kremlin is whether all this is enough to create a popular vote in Putin's
favour. The Kremlin seems to want a genuine high turnout and support for Putin to make the ballot a
legitimating referendum in the absence of a contested election (see RUSSIA: Kremlin wants 2018 poll
to give real mandate - March 14, 2017).
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Over the next six months, elections of governors in 16 regions will provide some indication of the
Kremlin's ability to mobilise a high turnout. Securing the desired results in Buryatia, Kaliningrad, Kirov,
Sverdlovsk and Yaroslavl will present particular challenges.

Foreign policy
The relationship between Putin and Trump is likely to become clearer after their first meeting, expected
on the fringes of the G20 summit on July 7-8. Syria and Ukraine are likely to top the agenda, although
Putin's spokesman says the main purpose of this meeting is to establish a personal rapport (see
PROSPECTS 2017: Russian foreign policy - November 11, 2016).

Enmeshed in Syria
Russia continues to pour military and diplomatic resources into securing President Bashar al-Assad's
position. It can sustain the present course of events but the risks of events it cannot control are high -US confrontations with Iranian-backed forces on the ground, for example.

Russia is deeply engaged in Syria and unable to manage US-Iranian
frictions on the ground

Assuming Islamic State is defeated as a territorial entity, Russia will seek to shape any settlement
through talks and through its 'deconfliction zones' initiative. Both areas of activity are likely to be arenas
for tension with the United States, especially as the zones look likely to become contested spheres of
influence for Iran, the United States, Russia and to a lesser extent Turkey, with frictions along the
faultlines (see RUSSIA/IRAN: Visions differ on Syria's future - March 6, 2017 and see SYRIA: US strike
will only stop chemical weapons use - April 7, 2017).

Ukrainian stalemate
The Minsk 2.0 peace process has a new lease of life thanks to the stability created by the French
presidential election result and the upcoming German polls (see RUSSIA/UKRAINE: Chances of
conflict resolution recede - May 16, 2017). Germany and France work with Russia and Ukraine on the
talks process.
Russia will expect the United States to pressure the Ukrainian government to deliver on regional
sovereignty for the currently rebel-held eastern territories. Steps to reintegrate these areas are
expected to go before the Ukrainian parliament but will face stiff resistance from President Petro
Poroshenko's opponents.

European sanctions remain
Relations with the EU should improve gradually, although economic sanctions against Russia are due
to be extended for another six months in July. The EU is unlikely to diverge from the US government's
ongoing commitment to existing sanctions.

Asian vector
Russia will prioritise trade with and investment from China. Although the two countries are not wholly
aligned, bilateral relations would be strengthened by an further deterioration in relations between the
United States and North Korea.
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Prospect of a ‘pax narco’ could swing Mexican election
After more than a decade of militarised policing and heavy security spending,
Mexico is no more secure
Cartel strongholds
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_ With most of Mexico’s drug exports US-bound,
leaving weakened cartels prone to violent rupture, Mexico’s
war on drugs has blurred the lines between the causes of and
solutions to violence.
Meanwhile the weakness of the state in many areas has often
allowed organised crime to take on the role of community provider,
raising questions over legitimacy of governance. In the eyes of
many, organised crime is less of a problem than violence, which the
government has comprehensively failed to reduce.
While leftist presidential candidate Andres Manuel Lopez
Obrador’s condemnation of the ‘war on drugs’ could prove naive
therefore, the prospect of a more peaceful security policy may well
be a vote-winner at next year’s election.

policy would likely provoke anger in Washington.
_ Pervasive institutional corruption will hinder
or investment drives.
_ The perceived injustice of increasing prices
of goods such as fuel will further alienate the
government from the public.
_ A major violent incident or human rights scandal
could trigger a decisive spike in Lopez Obrador’s
support prior to the election.

See also: Mexico security may deteriorate further in 2017 -- February 20, 2017
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Prospects for India to end-2017
Friday, June 2, 2017
A likely economic rebound promises some relief to an administration facing complex
political and diplomatic challenges
The expected economic scenario over the second half of 2017 is low inflation and a rebound of GDP
growth from a slowdown in the first half. Following the triumph of his Bharatiya Janata Party (BJP) at the
Uttar Pradesh state elections in March, Prime Minister Narendra Modi can expect a relatively quiet
political season until year-end.

The new 2,000-rupee note (Reuters/Mukesh
Gupta/File photo)

What next
The growth rebound in the second half would be led by the waning of the adverse effects of
demonetisation and is likely to be strengthened by export demand. However, domestic demand is a
dampener, especially as there are many constraints on sustaining the credit-financed spending that
underlies recent economic expansion. On other fronts, Modi's BJP will step up preparations for the
2019 parliamentary polls, while his government tackles difficult relations with Pakistan and the United
States.

Strategic summary
◦ GDP growth is likely to rebound to over 7% by year-end.
◦ Hindu nationalist violence against minorities and low castes could rise depending on government
policy on cow slaughter.
◦ India-Pakistan tensions will not result in a full-blown war.
◦ India-US cooperation is at risk in multiple sectors, notably IT, defence and energy.

Analysis
According to provisional estimates released yesterday, GDP growth in the first quarter of this year (or
the fourth quarter of financial year April 2016-March 2017) slowed to 6.1% from 7.9%, 7.5% and 7.0% in
the preceding three quarters.
The decline is widely attributed to the lagged effects of the demonetisation exercise during NovemberDecember 2016 (see INDIA: Demonetisation deepens 2017-18 budget woes - January 20, 2017).
Those effects are likely to continue subsiding over the second quarter of 2017, and lose momentum
thereafter, returning growth to its over-7.0% level in the second half of 2017.

Agrarian boost
Another encouraging factor is that foodgrain production rose 8.7% to a record 273.38 million tonnes in
the last agricultural year (July-June) and expectations are that the southwest monsoon that has just set
in will be reasonably good.
This promises consecutive good harvests and strong rural demand, as well as a boost to growth. This
is even more likely as inflation fell to 2.99% in April 2017 from 5.47% in April 2016 and 3.89% in March
2017.
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Monetary policy

The RBI may lower interest rates

This would make it difficult for the Reserve Bank of India (RBI) to ignore demands to reduce its
benchmark repo rate (currently 6.25%). Monetary easing would spur consumption and investment
demand, lifting the 'soft' indicators of business confidence that have been depressed.

Exports rebound
Moreover, India is seeing a return to significant exports growth just when expectations of a stronger
recovery in OECD countries are rising.
In March, India recorded a positive rate of exports growth for the seventh consecutive month after a
prolonged period of negative growth. Indeed, the March figure (at 27.6%) exceeded even the high rate
of 17.5% in February, and was the fastest growth rate in almost six years.

Downside risks
Despite falling inflation and accelerating growth the economy faces downside risks.

Financial market volatility
The Modi administration's push to roll out the Goods and Services Tax by July (or latest by September
2017) has fueled speculation that further liberal economic reforms are forthcoming.
Consequently, net foreign investment into debt and equity markets soared to 4.2 billion dollars in May
alone and 181 billion dollars over the first five months of 2017. Expectations of a further loosening of
rules on foreign investment and accelerated privatisation to fund infrastructure could strengthen these
flows.
These inflows have triggered volatility in foreign exchange and equity markets, strengthening the rupee
and spiking stock market valuations. A strong rupee may abort the exports revival, and stock market
valuations not warranted by corporate results raise fears of financial instability.

NPAs
Instability is also induced by large non-performing assets (NPAs) on the books of public sector banks.
NPAs reportedly reached 6.14 trillion rupees (95.2 billion dollars) by December 2016 from 5.02 trillion
rupees at March-end 2016 and 2.67 trillion rupees at March-end 2015.
These NPAs are adversely affecting bank profitability and in some cases even raising the probability of
insolvency. Bank vulnerability, in turn, is slowing credit expansion which can constrain growth. It can
also trigger financial turmoil in the second half of 2017, despite promising growth indicators.

Political outlook

The BJP's electoral strategy could backfire

There are no major regional elections scheduled until those in Himachal Pradesh and Modi's
homestate of Gujarat from December. Gujarat is a BJP stronghold but the party lost Himachal Pradesh
to the Congress in 2012; the party faces a tough contest here.
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Yet Modi's greatest political challenge is the 2019 parliamentary polls, preparations for which will
gather pace in coming months:

New constituencies
With its original support base in the north and west, the BJP is now making inroads into the east and
south.
The party improved its performance in the 2017 village elections in Odisha. In municipal elections, it
established a foothold in both Kolkata (West Bengal) and Trivandrum (Kerala).

Hindu nationalist mobilisation
Also, it has used legal protection of the cow as a religious symbol around which to mobilise orthodox
Hindus.

Risky strategy
Yet both strategies risk a backlash.
While the Congress may be beyond immediate resuscitation, dispersed regional parties have been
given strong incentives to draw together in anti-BJP fronts to defeat Modi at the polls. In November
2015, one such front in the Bihar state election turned the tide of pro-Modi support.
Also, Hindu nationalist enthusiasms could result in more anti-minority and anti-Dalit violence,
alienating BJP's more liberal-minded and Dalit voters (see INDIA: Anti-Dalit attacks imperil Modi's
election base - September 26, 2016).
The federal government's latest notification to ban the sale of all bovines for slaughter threatens to
destroy the 5-billion-dollar meat export industry as well as upsetting the agrarian economy.

Presidential race
A preliminary test of the BJP's political sway will come at the election of the next president in July. The
office is largely symbolic and the electoral system is indirect -- via a college based on membership of
parliament and state legislative assemblies.
However, the BJP and its closest allies are just short of an absolute majority and smaller opposition
parties could switch their support to the BJP in anticipation of 2019 pre- or post-poll alliances.

Foreign policy

Firings along the India-Pakistan border will continue

Modi's administration faces two main foreign policy challenges to end-2017.

Pakistan
In Indian-held Kashmir, a popular protest movement which began last year has revived, creating
diplomatic opportunities for Islamabad to exploit.
Military confrontation along the Line of Control is intensifying with cross-border violations and firings
taking place on a near-daily basis. However, heightened tensions are unlikely to spill over into open
war.
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United States
Modi is expected to visit Washington soon (possibly around end-June) even though US President
Donald Trump's administration has yet to clarify its policy towards India.
India is taking a leading position against China's One Belt One Road initiative in Asia, and has also
supported the US-Japan-Australia defence axis constructed by Trump's predecessor Barack Obama to
contain China's influence to the south. Modi will be looking for confirmation that Trump intends to
sustain this axis.
Moreover, Modi will seek clarification on:
• US immigration policies, especially concerning H-1B visas that threatens the future of India's
much-vaunted IT industry (see INDIA: US immigration bill looms over IT sector - February 13,
2017); and
• US protectionism, which risks cooperation in such sectors as defence (see INDIA: Trump
protectionism looms over US defence ties - March 15, 2017).
Also, the financial problems of Westinghouse/Toshiba have put a cloud over the development of a
nuclear partnership (see INDIA/US: Energy relations face reset - May 8, 2017).
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Venezuelan isolation raises a range of grave risks
The country has rowed back from a more activist global role
since the death of President Hugo Chavez

CUBA
Cuba is a staunch diplomatic
supporter but Venezuela will
struggle to maintain
subsidised oil sales.
UNITED STATES
Hopes of a diplomatic thaw have
evaporated and oil sales have fallen
considerably; opposition ties with
Washington raise suspicions and
problems for both sides in Caracas.

$ Economic

KEY

Diplomatic

Security

RUSSIA
A recent default on renegotiated debt could
lead to Russian action against Citgo, the US
subsidiary of state oil company PDVSA,
reportedly 49.9% mortgaged to Rosneft.

$

$

$

$

MERCOSUR
Venezuela is
suspended from the
bloc, which has had
an unimpressive role

$
CHINA
Some two-thirds of Venezuela's oil
exports are going to pay
outstanding Chinese loans of
around $20bn, with the volume
increasing as oil prices fall.

$
COLOMBIA
Crossed accusations relate to
and support for violent
opposition on both sides.

Political and economic woes have reduced Venezuela’s global
role from the days when Chavez sought alliances with Iran,
Libya and Syria, made arms deals with Russia and put in place
the PetroCaribe scheme under which Venezuela sold oil at
concessional prices to regional allies.
Immersed in its own crisis, Venezuela’s foreign policy now
focusses on seeking loans and averting default; relations with
China and Russia revolve increasingly around financing deals, to
be paid for by mortgaging long-term oil output.
No longer able to dispense largesse and surrounded by less
ideologically compatible governments, Venezuela’s growing
isolation reduces prospects for serious regional mediation that
could palliate its crisis.

GUYANA
in Guyana have inflamed
long-standing border disputes
and bellicose rhetoric.

_ Regional neighbours are increasingly divided
over Venezuela, as shown by the Organization of
_ Unpredictable US foreign policy under President
Donald Trump could increase fears of a new and
unconstructive intervention in Venezuela.
_ Insecurity and dysfunctional institutions facilitate
cross-border crime and other incursions that
_
US-based downstream company.

See also: Prospects for Venezuela to end-2017 -- June 7, 2017
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Prospects for African economies to end-2017
Tuesday, June 20, 2017
An uptick in commodity prices could exacerbate regional fiscal slippages as much
needed policy adjustments are delayed
Economic momentum will pick up during the second half of the year as the exogenous shocks of 2016
ease further. Commodity prices, particularly for metals, have risen on the back of the improved outlook
for global growth, the extension of the OPEC oil supply cut arrangement until 2018 and stronger
demand from China. However, the risk that these largely external conditions could quickly unwind is
reflected in diverging growth predictions for the region this year. Official forecasts range from the IMF's
2.6% to the African Development Bank's 3.3%, both up from 1.4% in 2016.

South African Minister of Finance Malusi Gigaba
(Reuters/Rogan Ward)

What next
The improvement in global commodity prices will likely diminish the urgency for policy reforms in
commodity-exporting countries despite pressure from international financial institutions. Governments
will be reluctant to risk slowing growth further by implementing Fund measures, particularly in
countries that are yet to emerge from deep slumps. Although the diverging paths of rapidly-growing oil
importers and structurally-weaker commodity exporters still apply, vulnerabilities could increase
uniformly among both groups on continued loose policies.

Strategic summary
◦ The weak policy responses in the largest economies will entrench structurally weaker growth by
stifling the private sector.
◦ Liquidity risks from lower resource revenues could limit access to cheap finance, even in otherwise
solvent countries.
◦ East African growth should prove strongest regionally -- despite persistent drought and famine
risks.

Analysis
Economic recovery in the region is still largely predicated on the continuation of benign external
developments, which began at the end of 2016. Commodity exporters benefit from higher export
receipts which could help boost domestic revenues, especially in countries that still face downward
pressure on their currencies following the commodities' price slump in mid-2014 such as Angola,
Nigeria and the Democratic Republic of the Congo (DRC).

Resource fortunes
Metals have performed better than oil on the back of strengthened growth in China and supply
constraints in key global producers in some cases (cobalt and, to a lesser extent, copper), leading to
upward revisions of growth forecasts in some countries (DRC, Zambia). Prices were up 35% in May
from their low point in 2015 (see INTERNATIONAL: Copper market - April 25, 2017).
Crude oil prices have been more volatile. After averaging approximately 53 dollars per barrel in the first
quarter, they have slumped below 50 dollars despite the recent agreement to extend oil supply cuts by
OPEC and other exporters to March 2018 (see PROSPECTS H2 2017: Fossil fuels - June 19, 2017).
This could impact policy developments in countries that were relying on higher oil prices to support
fixed and quasi-fixed exchange rate regimes, such as the Economic and Monetary Community of
Central Africa (CEMAC) and Nigeria.
For all countries, the emerging markets-led global growth recovery should help mitigate any trade
fallout from the risk of growing nationalism in developed countries (see PROSPECTS H2 2017: Global
economy - June 1, 2017). However, official concessional financing -- which more countries are
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beginning to rely on to fund urgent development projects amid rising regional debt burdens and tighter
global credit -- will remain in short supply.

Much-needed official concessional financing will be in short supply

The global aid agenda's shift towards leveraging greater private sector investments through donor
funded-projects could help offset some of the region's financing constraints (see INTERNATIONAL: Aid
policy shift may lower prosperity - March 24, 2017).
However, this is a long-term agenda and depends on improvements in the region's operational
environments, which are developing unevenly with only a handful of countries making tangible
progress in recent years and from low starting points (Kenya, Niger, Senegal).

Emerging headwinds
While improved exogenous conditions will provide relief for many countries, the growth headwinds of
the last six months remain relevant during the second half of 2017, along with new sources of risk. The
uptick in commodity prices is modest compared with pre-2014 highs and will not correct the
macroeconomic imbalances that have built up over the last three years.

Niger -18.1
Eritrea 0.5
Nigeria 1.0
Liberia -26.6

SURPLUS

1.8 Botswana
0

Mozambique -34.8

DEFICIT
-34.8 Mozambique

Africa: Estimated current account
balance, 2017 (% of GDP)

Botswana 1.8

Source: IMF World Economic Outlook
Database, April 2017

For instance, oil and copper prices are still 58% and 48% below their respective highs, and could drop
further if global growth prospects dim (see INTERNATIONAL: Copper market - April 25, 2017). These
developments have allowed some governments to further delay urgent reform measures, which risks
further entrenching the slowdowns in some, and interrupting momentum in others.

Governments may use recent headwinds to ignore urgently required
reforms

In Nigeria, the central bank has continued unsustainable interventions in the foreign exchange market
to prop up the main exchange rate while maintaining at least five different official rates to help spur
growth (see NIGERIA: Partial float will not relieve forex crunch - May 8, 2017). Nevertheless, the
economy contracted 0.5% year-on-year in the first quarter, the fifth consecutive quarterly decline.
Rapidly expanding oil-importing countries have also taken advantage of increased fiscal space to
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ramp-up higher interest borrowing (rather than reduce already high debt burdens) to finance public
investments, risking debt sustainabilily in some (Senegal, Ivory Coast, Ethiopia) (see IVORY COAST:
Recurring unrest may dampen investor pull - May 24, 2017).

Cape Verde 134.7
The Gambia 114.9

Eritrea 127.4

São Tomé and 97.1
Príncipe

134.7
Cape Verde

Mozambique 106.9
0

Africa: Gross government debt, 2017
(% of GDP)
Source: IMF World Economic Outlook
Database, April 2017

Drought conditions which plagued mainly southern African regions last year have been replaced with
pest infestations which will affect agricultural output (DRC, Namibia, Zimbabwe). Moreover, drought
has re-emerged in east African economies (Ethiopia, Kenya, South Sudan) and famine conditions
have emerged in South Sudan (see SOUTH SUDAN: Government will hinder aid efforts - April 11,
2017).

Regional prospects
Nevertheless, best-case growth scenarios have been upgraded to reflect improving prospects for
individual regions, and positive spillovers for domestic consumption growth.
Estimates
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Sources: IMF, African Department database, and IMF, World Economic Outlook database, 31 March, 2017

Unburdened by economic crises elsewhere, East Africa is set to remain the strongest performer with
average GDP growth expected to register 5.7%, up from 5.3% in 2016. While most countries will see
their economies expand, the region's largest economy, Kenya, could slow slightly to 5.3% (from 6% in
2016) owing to the election cycle and the downturn in private lending following the cap on commercial
lending rates last year (see KENYA: Rate cap may stay through the August election - April 27, 2017).
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West African growth is expected to expand to 3.5%, boosted by the recovery in Ghana and Nigeria, as
well as continued robust growth in the WAEMU zone (unchanged at 6.1%) (see WEST AFRICA: Slow
reform may hurt monetary bloc's rise - June 12, 2017). Ebola-impacted countries (Guinea, Liberia,
Sierra Leone) are set to consolidate their economic recoveries (see GUINEA: Progress on Simandou
mine will boost president - December 29, 2016).
Central Africa is expected to grow by 2.2%, an improvement from 0.8% last year, as most of the
recession-hit countries (Chad, Republic of Congo) resume growth. However, Equatorial Guinea, the
region's richest country in per capita terms, will remain in deep recession, contracting by 5.9% due to
the economy's heavy dependence on oil (85% of GDP) (see EQUATORIAL GUINEA: Fiscal woes are
likely to mount - January 13, 2017).
The DRC, which drove high regional growth during the first half of the decade, could recover to 4.0%.
This is slightly better than the 2.4% in 2016, as the impact of higher copper prices is offset by the fall
armyworm infestation in the agricultural sector (see AFRICA: Armyworm will become lasting African
problem - February 17, 2017).

Sluggish South
Finally, the Southern African region will grow at the slowest pace, expanding by an estimated 1.9%
compared with 1.1% in 2016. The outlook appears somewhat lifted as drought conditions that affected
agricultural production (South Africa, Malawi) and electricity output (Zambia) improve.
Higher oil prices and government spending ahead of elections in Angola could increase growth to
around 2.3%, much higher than the 1.3% predicted at the start of the year (see ANGOLA: New oil
investments could prove elusive - April 10, 2017). Zambia could now grow by 4.2%, instead of the 3.4%
originally expected, as mining, agriculture and electricity generation pick up.
South Africa fell into recession in the first quarter of 2017, contracting by 0.7% year-on-year, while the
unemployment rate reached a 14-year high of 27.7% (see SOUTHERN AFRICA: South Africa
downgrades threaten SACU - May 26, 2017). While a third sovereign credit rating downgrade to junk
status was recently avoided, Moody's kept the country's outlook at negative.
The agency cited the weakening of political institutions, reduced growth prospects as a result of policy
uncertainty and the lack of progress with structural reforms and the continued erosion of fiscal strength
as ongoing concerns. Institutional crises within state-owned enterprises, particularly power utility
Eskom, look set to persist (see SOUTH AFRICA: Zuma will limp on as ANC splits further - May 31,
2017).
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Population trends pose development challenges
Just 2% of global population gain in 2016-40 will be in advanced countries;
56% will be in Africa and the Middle East
…but these areas will produce less than 10% of world
GDP; emerging Asia will produce 40%+

GLOBAL POPULATION
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By 2040, the population of Africa and the Middle East will
increase by 975 million. The rest of the world will increase
by 769 million. Migration may intensify. All regions will face
pressure to provide jobs, housing, infrastructure and social
security.
In developed economies, technology will continue its
advance, but productivity and goods trade are likely to remain
weaker than before the 2008 crisis. In 1992, those economies
accounted for nearly two-thirds of world GDP; that may drop
to one-third by 2040.
Emerging Asia’s share of GDP has risen to 32% from 13% in
1992, thanks to the growth of China. Competition will check
the pace, though it is still expected to approach 45% by 2040.
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_ Pew Research Centre estimates the Muslim
population will equal the number of Christians by
2060, potentially changing consumer patterns.
_ Research shows the sperm count of Western men fell
outpopulating the West will intensify.
_ The Institute of Health Equity showed this month that
UK life expectancy gains have stopped since 2010;
post-crisis austerity is a reason.
_ Technology and democracy give young populations
a louder voice to campaign for resources; social
unrest and populist voting may increase.

See also: Prospects for the global economy to end-2017 -- June 1, 2017
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By 2040, nearly 30% of the population will live in
Africa or the Middle East, 55% in emerging Asia…
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Prospects for fintech to end-2017
Tuesday, June 13, 2017
Financial technologies are transforming banking and finance, but at a pace that is
allowing most existing firms to adapt
The capital and enthusiasm being deployed into financial technologies (fintech) has yet to cause
significant turmoil in banking and finance. Moderating forces include stakeholder risk aversion,
government regulation and the clout of existing institutions, whose cooperation is needed for
technologies to gain necessary scale and network.

Post-it notes are displayed in the UBS "fintech lab"
at Canary Wharf in London, Britain
(Reuters/Hannah McKay)

What next
Banks and financial institutions will focus their efforts on key technologies and identify platforms and
partners that will enable them to remain competitive. They will continue to build in-house expertise,
both through venture funding and internal initiatives such as 'blockchain labs'. The industry will
undergo an inevitable transformation, although the process will be gradual rather than abruptly
disruptive. Margins will continue to narrow. Banks of the future will be leaner, larger in scale and are
likely to outsource many aspects of their existing value chain.

Strategic summary
◦ Fintech firms have focused on solutions for parts of the value chain, but they may start to acquire
banking licences and compete outright.
◦ The pace of growth in fintech financing has slowed since 2015 as markets have realised that
although fintech has momentum, the transformation will be gradual.
◦ Established financial institutions are beginning to create partnerships with established fintech
firms.
◦ Blockchain and artificial intelligence (AI) are the two key underlying technologies that could
transform the banking and finance sector.

Analysis
Digitalisation and mobile communications have transformed how many everyday tasks are conducted,
from ordering takeaways to transferring money and electing political leaders. However, PayPal
estimates, globally 85% of retail transactions are still settled in physical currency. Commercial
banking, insurance and asset management have made significant digital progress, but underwriting,
settlements and compliance work are still largely performed manually.
Fintech is making all aspects of these processes faster, cheaper and more accessible. Several factors
make it possible for new entrants to succeed rapidly:
• Computing power previously available only to large institutions has been made accessible with
crowd-computing.
• Customers already have the ubiquitous interface of choice -- the mobile phone.
• Most transactions leave digital footprints that in aggregate comprise a trove of valuable data.
• Marketing and sales can be scaled up at low, or no cost through social media.
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Fintech entrants are chipping away at links in the value chain, and the entire banking system will be
overhauled. Narrower margins will necessitate larger scale and thus consolidation. The tens of
thousands of banks in the world will be reduced by a degree of magnitude both through consolidation
and extinction.
The number of people working in the banking and financial industry will also fall, particularly if
technologies like blockchain and artificial intelligence (AI) live up to their promise see INT:
Redistribution is key to future of the workforce - May 25, 2017).

Blockchain

Blockchain-related job postings on LinkedIn reached an all-time high
this month

Blockchain-related job postings on LinkedIn reached an all-time high in the first week of June. Existing
financial institutions understand that they need to harness blockchain, also known as Distributed
Ledger Technology (DLT), if they want to avoid being consumed by it. DLT's promise of riskless and
instantaneous transactions holds far-reaching consequences (see INT: Bitcoin 2017 prospects January 16, 2017).
There may be several false starts. For example, R3 is a blockchain consortium of banks, but it recently
saw the departure of some of its most prominent members including Goldman Sachs and Santander.
The insurance industry launched its blockchain consortium B3i in October 2016, and it has grown to
include 15 members (see INTERNATIONAL: Blockchain raises insurance efficiency - May 9, 2017).
Most large financial institutions, central banks and exchanges have DLT initiatives. Network effects are
crucial for a blockchain system to function. Existing institutions have been able to leverage their scale
and access to influence blockchain, but the speed of its implementation will depend on how efficiently
financial institutions can agree on common standards and regulations.
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AI
AI has made tremendous advances in the past twelve months, passing milestones such as beating a
human master of the complex strategy game, Go (originally predicted not to happen before 2027), and
passing the first round of a literary competition in Japan.
A survey of world's top experts in AI by the Future of Humanity Institute at the University of Oxford found
that their median expectation was that there is a 50% chance that AI will be better than humans at
almost everything within 45 years (see INTERNATIONAL: Automobile market is evolving fast - April 27,
2017).
Long-horizon predictions are rarely accurate. Nevertheless, many of the tasks performed by humans in
banking and finance could be addressed by existing AI capabilities. Banks and finance firms lag
technology companies such as Google, Apple and Facebook in this space.
There have been more than 200 acquisitions of AI firms since 2012, but hardly any in the banking and
finance sector. AI applications are viewed as something that can improve and enhance the sector
rather than compete directly.
However, segments such as asset management are already under direct threat. Quantitative hedge
funds run entirely by AI including Sentient and Numerai are making rapid progress, seeking to beat
their human competitors, perhaps irreversibly. Similarly AI-based financial information and analysis
companies such as Kensho, Dataminr and Quandl endanger financial analysts and data suppliers
such as Bloomberg.

Underserved markets
Much of fintech focuses on lowering costs and improving efficiency and accessibility, creating
opportunities to reach new customers. The World Bank estimates that global penetration of mobile
phones is about 70%, and this may rise to 90% within the next five years.
According to the UN Development Agency, more than half of the world's population still has no access
to basic financial services. However, many of these people have valuable illiquid assets including land
and livestock. These could be easier to trade with access to financial services. Blockchain technology
can make trading these assets faster, cheaper and less risky.
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80-90%

Estimated saving from providing banking services on a phone rather
than in a branch
Digitally providing banking services on mobile phones is estimated to be around 80-90% cheaper than
servicing at physical bank branches. The savings in cost and convenience for customers will be large.
Unburdened by legacy infrastructure, firms from Africa to Asia could leapfrog developed market peers.
However, agreeing common standards and regulation will be crucial (see INTERNATIONAL: Demand
will outpace cyber insurance - August 12, 2016).

Regulation
Banking and finance regulators take a cautious approach to new technologies, conscious of their
responsibility for ensuring the integrity and stability of the financial system.
This can create new systemic risks. Financial markets are irreversibly interlinked, as demonstrated by
the 2008 global financial crisis, and transnational coordination will be key to effective regulation.
Technology is also blurring traditional industry boundaries, requiring regulators to deal with nontraditional players as well as increased inter-agency coordination.
Keeping up with technological advances while also balancing consumer protection with facilitating
progress will be crucial. Changes in laws, regulations and bureaucratic structures will not keep pace
with fintech advancements, exerting a major moderating force on the pace of change.

Outlook
The number of banks and financial institutions will decline significantly in coming years, although
governments will protect strategically important national champions. Effective policies will be essential
to protect workers whose jobs may be at risk from automation.
Banks of the future will be dominant strategic entities with infrastructure and scale. They may include
technology cross-over groups expanding from initially focusing on investing in technology startups.
These groups are eventually likely to serve largely as assemblers of components from a multitude of
fintech suppliers.
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