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· Slow evolution of democratic institutions in Middle East.
· Iraqi violence continues while U.S. finds it difficult to extricate itself.
· Iranian revolution unexpectedly leads to new conservative President, although exact policies are still unclear.
· Despite Lebanon’s “cedar revolution” last month and removal of Syrian troops, Syria’s influence still being felt.
· As September’s multi-party Presidential election approaches, Egyptian government’s efforts to thwart opposition appear to be somewhat ineffective.

· Kuwait extends right to vote to women and hold public office.

· Current Emir of Qatar pushing for democratic reforms through new constitution.

· Hints of a growing democratic movement appear in Saudi Arabia although House of Saud will remain unchallenged.

· Initial hopes of sustainable peace between Israel and Palestinians now losing steam.
Throughout the Middle East, there appears to be a slow evolution towards more democratic institutions, although some countries are steadfastly refusing to budge from their autocratic and repressive regimes.
Unfortunately, the establishment of democracy in Iraq is proving to be much more difficult than initially thought.  The elections earlier this year were a qualified success, with millions braving the prospect of violent confrontation with terrorism in order to vote.  Although the Sunnis made a colossal blunder in abstaining from the voting, the new government, which was finally appointed in May after much bickering, has wisely chosen to include Sunnis and other minorities in its cabinet.   This has resulted in a sectarian government with representation by Shiites, Sunnis, Kurds and even one Christian.  While such a composition is necessary to foster stability, it also makes for a highly fractious government in which consensus or compromise will be difficult to achieve.  In addition, Iraq faces severe security issues as the unrelenting violence continues to destroy the optimism that existed directly following the election.   While civilians, soldiers, both Iraqi and American, and police continue to face an almost continual barrage of bombings, the country’s infrastructure is increasingly becoming a target as evidenced by the destruction of Baghdad’s water main and pipeline facilities.   The sabotage of oil facilities is resulting in a decline in the country’s output of oil.  Without these oil revenues, the government’s ability to sustain strong economic growth is being undermined, thereby reducing the government’s ability to invest in additional infrastructure and social services, once again undermining support for the government.   Security issues will undoubtedly remain center stage over the foreseeable future.  However, the government faces other issues as well.  In the north, the Kurdish population, which decisively won the vote in the oil rich region in and around Kirkuk, is in a strong position to control this autonomous region, resulting in ethnic tensions with the resident Arab and Turkmen communities that are near a burning point.  Adding further fuel to the potential fire is Turkey, who fears that Iraqi Kurds may have enough power to declare an independent Kurdistan if they gain control of Kirkuk.   If this were to occur, Turkish Kurds could rise up to join the new country, an event that would undoubtedly bring in Turkish troops if they had not already entered into Iraq to either quench Kurdish independence aspirations or in pursuit of terrorists who have committed bombings in Turkey and fled into Iraq.  Following the two recent bombings at Turkish seaside resorts, both of which were claimed by the outlawed Kurdistan Freedom Falcons Organization, President Bush had to caution Turkey not to cross the border to pursue suspects.  Staring into all of these problems alongside the Iraqi transitional government is the U.S. government who is faced with the unenviable position of determining how best to disengage from the country without unleashing an ethnic rout there.  It is clear, of course, that U.S. troops must leave since they are now largely viewed as having lost legitimacy by a significant portion of the Iraqi population.   Unfortunately, the presence of U.S. troops is the one unifying force for the two predominant Muslim groupings as each supports attacks on the troops, albeit perhaps for different reasons.  It is therefore imperative that the new government engages all elements of Iraqi society so that there is united support for strengthening the Iraqi security apparatus so that a disengagement from U.S. troop dependency can occur.  It is also necessary to engage countries surrounding Iraq so that they also support Iraq’s transition.  
Such engagement may be difficult in neighboring Iran.   As in India, the democratic process resulted in an upset in the Presidential election last month resulting from the failure of reform oriented policies to spread the nation’s wealth to the poor.   The result was a relatively unknown figure assuming the role of President.   Initial fears are that the very conservative President-elect Ahmadinejad will institute orthodox Islamic codes and will resume the building of nuclear weapons.   Certainly, the election has resulted in the conservative’s control of all the governmental seats of power, which will undoubtedly make negotiations with the US more difficult.  However, it is premature to say that Iran will revert to the conditions that existed immediately after the Iranian revolution.  It is likely that Iran will continue its uranium enrichment programs, ostensibly for the peaceful purpose of generating power, as is its right under the nuclear non-proliferation treaty as a signatory to the treaty.  However, the President-elect’s  priority is also to spread the benefits of the revenues derived from oil exports to the poorer echelons of society.  To achieve this, he intends to fight corruption and encourage investment, both of which are laudable goals, while pursuing a non-combative foreign policy.  Nonetheless, until policies are actually formulated and implemented, the exact nature of his government and the extent that ultra-conservative codes are put in place remain unknown.  Whichever way the winds of policy change blow, it is important to remember that, however much the west may dislike the President-elect, it will need to support the results of those democratic processes if it wants to encourage global democracy.

Democracy took a step forward in Lebanon last month when the “cedar revolution” climaxed with the June election of an independent, anti-Syrian majority into its Parliament.  The straw that broke the camel’s back was the assassination of Lebanon’s former Prime Minister, Rafik Hariri, this past February, causing the government to collapse the following month, and Syria to remove its troops from the country in April.  However, the movement to end Syrian control first gained momentum last year when Syria pressure the Lebanese Parliament to amend the constitution to give Syria’s ally, President Lahoud, another three years in office.   Unfortunately, the recent election, while being the freest election in Lebanon in 15 years and ushering in change, was marred by the subsequent bombing and assassination of the former Communist party head, George Hawi, an outspoken critic of Syrian domination in Lebanon, a grim reminder that Syrian influence and control in Lebanon is not yet over.   This followed the assassination a month earlier of another Syrian critic, the well respected columnist, Samir Qassir.  While Lahoud insists he will stay as President throughout the remainder of his term, the Parliament is left with the difficult task of creating a government that distributes power among the many religious groups while preventing sectarian violence.   Until this is complete, the economy will suffer as investors and consumers delay their decision making.  The new government must also balance the demands of the many political groups.   In an attempt to do so, it elected President Lahoud’s pro-Syrian ally, Nabih Berri, as the Speaker of the Parliament.  However, the President was indirectly forced into naming the anti-Syrian former finance minister, Fuad Saniora, as Prime Minister since he was nominated by the largest coalition in the new Parliament headed by the son of the slain former Prime Minister, Rafik Hariri.  Although Lebanon has made huge strides in ending almost thirty years of Syrian domination, political uncertainties still prevail as numerous groups continue their struggle to attain political domination and Syria attempts to act covertly within Lebanon to support its cause there.
Within Syria itself, the prospect for democratic change remains virtually nil due to President Assad’s grip on power, despite his failure to undertake meaningful reforms or reduce the repressiveness of his regime.  However, with the country’s ignominious retreat from Lebanon and international condemnation for its involvement in Lebanon, combined with its alleged involvement in the assassinations and bombings in Lebanon, Syria has become a pariah, increasingly isolated from foes and former allies.  Even Saudi Arabia, a former ally, has been distancing itself from Syria.  This isolation has added to the country’s political vulnerability as it comes under heavier pressure to undertake political reform.  Despite these pressures, it is unlikely President Assad will willingly relinquish any of his power.  Instead, he may reassert his absolute authority and his violence towards those opposing him as he digs in his heels in a defensive posture.  This became apparent following the recent Baath congress when President Assad replaced 21 members of the Baath’s governing body with 15 members devoted to himself.  The uncertainty surrounding Syria’s political future bodes poorly for the country’s economic future, despite the oil revenues that have kept his country afloat.   Despite high oil prices, economic growth this year will be an anemic 1 – 2 % as investors and consumers postpone purchases.

Change towards increasing democracy is occurring in Egypt, although to some extent in fits and starts.   This past February, in response to mounting calls for political reform, President Mubarack announced that he will allow multi-party presidential and parliamentary elections this coming September.   However, it would be premature to call the Presidential elections really free since subsequent to the announcement, a referendum was passed giving the President what amounts to veto power on who would run against him since the Parliament, dominated by the President’s party, must certify each candidate.  A further stumbling block was the recently passed rule that requires candidates to be from parties that had registered at least five years ago.  This would prevent the opposition candidate, Ayman Nour, from running since his Ghad party became registered in 2004.   The government is trying to further thwart him by putting him on trial for allegedly trumped-up charges of forging papers when he created the party.   However, this may backfire if he uses the trial as a podium to indict Mubarak’s regime.  The Muslim Brotherhood, a popular Muslim party, also remains banned from the election due to its religious bent and past militancy.  Despite the government’s attempt to limit opposition in the upcoming election, the opposition is being increasingly united by a new movement in Egypt known as Kifaya, translated as “enough.”   Surprisingly, this movement is joining together disparate groups, raising the prospect that Mubarak will actually face a broad-based challenge.
The pace of democratic change in Persian Gulf countries outside of Iraq is progressing, but only at a snail’s pace.  Surprisingly, perhaps the greatest change has been in conservative Kuwait.  Much to the dismay of some conservative lawmakers, Kuwait’s Parliament amended the electoral law on May 16, 2005 giving women the right to vote and hold public office.  Much of the success of the women’s rights campaigns goes to the Emir, Sheikh Jabber al-Ahmad al-Jaber al –Sabah, who first decreed these rights six years ago only to have it overturned by Parliamentary opposition.   Sheikh al-Sabah further cemented equal political rights for women, and his own authority and prestige, when he appointed the country’s first female Cabinet member last month.   Opposition lawmakers tried to overturn the appointment by claiming she was not a registered voter and therefore could not hold office, but the shouts and protests eventually were ignored.  The fact that Kuwait was the first Persian Gulf country to give women the right to vote may be a result of its recent history.  Following the invasion by Iraq during the Gulf War, many women remained in Kuwait, fighting occupation forces and risking their lives.  When the war was over, they demanded political equality, a demand that was not met for fourteen years.
Democratic change has also arrived in Qatar, a close ally to the US who has a key military base there.  On June 9, 2005, the country’s first constitution since gaining independence from Britain in 1971 came into effect.    Until now, the Emir, from the al-Thani family, had absolute power.  However, the current Emir, Sheikh Hamad bin Khalifa al-Thani, has been a strong proponent of democratic reforms in Qatar and was a key driving force behind the reforms in the new constitution.  This constitution provides for the separation of powers between three branches, the executive, legislative and judiciary.   Of the 60 members of the Parliament, the emir has the power to appoint only 15.   
Even in Saudi Arabia, there have been hints of a growing democratic movement.   Municipal elections were held earlier this year and although many were disappointed that women were denied the vote, the election itself was a small step towards opening up discussion and the expression of opinions in Saudi Arabia, long one of the least permissive countries in the Middle East in allowing for freedom of speech.  Of course, the people were not voting on major issues or voting in representatives on to major policy making bodies.  However, this did represent the first election of any kind in over 30 years in Saudi Arabia.   Nonetheless, it would be foolhardy to think that Saudi Arabia is on the edge of becoming a full-fledged democracy any time in the near future, although many are hoping that there will be an election in the relatively near future for members of the Shura council, the Parliament-like body that serves as the official advisor to the House of Saud. The ruling House of Saud still exerts formidable control over the country, although it has been facing unprecedented unrest.  If anything, the ruling family is betting that this minor election will help to deflect criticism towards it, both domestically and internationally.  

Unfortunately, autocratic and despotic rule has become widespread over the last two centuries in the Middle East, despite it being the antithesis of original Islamic teachings which taught of the need for consultation and consensual decision-making.  In many countries, the entrenched nature of despotic rule remains a barrier that will be difficult to overcome.  Outside of Iraq, where the US is trying to bring about rapid democratic change, the current trends toward more democratic processes in some Middle Eastern countries represent, in most cases, baby steps.  Although they are a beginning, they are also not universally shared throughout the region and where they are being adopted, there often remains vested interests that will prevent any rapid democratization. 
A bright spot in the Middle East was in Israel where, soon after Mahmoud Abbas was elected as the new President of the Palestinian Authority in January of this year, there was hope that there would be a rapprochement between Israel and the Palestinian Territories.  Initially, this was indeed the case.  The February 8th summit between Israel’s Sharon and Abbas led to a declaration that hostilities would end, beginning a five month period of relative calm.   Both leaders seemed committed to non-violent diplomacy.   However, Abbas does not directly control Islamic militant groups like Hamas or Islamic Jihad, although he has used his own security forces to patrol the border with Israel to prevent Palestinian rocket attacks.  Unfortunately, these patrols have not been entirely effective and despite the cease fire, deaths have still occurred, although the level of violence has been greatly reduced.   Although the summit paved the way for long-term discussions on addressing the many issues confronting both sides including Jerusalem’s status, the status of the settlements in the occupied territories, and the continued Israeli construction of a controversial security wall in the West Bank, there has been little movement towards addressing these pressing issues.  Despite domestic protests, Israel is still planning on evacuating 21 settlements in the Gaza Strip and 4 settlements in the West Bank by August 15th.   However, there has been no resolution on what to do with the assets of the settlements, whether they would be destroyed, (which hard-liners in Israel want so that the Palestinians cannot hold them up as spoils of war), or left intact or even possibly moved.  There has also been little coordination between Israel and the Palestinians regarding the pull-out, despite a second summit between the two leaders on June 21st.  The withdrawal itself will also be difficult as settlers protest.  Israel recognized this difficulty and is planning on sending 45,000 troops to evacuate 9,000 settlers.   Despite significant compensation and the offer to purchase land in a coastal area for below market prices, only 400 of 1,800 families have so far requested government compensation.  Israel has also, unfortunately, moved ahead with the erection of a separation barrier in Jerusalem, pre-empting any negotiation with Abbas.  The path of the barrier is being heavily criticized since it cuts off four Arab neighborhoods with approximately 55,000 residents from the core of Jerusalem, while including a Jewish settlement of about 30,000 people.  This will undoubtedly complicate life for many Palestinians while unilaterally deciding the outcome of a contentious issue before negotiations even begin.   Thus, the peace process and abatement of violence between Israel and the Palestinian Territories remains tenuous and fragile.   
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Economic malaise and political disharmony appear to be the norm throughout much of Europe at present, although there is much disparity in economic growth and prospects when one looks at individual countries.   Certainly, at the bottom of the list is Italy, which is technically in a recession, having experienced at least two consecutive quarters of GDP contraction.   While high public sector deficits, now exceeding 4% of GDP, and a huge debt level, at 106% of GDP at the end of 2004, prevent the country from investing in structural improvements, Italy is finding it difficult to compete, especially against China.   The strength of the Euro over the past three years relative to the US dollar, (and the Chinese yuan which is pegged to it), has made numerous products that Italy traditionally exports uncompetitive. This includes textiles, clothing and footwear, but is also now affecting other sectors, from furniture to automotive parts.   With the end of quotas on textile imports from China at the beginning of the year, textile imports soared, more than doubling in the first two months of 2005 compared to a year earlier.   With much of the Italian textile sector made up of small companies who have not had the funds for large capital expenditures, the ability of the sector to compete against China remains poor.
For France and Germany, the prospects look only marginally better.  Germany has succeeded in constraining wage growth, adding to its competitiveness.   Its trading position with China is also favorable.  Whereas the majority of the Euro-Zone’s exports to China come from Germany, the country absorbs only about 30% of China’s exports to the area.  However, domestic demand remains weak, limiting Germany’s growth prospect to a maximum of only 2% this year.  In addition, Germany continues to suffer from high taxes and non-wage labor costs. The prospect for new reforms in Germany is relatively strong as the country prepares for new elections, probably to be held in September of this year.   On July 1st, Chancellor Schröder lost a vote of confidence, paving the way for such elections.   The new government will likely be led by the free-market leaning opposition leader, Angela Merkel.  Part of her platform will undoubtedly be welfare reform and budget austerity along with continued labor reform.
Unfortunately, France is not doing as well.  Unemployment, at 10.2%, is now at a five-year high, depressing consumer spending.  This past May, consumer spending fell 0.9% from April’s level, the largest monthly decline in 7 ½ years.  To counter high joblessness, the new Prime Minister Dominique de Villepin is suspending planned income-tax cuts, further undermining domestic consumption.  He is also introducing a novel plan of offering €1,000 to anyone who gets a job after being out of work for a year or more in hopes of encouraging more people to return to the workforce.   A third proposal is to relax France’s rigid labor laws that make it hard to fire anyone by allowing small businesses to hire people under a two-year contract that serves as a probation period.  However, growth this year will likely be below 1.5%, considerably less than the 3% growth some say is needed to fund its welfare system.
Doing better than any of the above three countries in the Euro-Zone is Spain where significant investments have been made in education and infrastructure.  Combined with strong domestic demand, GDP grew 3.1% last year.  The government has also been responsible on the fiscal side where the budget deficit was only 0.4% of GDP last year.  In 2005, the deficit is expected to record a small surplus.  The government appears to be committed to further improving the country’s competitiveness.  Proposals have been made to liberalize the utilities markets and the Prime Minister is placing significant pressure on the trade unions not to oppose his reform agenda.  Although domestic demand is expected to cool for the remaining portion of this year as high energy prices take their toll, the economy is still expected to grow almost 3% in 2005.  

Outside of the Euro-Zone but within the EU lies Britain, which has been performing surprisingly well.   The UK has been enjoying a boom in consumer spending, pushing GDP growth up to 3.2% last year, the fastest in four years.   Unemployment also remains relatively low at around 5%.  Although consumer spending is expected to weaken somewhat this year and there is some concern over the recent housing boom and the associated growth in household debt, growth should still be around 2.0%.  However, high debt servicing could crimp domestic consumption in 2006 if the rest of the economy stalls, pushing growth lower than expected.  Fortunately, the economic fallout from the bombings in London on July 7th will be negligible.  Initially, the pound weakened against most major world currencies and London share prices declined.   However, this effect is short-term in nature.   One possible outcome of the bombings could be that Prime Minister Blair’s support within the European Union will be strengthened as a result of sympathy for his country as a victim of terrorism and as other EU countries question their squabbling over minor issues.  

As the new president of the EU, Prime Minister Blair may now be in a position to push his reform policies more aggressively.   The Prime Minister’s political future is also benefiting from the rejection of the EU constitution by France and the Netherlands.  Now, he does not have to hold a referendum on the constitution, a referendum that he would have almost inevitably lost.  But the rejection of the constitution by the French and the Dutch also reflects the political disunity in Europe, although it does not imply that the EU is finished.  Instead, the rejection reflects the poor economic conditions in much of Europe.  However, it also raises questions over the future enlargement of the EU.   The “no” votes will undoubtedly make it more difficult for other countries to join the EU or raise the possibility that some countries may be given non-voting, conditional membership.  It may also mean that membership may become so difficult that some countries will give up trying to obtain it and in so doing, fail to put through reforms that were otherwise planned.   Rejection of the constitution could also lead to a rise in protectionism as countries blame globalization for their own poor productivity.  
Overall, except for some pockets of strong economic performance such as Ireland and the Nordic countries excluding the Netherlands, Europe’s performance continues to be mired down by rigid labor laws, poor fiscal management in many cases, high welfare costs, and resistance to reform.  Throughout the region, domestic demand remains weak or is weakening.  At the same time, unity towards economic policy is becoming a more distant goal.   There has even been some speculation that some of the countries in the Euro-Zone will pull themselves out of the monetary union and begin issuing their own national currencies.   However, the likelihood of this occurring is extremely small.  Nonetheless, the political divisions are causing uncertainty over the direction of policies that could delay additional investment and further slow growth.  This uncertainty could also delay planned privatizations in countries such as France.  Increased protectionism is also a fear, especially for Germany, one of the largest exporters in the world.  




One of the stellar economic performers over the past two years has been Russia   However, Russia’s economic momentum is now losing steam, despite continued high oil prices and the resulting windfall revenues.  Since 1999, Russia’s oil output has soared, growing about 50%.  Last year alone, Russia saw its revenue from oil exports grow over 55%, leading to a record high current account surplus and five consecutive years of trade surpluses.   Unfortunately, these petrodollars also led to a strengthening of the ruble, damaging the international competitiveness of non-oil sectors.  Russia is also now faced with capacity constraints in the oil sector, which first showed up last autumn.   Since then, oil production has actually stagnated.  Instead of the growth of around 10% last year and the year before, production in the first five months of 2005 shows growth of only 3%.  Although there was a relatively strong rise in output in June, this was likely caused by the onset of summer weather, which allowed production at the northerly Sakhalin-1 to surge, a seasonal factor that will reverse itself later in the year as winter sets in.
Prospects for future growth appear even dimmer.  Russia’s oil sector is in dire need of additional investment and exploration.   Until now, the oil companies have primarily been pumping from the Siberian oilfields where oil is relatively accessible.   Moving forward, companies will have to find new oil fields to develop where oil is more difficult to recover.  However, the companies are not making the investments necessary to do this for a number of reasons.   Investment funds are being usurped by the government who, in the form of special taxes, is taking 90% of all company oil profits accrued on each dollar received on prices above $25 a barrel.   This is also affecting the motivation of companies to raise output.  At the same time, companies are being discouraged from investing in major projects due to the uncertain regulatory environment.  The break-up of Yukos, Russia’s former leading oil producer, and the harsh sentence on its owner, Khodorkovsky, have cast an uncertain gloom over the entire investment climate.  Khodorkovsky failed to keep his politics and business separate, incurring the wrath of President Putin and a nine year sentence of hard labor.  Certainly, the renationalization of Yukos through its purchase by state-owned Rosneft has damaged the reputation of Russia due to its changing regulatory environment.  It has also led to a dramatic decline in oil output by Yukos itself.   This partially accounts for the slowdown in oil production over the past eight months.  However, without more investment in infrastructure and exploration for new oil fields, the longer-term outlook for Russia’s oil sector is poor.  It is also likely that domestic demand for oil will continue to rise, crowding out the availability of oil for export.  This will be one additional element pushing international oil prices higher.
The huge inflow of foreign currency has fueled inflationary pressures in Russia.   By the end of this year, inflation is expected to hit 13%, well above the maximum target of 10%.  With the government expected to continue its loose fiscal policies as set forth in its 2006 budget and with gas and electricity prices continuing to rise, inflationary pressures will continue.   

President Putin has also continued to foster his authoritarianism and the power of his office, with the Parliament largely rubber-stamping his policies.  Some have even compared the present-day Russia with the one-party state of China.  This growing authoritarianism, the uncertain regulatory environment, increasing economic nationalism and capricious tax laws are also having a dramatic effect on foreign direct investment.  Despite the desire of international oil firms to become involved in Russia’s energy sector, the level of investment has been small.  President Putin continues to expand the list of sectors he considers strategic, which are then fully or partially closed to foreign investment.  
In addition to regulatory uncertainties, foreign firms also lack any real recourse to the judicial system and uncertainties over legal guarantees of private property.   Growing authoritarianism can also be seen in the recent court order requiring that the political party, the National Bolshevik Party, be disbanded, without even giving a reason for requiring it.  Despite the barriers to foreign direct investment, it has not totally dried up, although it remains relatively small in absolute terms.  Last year, total foreign direct investment was $11.7 billion, a relatively paltry $65 per capita.  None of the big ticket transactions were in the energy sector.   In addition, capital flight continues, with over $30 billion estimated to have left the country in 2004.  President Putin has promised to improve the investment climate in Russia by creating what he terms well-defined rules for foreign investors, although these rules are not yet defined.
The investment climate may receive a boost if the proposed sale of government owned shares of the large gas monopoly, Gazprom occurs.  Last month, the chairman of Gazprom announced that this would occur prior to the end of this year.  However, even if the shares do become available to western investors, it is uncertain that they will buy them since Gazprom has a poor record of cost control and management.  
Excluding the banking sector, the pace of reforms in Russia has been excruciatingly slow.   The economy is still heavily dependent on the energy sector and has failed to fully diversify itself beyond this sector and the mining sector.  As a result, manufacturing output is dropping, having contracted slightly in the first quarter of this year.  In addition, needed reforms have not been carried out in the education and health sectors while there is resistance to welfare program reform.  
Overall, Russia’s GDP is expected to drop to under 6% this year from over 7% last year.  Fortunately, recent studies are showing that consumer confidence remains fairly healthy.    Nonetheless, unless Russia takes the necessary reform steps, improves its investment climate, and encourages new investment in the energy sector, the country’s prospects will remain far weaker than they potentially could be. 
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Fortunately, Brazil’s economy has been doing well, although growth rates are slowing.  Last year, GDP expanded 4.9% thanks to robust exports.  Although imports grew by 30% in 2004, exports rose 32%, thereby further increasing the country’s trade surplus.  This trend has continued through the first quarter of 2005.  However, the rate of growth has slowed with GDP rising only 2.9% in the first quarter of this year compared to the same period last year.  President Lula da Silva continues to follow a tight monetary policy while fiscal outlays remain constrained.  By focusing its monetary policy on inflation targeting, it has managed to bring inflation down to 7.6% at the end of 2004 and this has been dropping even further in 2005 with inflation dropping to its lowest level in almost two years the past month.  
Nonetheless, this policy is resulting in extremely high interest rates with the benchmark Selic rate at 19.75%, the highest since November 2003.  However, at the consumer level, interest rates averaged a sky-high 65.7% in May of this year.   In addition, bank lending has slowed dramatically.  This is reducing both the availability of credit and the demand for it, putting pressure on domestic consumption.   
Further reducing growth is the strengthening currency, which is damaging the competitiveness of Brazil’s exports on world markets.  This is now being reflected in a slowdown in industrial production growth although exports in June reached a record high of $10 billion.  In the first quarter of this year, industrial production rose only 3.9% over the first quarter of last year.   The strength of the Real, difficult access to credit, and a severe drought in the southern portion of the country is also damaging the agricultural sector which is expected to contract over 2% this year.  With domestic demand weakening, Brazil has become more dependent on export markets to fuel growth.  Thus, if global markets slow over the next year as many expect, Brazil’s growth prospects will also become dimmer.   
Adding uncertainties to Brazil’s prospects is the scheduled general election at the end of 2006.   This has taken on added importance in light of the recent corruption scandals.  President Lula da Silva’s Workers Party (PT) came to power on the heels of an anti-corruption platform.  However, now it appears corruption is prevalent in it as well, although the scandals have not yet reached the President.   Nonetheless, it has resulted in a reshuffling of the Cabinet and for some, a loss of confidence in Brazil’s political system.   The scandals, in which Congressmen were allegedly bribed in addition to improper fund-raising, have raised uncertainty about the President’s future, although he still appears to be the front-runner for next year’s election.  Surprisingly, a recent poll even showed that his popularity rating had risen.  Although it could be argued that he was either involved or incredibly naive about the goings-on in his own party, he retains strong support from Brazil’s poor.  His credibility among many investors has also remained since he retained the highly respected finance minister, Antonio Palocci, who is credited for Brazil’s fiscal prudence and debt management.   Since September 2002, the government’s debt relative to GDP has dropped from over 61% to under 51%.  One wild card is the appointment on June 21st of Dilma Rousseff, a former left-wing guerrilla, as Chief of Staff.  Although she is also a trained economist and was formerly the Minister of Mines and Energy, her impact on the direction of future policy remains an unknown.  
Although it is still uncertain if the President will retain his popularity in light of the scandals, the heightened political turmoil will undoubtedly stall the President’s reform agenda.  Already, this process had slowed down when the opposition became the speaker of the house this past February.   As reforms stall, Brazil will lose its attractiveness as a destination for foreign direct investment.  Until the scandals broke, foreign direct investment had been strong at $7.2 billion for the first five months of 2005.   Despite the government’s adherence to a tight monetary policy and fiscal responsibility, it is likely that this foreign direct investment will show a steep decline as the year progresses or until the political crisis is resolved and the reform agenda is reinstated. 
So far, Brazil has performed surprisingly well while its leader has become the guiding light for many Latin American leaders.  Thanks to prudent policies, it has been on the path of sustained growth.    Nonetheless, the recent scandals serve as a reminder that the country still has vulnerabilities.  For the remainder of this year and into much of 2006, slower growth in Brazil’s export markets, limited credit availability, high real interest rates and political uncertainties will weigh heavily on the country, bringing GDP growth down to only about 2%, less than half last year’s growth. 






























Russia’s economic momentum losing steam as oil production peaks and investment and exploration in oil sector put on hold.


Putin’s authoritarianism continues to grow.


Investment climate remains weak due to weak judicial system and lack of legal guarantees on private property.


Pace of reform remains excruciatingly slow.














Economic malaise and disharmony appear to be the norm throughout much of Europe as economies struggle.


Italy experiencing recession, finding it difficult to compete on global markets.


Outlook for growth in France and Germany remains weak, although prospect of pro-reform leader likely in upcoming German elections.


Boom in consumer spending pushing Spanish growth up, although slight slowdown still expected.
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Strong growth in 2004 now waning, although tight monetary policy and fiscal prudence remains.


High real interest rates and limited availability of credit is restraining improvements in domestic consumption. 


Political scandals and reshuffling of Cabinet are raising uncertainty and stalling reform efforts.


President da Silva, long a shoe-in to win Presidential election in 2006, now faces a weakened party and uncertainties as to his future.
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