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China and South East Asia: Can the Dragon Protect the Tigers?

Dr. Sunil Rongala

Economies in South East Asia have been hit badly in the current recession because of falling
exports and the related spillover effects into manufacturing. There are many who posit that
China will partially shield the S.E. Asian economies from the full impact of the recession. Their

expectation is partially based on the still relatively buoyant domestic consumption numbers

in China. Therefore, the question arises as to whether the dragon can protect the tigers from

being fully mauled in the global downturn?

A complex but integral

relationship

Up until the financial crisis in 1997, the ASEAN-
5! economies, or the “tiger economies,” were
extolled as the right models of economic
development. The 1997 crisis, however, exposed
major fault lines and most of the tiger economies
have never quite been able to match their
performance of the 1990s. China was then
considered to be an up-and-coming power — a
second-tier economic power — and not the
economic phenomenon, and a clear first-tier
economic power, it has now become.

For a while, S.E. Asian economies considered
China to be a threat especially when it came to
attracting foreign money. In the early 1990s, of
the money coming into Asia, three-fifths went
to ASEAN countries and only one-fifth went to
China. Toward the end of the 1990s, two-thirds
went to China (including Hong Kong) and only
one-fifth went to ASEAN countries. However,

it wasn't a loss as first thought. There were
positive spillover effects from China’s growth: the
ASEAN-5 countries received substantial amounts
of foreign capital where factories were set up
establishing production sharing networks.

" ASEAN stands for Association of South East Asian Nations and it has 10 members. ASEAN-5 refers to the five largest members
namely Indonesia, Malaysia, Philippines, Singapore, and Thailand.
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If an electronic item says “Made in China,” there
is a good chance that the item was probably

not fully made in China but rather assembled in
China; the parts, components, and accessories
(PCA) are likely to have come from all across Asia,
particularly the ASEAN-5 countries. The process
where PCAs are made in many places and then
assembled in one place is called “production
sharing” or “product fragmentation”; it is defined
as “the decoupling of previously integrated goods
into their constituent PCAs, which in turn are
distributed across countries on a comparative
advantage.”? As a result, China has become one
of ASEAN's top export markets; exports rose
from $14.1 billion in 2000 to $117 billion in 2008.
Apart from increasing their exports, it has also
contributed to job creation. According to the
Asian Development Bank (ADB), “International
production sharing has been associated with

a high and rising degree of intraregional trade

in parts and components that are produced

and assembled into final goods within Asia,
particularly in East and Southeast Asia.”

Can China protect the tigers?

The short answer is no. The IMF has forecast
2009 ASEAN-5 growth at 2.7 percent and the
member countries are essentially taking the full
brunt of the slowdown.

There are two major reasons why China cannot
protect the ASEAN-5 countries. First, their top
three customers are the United States, Europe,
and Japan respectively and their fourth biggest
customer is China. Figure 1 shows ASEAN-5's
exports to China as a percentage of total exports
in recent months aren’t spectacularly large except
in the case of the Philippines. With the economies
of the United States, Europe, and Japan slowing
sharply, their imports have also slowed. This
means exports from S.E. Asia have suffered and
the predictable result is that their manufacturing
sector is suffering, too. Exports to China are

also slowing down, but the cause isn't straight-
forward and that is the second reason why China
cannot protect S.E. Asia.

Figure 1: Exports to China as a percentage of total exports
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The World Bank cut its 2009
forecast for China to 6.5 percent
largely because it expects
exports to contract in 2009.

A recent paper from the Hong Kong Monetary
Authority* suggests that over 50 percent of
exports to China from Malaysia, Philippines,
Singapore, and Thailand (significantly less from
Indonesia) are used as intermediate inputs in
goods that China re-exports. In other words,
more than 50 percent of their exports to China
are PCAs. This actually means that ASEAN-5
exports are even further exposed to the West.
Therefore, as China’s exports to the West have
suffered, so too have the imports of these
intermediate goods. If the intermediate goods
are discounted, actual Chinese demand for goods
from S.E. Asia accounts for well less than 10
percent of their total exports — and even these
exports have been hit.

The reality is that, while the S.E. Asian countries
would like to increase their exports to China,
Chinese consumers will not soon be able

to compete with the purchasing power of
consumers in the United States, Europe, or Japan.
In essence, they have struck a Faustian bargain:
we don't mind suffering for a couple of years, if
we can reap large benefits for many years.

The outlook on China

In a speech delivered in early March at the
second session of the Eleventh National People’s
Congress, Prime Minister Wen Jiabao said: “GDP
will grow by about 8 percent... It needs to be
stressed that in projecting the GDP growth
target at about 8 percent, we have taken into
consideration both our need and ability to sustain
development.”® The target may be an optimistic
one, though. The World Bank cut its 2009
forecast for China to 6.5 percent largely because
it expects exports to contract in 2009. GDP
growth in the fourth-quarter of 2008 increased
by 6.8 percent compared to 9 percent in the
third (see figure 2). Exports fell by 25.7 percent
in February, and this contraction was the fourth
straight month of negative growth. However,
there are some early signs that the economy may
be strengthening. Yet it should be noted that
these signs are still fragile and not necessarily a
predictor of sustained economic growth.

Figure 2: GDP growth (% YoY)
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4 Zhiwei Zhang, “Can Demand from China Slow East Asian Economies from Global Slowdown,” December 30, 2008.

> English translation of the original speech made in Mandarin.
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Industrial production grew at 11 percent in
February compared to 5.7 percent in January.
Many attribute this to the stimulus plan working,
but that may be overstating the case. It has been
reported that the $585 billion plan unveiled in
November 2008 is facing hiccups. The Wall Street
Journal reports that of the $15 billion allotted to
be spent in the last quarter of 2008, less than

a third had actually been spent. Another sign

of recovery is the manufacturing purchasing
managers index (PMI); it rose from 45.3 in
January to 49 in February, though it is still below
the 50 threshold (numbers below 50 indicate
contraction). The fragility of the recovery can

be seen in the contradictory signal coming from
the non-manufacturing PMI which fell nearly 10
points to 41.9 in February from 51 in January.
The non-manufacturing sector includes airlines,
transportation, construction, retailing, etc.

Urban fixed asset investment for the first two
months of 2009 was up 26.5 percent. The
increase in spending is to counteract the effects
of falling exports and was only possible because
banks, with a little nudge from the government,
went on a lending spree; the government is
looking to increased bank lending as part of
their stimulus effort. Bank lending was about
$380 billion in the first two months of 2009. It
is still too early to gauge the multiplier effects
of increased lending, but not all of the money is
finding its way into the economy. A Wall Street
Journal article suggests that companies are
hoarding the cash received from loans rather
than spending it: 42 percent of January’s loans
were short-term and the interest rate was lower
than the deposit rate. Another concern is that
troubled loans are increasing and that is why the
authorities have asked banks to increase their
provisions to 130 percent on loans that they think
will likely go into default. In contrast, foreign
banks lent less in January and February because
of perceptions of elevated risk.

2ND QUARTER 2009

Retail spending remains fairly healthy and could
get a boost if the revised stimulus plan goes
ahead as planned. Chinese consumers tend to
have fairly high savings rates because of the lack
of a safety net. The government increased the
planned spending on healthcare and education
from 40 billion yuan to 150 billion yuan. The hope
is that consumers may feel safer and spend more.
Also, to sustain consumer spending as well as
boost the weakened economy, it is likely that the
central bank will cut their benchmark interest rate,
the 1-year lending rate, currently at 5.31 percent;
it has indicated that it is ready to do so.

The central bank will likely decrease rates to
head off deflation. The CPI in February fell by
1.6 percent compared to a rise of 1 percent in
January. The World Bank predicts that inflation
for 2009 will be 0.5 percent. However, there

is still a possibility of deflation. 30 percent of

all manufactured goods are exported, and if
exports still remain weak, there is a chance that
the strengthening industrial sector may create

a glut of goods, putting downward pressure on
prices. The yuan has, on average, varied very
little since July 2008, though it strengthened
slightly between December 2008 and March
2009 on account of the general weakness of the
U.S. dollar. The central bank has been managing
the currency very closely and the yuan will likely
remain stable in the medium term. Given the
fragility in the economy, if there is any upward
pressure on the currency, the PBC will ensure that
any appreciation is very slight.

CHINA
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The United Kingdom: The Printing Presses Roll

lan Stewart

The U.K. recession that started in the second half of 2008 has deepened. Consensus growth
forecasts for the U.K. economy have fallen sharply in the last four months. The average

forecast currently shows a 3.2 percent contraction in GDP growth in 2009 followed by a weak

recovery with growth of 0.5 percent in 2010. But with leading indicators heading down and

very limited signs of stabilization in the financial system, the risks are that the outcome will be

weaker than is currently expected.

« The U.K. recession is deepening and the
economy may continue to contract in
2010

« The authorities have responded with
aggressive fiscal and monetary ease

- With the Bank of England printing
money, policy is now highly stimulative

« But a return to trend growth is unlikely
until 2011 at the earliest

Indeed, the IMF's latest forecasts, released on
March 18, show the U.K. economy shrinking by
3.8 percent in 2009 and a further 0.2 percent in
2010. The U.K. economy contracted by 2.1 percent
in the second half of 2008 alone. As is typical in
downturns, investment spending and “big ticket”
spending by consumers have borne the brunt of
the fall in growth as the private sector seeks to
strengthen its balance sheet. Household spending,

which accounts for about 70 percent of GDP, is
likely to contract for several quarters as consumers
repay debts and increase savings. Unemployment
has risen rapidly, reaching a 12-year high of 6.5
percent in February. With firms focused on cutting
costs, the pace of job losses is likely to accelerate.
The only significant part of the U.K. economy to
post growth in the last three quarters has been
government.

Asset prices are continuing to decline. House prices
are down almost 20 percent from their peak and
broad equity markets have fallen over 50 percent.
Lower asset prices erode corporate and consumer
wealth and confidence. A further dampening
influence on growth is the re-emergence of
macroeconomic volatility or uncertainty. As the
failure of Lehman, the rise, then fall of inflation,
and the collapse in the oil price attest, the
unexpected keeps happening. With growth
contracting and risk at elevated levels, the natural
reaction of consumers and corporates is to cut
costs, eliminate debt, and raise cash.
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U.K. policy makers have acted with increasing vigor
in trying to offset the effects of financial weakness
on the economy. The Bank of England has reduced
its main base rate from 5.25 percent to 0.5
percent, its lowest level since the bank came into
existence in 1694. A further, substantial stimulus
has come from the sharp fall in the pound, down
by over 25 percent on a trade weighted basis

since 2007. The U.K. authorities have also taken

a series of measures to provide liquidity and

capital to the banking system and to ease credit
conditions. Fiscal policy has switched to ease, with
the government unveiling tax cuts and spending
increases worth roughly 2 percent of GDP.

In recent years, U.K. monetary policy has operated
through the bank rate in order to affect the price
of credit. With base rates at just 0.5 percent this
sort of conventional policy is running out of steam.
This is a worrying prospect against a backdrop of
a recession and with the economy on the verge of
deflation. The RPI inflation rate has dropped from a
peak of 4.9 percent last year to just 0.1 percent by
February. In the second half of 2009, RPI inflation
is likely to move into negative territory in what

is generally expected to be a temporary bout of
deflation.

In response to these risks, the Bank of England
deployed a new weapon in early March with

the launch of a £75 billion program to buy back
government debt from the private sector financed
by borrowing from the commercial banks.
Quantitative Easing (QE), popularly known as
printing money, will lead to an expansion in the
Bank of England’s balance sheet and an equal
increase in commercial banks’ assets or reserves
with the Bank of England. The exact effect of
this policy is uncertain but it has the potential to
support demand through three main channels:
first, by swapping government bonds for cash,
private institutional balance sheets become

more liquid; second, purchases of government
bonds drive down government bond yields and,
potentially, market rates too; and third, increasing
banks’ reserves with the Bank of England may
encourage banks to lend to the private sector.

Yet QE is no magic bullet. QE in Japan in the 1990s
failed to live up to expectations. And a Fed study
in 2000 concluded that “there is considerable
uncertainty regarding the likely effectiveness

of unconventional monetary policy.” This is
experimental policy in which the authorities will
make adjustments as time progresses.
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Taken together, the measures by the authorities to
bolster the economy represent a major easing of
policy and one which is far more substantial than
was seen at a comparable stage in the recessions
of the 1980s and 1990s. These measures are
likely, in time, to help drive a recovery. But, given
the scale of the deleveraging and asset price
reductions now underway, that recovery is unlikely
to come soon. Moreover, history shows that the
real economy effects of financial crises are severe
and protracted. As the U.S. academics Michael
Bordo and Barry Eichengreen observe in their
seminal study of financial crises, “Over the last
120 years financial crises have been followed by a
downturn lasting two to three years and costing 5
to 10 percent of GDP” (2002).

There are, so far, only very limited signs of

any improvement in capital and credit market
conditions. Interest rates on new bank lending

to corporates and households have fallen and
equity and bond issuance surged in the opening
months of the year. But such improvements are the
exception, not the rule. The overwhelming picture
is of continued high levels of financial stress. In
particular, credit default swaps for banks, a key
measure of concerns about the risk of insolvency,
have picked up to their highest level since just
before the collapse of Lehman. Huge uncertainties
remain about the scale and location of losses in the
financial system. A process of deleveraging and de-
risking in the financial system has much farther to
run, and suggests that credit conditions will remain
tight through 2009.

The economy faces formidable headwinds and
looser fiscal and monetary policy will take time

to work through the system. Since central banks
can create money without limit, they can create
inflation and buy any or every asset in the land.
However, the practice of unconventional monetary
policy is uncertain and experimental. It is not clear
which levers need to be moved, and how much, to
save the economy. Recovery will come, as it always
does, but a return to anything approaching normal
levels of growth looks at least two years away.

The best news that 2009 can realistically hope

to deliver is gathering evidence that the financial
system is on the mend.

GLOBAL ECONOMIC OUTLOOK
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India: The Sheen is Peeling Off

Dr. Sunil Rongala

logistical exercise of mammoth proportions
z s is set to take place in India. Elections

are scheduled to be held for about a
month between April and May, and voters will
be electing the federal government as well as
governments in several states; the voting had to
be staggered in several phases since there will
likely be over half-a-billion voters. Campaigning is
in full swing and one way to connect with voters
is to send text messages. A text message recently
sent in a state where elections for the state
government is scheduled is from someone called
“Jobless.” The message says that many jobs will be

lost if voters reelect the incumbent government.
After several years of optimism — some argue
irrational exuberance — there is a definite feel of
pessimism in the air. The opposition has latched
on to this pessimism and blames the government
for the current state of the economy. It hasn’t
helped that there is no one heading the finance
ministry full-time at this crucial juncture, giving the
impression of a rudderless ship. Unfortunately for
the current government, whose tenure includes
four years of India’s best ever economic growth,
what counts is the now in any election and a
sharp economic slowdown is happening now.

GDP growth in the third-quarter of FY09 (Oct-Dec
2008) slowed down to 5.3 percent compared to
7.6 percent in the previous quarter. The slowdown
can be directly attributed to negative growth in
the manufacturing and agriculture sectors, the
latter contracting by 2.2 percent. What is scary
about a shrinking agricultural sector is that,
though it contributes to less than 20 percent of
GDP, over 70 percent of the population depends

on it. The manufacturing sector, like much of
Asia, has contracted; it fell 0.8 percent in January
in the first back-to-back fall in 16 years (the
sector contracted by 1 percent in December).
One of the major reasons for manufacturing
falling is the automobile sector, which contracted
sharply in the past few months on account of
tight credit. The good news, though, is that
February automobile production numbers are up
and this could influence the as-yet-unreleased
manufacturing number. However, the contraction
in the manufacturing sector is nothing compared
to what is happening in South East and East Asia.

Not surprisingly, exports have fallen; they fell by
16 percent in January. The trade balance has been
getting smaller and can be almost completely
attributed to the fall in oil imports (in currency
terms). A picture of how devastated global trade

Figure 1: India exports ($ billions)
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is can be seen through the lens of Indian exports.
Traditional economic theory teaches us that if a
currency depreciates, the exports of that country
typically go up because goods become cheaper.
The Indian rupee has lost close to 25 percent of its
value in less than a year, yet its exports have been
falling consistently month-on-month since August
2008. The rupee has been sliding largely because
of outflows from foreign institutional investors
and not because of capital flight. Inflation in

India has reached near deflation levels when the
inflation rate came in at 0.44 percent for the
week ending March 7 (India’s inflation is released
weekly).

On February 9, the government forecast that GDP
growth for FYQ9 (April 2008—March 2009) would
be 7.1 percent. It was a baffling forecast because
nearly everyone had predicted that growth would
be closer to 6 percent. The forecast was given
despite data showing that industrial production,
exports, and domestic demand were under
pressure. With the third-quarter number coming
in at 5.3 percent, growth in the fourth-quarter will
necessarily have to be no less than 7.6 percent —
a feat that would be nothing short of miraculous.
The IMF expects GDP to grow at 6.3 percent

in FY09 and worsen to 5.3 percent in FY10.
Consensus forecasts for FY09 are close to the IMF
number. The slowdown is intensifying in FY09
because of the slowing services sector, India’s
powerhouse in recent years, with demand for
software outsourcing falling and sales contracting
in the financial industry.

The government has thus far deployed two plans
in the form of new spending and indirect tax cuts,
but the amounts are small and are not likely to
counter the recession. The present government
(and even the next one) will face fiscal constraints
given the subsidies provided for fuel and other
products. A consequence is that the fiscal deficit
of the federal government is likely to be 7 percent
in FYO9 compared to 3.4 percent the year before.
A likely casualty of the deficit is India’s credit
rating, currently at BBB- (according to Standard &
Poor’s), the last investment-grade level. At the end
of February, Standard & Poor’s (S&P) changed its
outlook on India from stable to negative because
of the unsustainable fiscal deficit level. Typically,
an outlook change almost always precedes a
ratings downgrade and, in India’s case, it is almost
a certainty because it is unlikely to reduce the
deficit in the near term.
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The fiscal constraint of the government means
that only the Reserve Bank of India (RBI) has some
ammunition left, but it is also rapidly reaching its
floor. The RBI has been cutting interest rates fairly
aggressively; they have cut rates by 400 basis
points between October 2008 and March 2009,
and the repo rate now stands at 5 percent. In
theory, central banks can cut rates to O percent
but, in reality, the floor is well above that level.
The RBI is likely to cut rates by another 50-100
basis points this year but that is likely to be it.
However, it typically takes almost 12—18 months
for interest rate cuts to impact an economy

and the slowdown will likely be nearing its end.
Despite the RBI cutting rates, the TED spread
(three-month Mumbai Interbank offer rate less
three-month government T-bill yields) remains at
elevated levels and commercial lending rates have
fallen less than the RBI's cuts. The RBI will likely
cut the Cash Reserve Ratio (currently 5 percent of
deposits) that banks have to keep, but that too

is near its floor. There is always the possibility of
cutting the Statutory Liquidity Ratio (currently 24
percent of deposits), but the SLR is used to fund
the government’s deficit and with the deficit likely
to grow, there is no chance of that being cut.

The RBI has some legroom to cut rates because
inflation is likely to remain low in the medium-
term. However, inflation remains low because
the RBI prefers to use the Wholesale Price Index
(WPI) and not the Consumer Price Index (CPI)

to measure inflation, because the data for the
latter is lagged. CPI data for January (the latest
available) suggests inflation was over 11 percent,
though the WPI averaged about 5.1 percent for
the month. The WPI components reveal that the
dip in inflation is being caused by manufacturing
and fuel but prices of primary articles (including
grains, fruits, and vegetables) are on the rise. Even
when the WPI increased by 0.44 percent, primary
articles increased by 4.38 percent. If anything,
this could give the RBI second thoughts when it
is deciding to cut rates the next time. The three-
month and one-year non-deliverable forwards
for the rupee show that it is likely to depreciate
by about 3-5 percent from current levels (51.9

to the U.S. dollar) but Bloomberg’s composite
median and mean forecasts indicate that the
rupee will appreciate by 3-5 percent. It is likely to
appreciate from the current levels only because
there is an expectation that the Fed'’s plan to buy
U.S. treasuries will drive yields down and possibly
increase demand for higher-yield assets, i.e. the
Indian rupee.
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Japan

Dr. Sunil Rongala

hen the United States started going
into a slowdown, it was commonly
remarked that it “deserved” to go into

a recession because Americans were “profligate”
and spent well beyond their means. Of course,
they were referring to the massive U.S. current
account deficit. By that standard, it is odd that
Asia, where most countries ran current account
surpluses, has been hit so hard. However, one
must not forget that Asia was the primary enabler
of the Americans’ profligacy by buying their bonds
in order to suppress their currencies. It also helped
that a good share of the American profligacy

was directed toward goods produced in Asia,
thus allowing Asian countries to achieve stellar
rates of growth. Now, with the slowdown in the
United States comes the blowback, though some
countries in Asia have been hit harder than others.
China has seen its exports fall, but the fact is that
they are the low-cost manufacturing hub of the
world and this makes demand for their goods
relatively inelastic.

Japan, on the other hand, makes and exports
relatively expensive things that are often
discretionary. This has meant that the impact of
the global downturn has been hard on them:
exhibit A is the GDP growth number in the fourth-
quarter of 2008 (Japan's fiscal year is from April
to March), which indicates that the economy
shrank by 3.6 percent, the worst performance
since World War Il. Exports collapsed in January,
falling by a record-setting 45.7 percent. In fact,
Japan’s current account went negative in January
(just $1.8 billion though), the first time since 1996.
One of the big components of exports, vehicles,
was down 59.1 percent in January. This was on
top of the 33.6 percent fall recorded in December.

This fall in vehicle exports obviously means that
vehicle production was down; it fell by 41 percent
in January and 25.2 percent in December. This
drop in exports and vehicle production led to

the industrial sector falling by an astounding 31
percent in January compared to a fall of 20.8
percent in December. In the last quarter of 2008,
corporate profits shrank by 64.1 percent.

This fall in manufacturing and profits has

led to companies letting go of workers. The
unemployment rate fell to 4.1 percent in January
from 4.3 percent the month before, but this

happened only because workers pulled out of
the labor pool. Bloomberg News estimates that
over 150,000 jobs at large companies were

cut between October 2008 and March 2009.
The Wall Street Journal reports that the Japan
Production Skill Labor Association expects 40
percent of the 1- 1.3 million temporary workers
in the manufacturing sector to be employed in
April. As if that wasn't enough, wages fell by

1.3 percent in January. This has predictably had
a dampening effect on consumer confidence,
which languishes at levels not seen in many years.
Domestic vehicles sales have taken big tumbles
and retail sales have also fallen, though not by
much: total retail sales fell by 2.4 percent in
January. However, department store sales fell by
9.1 percent in January. Like almost every country,
real estate has taken a huge hit with the orders
of the top 50 construction firms falling by 38.3
percent in January. The fall in demand has meant a
return to deflation in Japan, but only mildly.
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Looking forward, the Japanese economy is likely
to shrink in 2009. In January, the IMF forecast
that the Japanese economy would contract by
2.6 percent; in March, they downgraded this
number to 5 percent. This is close to Bloomberg’s
consensus forecast of a 5.6 percent contraction
with the large part of the contraction coming
from the first-quarter. When compared to the
U.S. forecast (2.6 percent contraction), Japan
looks especially weak. All the indications point to
2009 being as bad as the forecasts suggest. First,
Japan'’s two largest customers, China and the
United States, are going through bad times; the
World Bank forecast that China would grow at
6.5 percent in 2009 contrary to the government’s
claims of 8 percent. Second, the Bank of Japan’s
(BOJ) Tankan survey indicates that companies of
all sizes are expecting the economy to worsen
going forward. Among the large companies,
manufacturing companies expect to be worse hit
than non-manufacturing companies. Companies
expect their profits to fall by 19 percent in FY08
(April 08—March 2009) while large manufacturing
companies expect profits to drop by 24.2 percent.
That companies are bracing for a slowdown is
evident in the orders for machinery: orders fell by
39.5 percent in January compared to 26.8 percent
in December. Machinery orders usually indicate
capital spending for the next three to six months.
A related statistic, machine tool orders, fell by a
whopping 83.9 percent in February. Employment
is almost certainly going to worsen and this is
going to takes its toll on the retail sector.

Japanese companies are suffering from a severe
funds crunch as foreign sources of money have
dried up and with Japanese banks unwilling to
lend money. Bloomberg News reports that state
lender Japan Bank for International Cooperation
received requests for $40 billion — four times
its annual budget — between the end of 2008
and early March 2009. It hasn't helped that
local swap market spreads have reached record
levels, leaving domestic companies to pay high
premiums on their borrowings. In a bid to ease
credit conditions, the BOJ voted in February to
spend 1 trillion yen (510 billion) to buy corporate
bonds held by banks as well as increase their
buying of commercial paper. In March, the BOJ
announced that they would provide 1 trillion yen
in subordinated debt from banks. However, it is
not clear if a modest sum will unclog the credit
market and it is likely that the BOJ will have to
provide more funds going forward.
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Figure 1: Industrial production (% YoY)
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It is likely that 2009 is going to be deflationary
given the pessimism at home and globally. The
Tankan survey indicates that supply will likely

far exceed demand and that inventories are
“excessive.” The BOJ is unlikely to make any
changes to the interest rate, which is currently at
0.1 percent. Three-month and one-year non-
deliverable forwards for the yen show that the yen
will be around 97 to the dollar, though there are
indications that the yen may depreciate more than
what the NDFs indicate. The BOJ has announced
that it will buy government debt to the tune of
$18.3 billion a month to keep yields low. This is
ostensibly to help the government pay a lower
yield on the debt it would need to sell in order to
finance the stimulus plans, but low yields could
keep investors away from the yen.

The government announced two large stimulus
packages in 2008 totaling some 50 trillion

yen ($500 billion). However, there have been
significant delays in implementing fiscal measures
and the opposition has rejected parts of the
package. The government is planning to introduce
another 30 trillion yen package but it is almost
certain to run into significant headwind in the Diet
given looming elections later this year.
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Brazil: Innocent Bystander
Dr. Ira Kalish

When the global credit crunch took a turn for the worse in late 2008, the conventional

wisdom was that, while Brazil would experience a slowdown, it would not suffer as much as
other big emerging markets. After all, Brazil is less integrated into the global economy than
many other emerging markets. Indeed, this benign view was echoed by our own Outlook last

quarter. Yet we may have been wrong. In fairness, everyone is now surprised to learn that

things are deteriorating rather quickly. In the fourth quarter of 2008, GDP actually declined,

setting off alarm bells.

GLOBAL ECONOMIC OUTLOOK

Interestingly, economic deterioration was
completely due to a drop in domestic demand
rather than export weakness. The latter was
expected to be the primary issue for Brazil, given
the troubles in the global economy. Instead,
global credit problems and their impact on
domestic conditions, including capital flight, led
to weaker domestic demand. Business investment
and consumer spending both fell. In addition, net
exports actually made a positive contribution to
economic growth. From an output perspective,
services and agriculture both witnessed a drop in
production. Yet industrial production declined the
most.

In early March, the central bank responded to the
situation by slashing the benchmark interest rates
by 150 basis points and offering direct loans to
financial institutions that have been hurt by the
credit crunch. This was done despite the fact that
the rate of inflation remained uncomfortably high
at 5.9 percent in February (although it was lower
than in previous months). It was done, however,
because the outlook for Brazil’s economy is
becoming worrisome. Leading economists have
dramatically revised downward their forecasts
for economic growth in 2009. As of this writing,
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Brazil’s equity markets actually
responded positively to the
Obama plan to resolve toxic
assets.

the consensus is that the economy will barely
grow. Some economists anticipate negative GDP
growth. Moreover, the central bank is now widely
expected to cut rates even further, perhaps a lot
further.

On the other hand, there are some positive signs
for Brazil. Retail sales grew in January, indicating
that domestic demand is not in a free fall. The
consumer evidently has some confidence. In
addition, the relaxation of monetary policy
should ultimately have a positive impact on
investment later in 2009, especially if global
credit markets start to loosen up. Brazil's equity
markets actually responded positively to the
Obama plan to resolve toxic assets. Also, the
relatively benign position of Brazil's fiscal policy
should help to keep market interest rates lower
than would otherwise be the case. There is
currently no serious concern about government
crowding out private investment or creating

new inflationary pressures. As for inflation, the
weakness in domestic demand and the strength
of the currency mean that monetary easing is not
likely to lead to a new bout of excessive inflation.
As for the currency, its recent stability is a sign
that financial markets are confident in the overall
stance of policy and the probability of a positive
impact.

2ND QUARTER 2009

In the longer term, Brazil is likely to benefit
significantly when the global economy recovers,
especially when global credit conditions improve.
Already, the stabilization of commodity prices
augurs well for Brazil's agricultural and potential
energy exports. In addition, the continuing
strength of China’s domestic demand is a positive
sign for Brazil's industrial exports. Brazil is also
likely to receive considerable foreign direct
investment in the future, as was the case in recent
years. Hence, although 2009 looks troubling, the
longer-term outlook is not.
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Russia

Dr. Sunil Rongala

The basic and traditional explanation of the “Dutch Disease” is that the overreliance of an

economy on natural resources (mostly one resource) leads to the appreciation of the local

currency, causing exports to become uncompetitive and leading to the shrinkage of the

domestic manufacturing sector. Of course it's slightly more complicated than that and a

fuller explanation can be found at http://www.imf.org/external/pubs/ft/fandd/2003/03/ebra.

htm. The contemporary version of the Dutch Disease occurs when countries dependent on a

source of funds such as aid, remittances, or commodities become vulnerable when the inflow

is reduced. Oil is in a class by itself when it comes to nurturing a dependency; Venezuela is an

example and so is Russia.

After several years of an oil-fueled boom, Russia is
feeling the ill-effects of the sharp fall in the price
of crude oll, its largest export. GDP slowed sharply
in the fourth-quarter of 2008 and is estimated

to have grown at 1.1 percent compared to 6.2
percent in the third. Despite the slowdown,
inflation rates continue to remain at elevated levels
and the Central Bank of the Russian Federation
(CBR) has kept the interest rate constant (the last
action was a hike in December 2008). The cause
for the elevated inflation rates and high interest
rates has been the falling currency. Between
August 2008 and March 2009, the ruble fell by
over 45 percent and its decline can be tracked to
the fall in oil prices. Capital flight in the aftermath
of the Georgian war hastened the ruble’s decline.
Inflation has been high because the weak currency
caused an increase in the price of food (Russia
imports 40 percent of its food and the number
rises to 70 percent in the cities). February’s
inflation rate was 13.9 percent compared to 13.4
percent in January, though it is a notch below

the 15 percent recorded in September. The CBR
raised its interest rate, the refinancing rate, by 100

basis points in both November (to 12 percent) and
December (to 13 percent where it currently stands)
in a bid to control the currency depreciation as
well as capital flight. The capital flight and the
money spent by the CBR to keep the ruble from
depreciating have led to plummeting foreign
currency reserves; they fell from a high of $462
billion in July 2008 t0 $341 billion in February
2009.

Falling oil prices have led to a slowdown in foreign
exchange inflows. Oil exports in January 2009
were $5.5 billion compared to an average of $12.6
billion per month in 2008, though the numbers
are skewed towards the first three-quarters. Its
second-largest export, oil products, accounted

for $2.7 billion in January compared to a monthly
average of $6.5 billion in 2008. It hasn't helped
that exports from other sectors have suffered
badly, too. The negative wealth effect from falling
oil prices and the global slowdown has meant a
double-whammy for the industrial sector; it fell
13.2 percent in February compared to a fall of 15.9
percent in January, while the manufacturing sector
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Figure 1: Oil exports (USD billions)
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contracted by 18.3 percent in February and 24.1
percent in January. The data indicates that, among
others, a fall in the demand for cars, buses, and
cement led to the contraction. Retail sales grew
at an anemic 2.4 percent in January compared to
a monthly average of 13.4 percent in 2008. This
is not surprising given half a million people lost
their jobs in December because of the contraction
in the industrial sector: the unemployment rate
stands at 7.7 percent. Construction has suffered,
too, with contracts falling by 16.8 percent in
January. Not surprisingly, real estate prices have
also been falling; Moscow real estate prices fell
from a high of $6114 per square meter in October
2008 to $4909 in February.

Like almost every major government, Russia has
introduced a host of measures to combat the
slowdown. Prime Minister Putin has indicated
that the stimulus package could reach 12 percent
of GDP in 2009 with the government already
pledging some $200 billion since September.

The package includes a cut in the corporate

tax rate as well as $11 billion in aid to banks to
increase lending to companies and consumers.
The package, however, is unlikely to prevent a
contraction in the economy in 2009. While the
IMF estimates that the Russian economy will
contract by 0.7 percent in 2009, the Russian
Economic Development Ministry expects the
economy to contract by 2.2 percent. The
Bloomberg consensus forecast indicates that the
economy will shrink by 0.8 percent in 2009. While
most of the spending is being sourced from their
reserve fund, the budget deficit is expected to
increase to 8 percent of GDP in 2009. What is
crucial for the stimulus plan to succeed is whether
banks will be able to fully perform their roles as
intermediators of credit. The CBR is predicting that
the bad debt levels of banks may be 10 percent

in 2009. This would imply an extra $40 billion

in provisions. Added to that, in 2009, Russian

2ND QUARTER 2009

banks have to make payments of $52.1 billion to
service their external debt. Given the times and
the general state of the Russian banking system,
it is going to be very difficult for them to roll over
their debts. The government may not step in to
help with their debts because, if they do, it could
worsen their sovereign debt rating; Standard

and Poor’s and Fitch Ratings cut their rating in
December on concerns related to their external
debt portfolio as well as the ruble depreciation.

The Russian government had forecast that the
industrial sector will shrink by 5.7 percent in 2009,
but the shrinkage will likely be more, given dismal
numbers in January and February. The current
account, from a record high achieved in 2008, will
likely worsen and possibly be in a deficit in 20009.
Data shows the level of imports reducing but it

is unlikely to prevent a worsening of the current
account. External debt service of $117 billion is also
due in 2009 (including the banks’ $52.1 billion) >y
and this will also put pressure on the current ’ )
account. The ruble forward markets indicate only
a mild depreciation from the current number and

a Bloomberg consensus median forecast indicates
the ruble may be around 36-37 against the U.S.
dollar for the remainder of 2009. However, if the
economy does shrink closer to the government'’s
estimates, there is going to be significant
downward pressure on the ruble and the CBR

may be forced to let the ruble depreciate. Also, if
the economy does worsen, the CBR may also be
forced to soften its tight money policy and reduce
interest rates. This could put further pressure on
the ruble. That apart, the CBR may still reduce

its rates to provide a boost to the economy and

it may calculate that the costs of a depreciating
ruble may be less than the economy shrinking.
That said, an investment bank is expecting that the
foreign reserves will be halved in 2009 because it
expects the CBR to defend a depreciating ruble.
That logic still ties in with a looser monetary
policy. Because of the weak ruble, it is likely that
inflation will remain at elevated levels because of
high food imports.

RUSSIA

In the end, though, it will continue to be oil

that will determine Russia’s future fortunes. The
government has reconciled to the fact that oil
prices will remain low in 2009, but will not remain
low forever. However, when the price does
eventually go up, the boom cycle will start all over
again and it will be as if Russia’s problems never
existed.
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Eastern Europe and the Financial Crisis

Dr. Ira Kalish

In the late 1990s, a financial crisis in South East Asia spread like a contagious disease to other

emerging markets around the world such as Brazil and Russia. What all of these countries had

in common was a large foreign currency debt, excessive dependence on foreign investment

rather than domestic saving, overvalued currencies, lax banking standards, and inadequate
foreign currency reserves. In the countries infected by the contagion, the result was a steep

drop in economic activity, substantial currency devaluation, and a need for assistance from the

IMF. The latter required these countries to enact austerity policies that caused considerable

suffering in the short term.

History, evidently, repeats itself. Today, a financial
crisis that began in the United States and spread
to Western Europe is now infecting several
countries in Central and Eastern Europe (CEE).
The countries of particular concern are Hungary
and the three Baltic nations. What they have in
common is not surprising:

« In recent years, they borrowed heavily in foreign
currencies to take advantage of low interest
rates in Europe. In addition, they did this on the
expectation that they would eventually join the
Eurozone, thus eliminating any currency risk. In
the case of Latvia, for example, foreign currency
debt accounts for roughly 85 percent of total
loans. Foreign currency lending turned out to
be risky once the global economy decelerated,
exports dropped, and currency values became
untenable.

« Their banking systems relied heavily on
borrowing as opposed to deposits. In the Baltic
nations, the ratio of loans to deposits ranged
from 150 to 200 percent. Thus, when global

credit conditions became onerous, they were
not in a good position to fund their loans.

In the case of the Baltic nations, their currencies
were fixed in value relative to the euro. Hence,
when a drop in global demand hurt export
growth, they faced a difficult choice. They
could devalue the currency to improve export
competitiveness, which would increase the
value of foreign debts. Alternatively, they could
maintain a fixed exchange rate at the cost of
drawing down foreign currency reserves and
tightening monetary policy. They chose the
latter, and it came at a cost. They accepted
assistance from the IMF, which forced them to
implement austerity programs.

Not all countries in the region have been
infected, but all will suffer as a consequence of
this situation. Poland and Czech Republic, with
floating exchange rates, have done relatively well
during this crisis. Slovenia and Slovakia, already
members of the Eurozone, are not at risk.
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Yet there are factors other than the exchange rate
regime that have influenced the situation in which
countries find themselves. For example, countries
that relied heavily on foreign direct investment
(FDI) as opposed to portfolio investment have
been better prepared for the deluge. FDI is hard
to liquidate and tends to be more stable. Loans,
on the other hand, are problematic during a credit
crunch. Countries like Hungary that depend on
foreign currency loans have faced foreign banks
that are unwilling to roll them over. The result is
that several CEE countries now face substantial
financing needs in 2009 that are not likely to

be easily met. Although the European Bank for
Reconstruction and Development (EBRD) and
World Bank have provided roughly $40 billion in
assistance, estimates of the total financing needs
(interest payments and rollovers) are between
$200 billion and $400 billion.

What went wrong? The problem was a
combination of excessive borrowing in foreign
currencies, a sizable downturn in demand for the
region’s exports, and a seizing up of global credit
markets. This toxic combination caused these
countries to experience downward pressure on
their currencies, difficulty in servicing external
debts, and declining economic activity. Moreover,
these countries found themselves in need of
assistance from international agencies. Yet the
European Union, which has a considerable stake
in the success of Central and Eastern Europe, has
decided against a general bailout of the region.
Nor has there been support for accelerating the
accession of these countries into the Eurozone
— something that would instantly alleviate the
currency risk that is ultimately at the heart of the
crisis. The result is that the region remains on thin
ice as of this writing. In addition, the Western
European banks that financed the region face
the prospect of sizable losses on their Eastern
operations.

So what happens next? At the very least, it is
highly likely that the entire Central and East
European region will experience a deep recession
in 2009, especially Hungary and the Baltics.
Uncertainty exists, however, about the degree to
which the region’s troubles will infect Western
Europe. It depends, in part, on what actions

are taken by policymakers in Western Europe.

If they quickly bring the Baltics and Hungary

into the Eurozone, the issue of currency risk

will quickly disappear. On the other hand, if the
exchange rate at which they enter is too high,
the competitiveness of their exports could be
damaged. If the rate is too low, payment of
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debts might be compromised. In other words, there
is no easy solution. Moreover, this is not likely to
happen, given the current outlook of the member
governments.

Ordinarily, a solution to this kind of situation would
entail the European Central Bank providing assistance
to the banks that are heavily exposed to this problem.
In addition, if there were a central fiscal authority

in Europe, it might allocate funds to this problem.
Given the fragmentation between monetary policy,
fiscal policy, and bank supervision, it is not a simple
matter to develop a pan-European solution. Instead,
each national government will act in its own interest.
Hence, the most likely solution is that individual
governments in Western Europe will, depending
upon how much their nation’s banks are exposed to
the East, provide assistance to those banks. Austrian
banks, for example, are heavily exposed.

The outlook in this situation depends on several
factors that are difficult to forecast. First, the

degree to which the global financial system

becomes repaired will make a big difference. When
credit conditions improve, it will be easier for CEE
economies to refinance their debts. Second, the
degree to which global demand recovers will make a
huge difference. When CEE economies can increase
their exports, the situation will improve dramatically.
Yet even if all goes well, it is clear that the economic
model of the past decade is no longer sustainable.
These countries will not so easily take on external
debts, especially when currency risk exists, nor will
they be able to rely on foreign capital for such a large
share of their investment. While entrance into the
Eurozone would certainly change such dynamics, the
crisis at hand has probably reduced the likelihood of
rapid integration into the West.

CENTRAL
EASTERN
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Preparing for the Next Battle: Demographic Threats Have Not Gone Away

Dr. Elisabeth Denison

With the recession spreading at an alarming speed, it is understandable that governments

and companies across the globe are in crisis management mode with a focus on short-term
stimulus. But in the rush to contain the fallout of the crisis, it is important not to forget about
a much bigger threat that transcends the current economic cycle: demographic change. Not
only was it partly responsible for fueling the boom that led to the crisis, it also has major
consequences for the trajectory of growth to which economies will return after the recession.
Now is the time for companies and governments to think about the right steps to take in order
to get ahead in the demographic game once the economy recovers.

The role of demographics going

into the crisis

Even if there seem to be more pressing issues
currently, some underlying long-term develop-
ments should not be ignored. Demographic
change is one of them. In January 2009, the
Washington Post ran an article entitled “The
World Won't Be Aging Gracefully. Just the
Opposite.” It argued that the current crisis would
be dealt with eventually, but things would get
worse over the next decade as the “demographic
ebb tide” plays havoc with the structures of the
twentieth century.

In fact, to begin with, demographics were not
completely unrelated to the crisis. Over a span of
10 years from 1995 to 2005, the homeownership
rate in the United States rose from 64 percent to
69 percent. Research by the Federal Reserve Bank
of Atlanta suggests that mortgage innovation
(securitization and smaller down payment
programs) accounted for about 56-70 percent of
the increase in the homeownership rate during
that period, while demographic factors accounted
for 16-31 percent with middle-aged baby
boomers boosting demand. From 2005 onward,
the first baby boomers started to trade out of
their big houses contributing to the decline in the
homeownership rate; the rate currently stands at
67.5 percent. Builders might have underestimated
the impact of this demographic shift, which was
partly masked by speculative buying as the bubble
inflated, adding to excess supply, which is now
holding back the recovery of the building sector.

It is also clear that the demographic shift has
important effects on saving and investment
behavior in different countries. The “global
savings glut” has been partly blamed for
contributing to the financial crisis by providing
the liquidity for high-risk investments. However,

the demographic factors that were part of

the phenomenon are now reversing. In Japan,
private saving was boosted in recent years by the
working-age population moving through their
high saving years, but is starting to decline with
the elderly using their savings to supplement
falling employment income.

In the United States, the problems are reversed.
The International Monetary Fund (IMF) estimates
that the savings-to-GDP ratio in 2005 was 3
percentage points lower due to demographic
changes, but will rise to 5 percentage points
higher by 2040 as an increasing number of the
population move into their high saving years.
While the change in the U.S. savings pattern
might aid its current account deficit, it will
fundamentally change the country’s role as the
consumption engine of the world.

The shifting pyramid

Rich countries have been aging for decades, due
to falling birth rates and rising life spans. In Japan,
those over 65 equaled approximately 30 percent
of the working-age population (15 to 64 years) in
2005. By 2050, they will have reached almost 70
percent; the working-age population is projected
to drop by 30 million, from 82 million in 2010

to 52 million in 2050 (see figure 1). In practical
terms, this means that while currently there are
3.4 people at work in Japan for every person over
65, by 2050 this will have diminished to less than
1.5.

In Western Europe, the current level of close to
four working people for every person over 65
will be approximately halved by 2050. Germany
is one of the worst affected countries in the
region, expected to lose about 13 million workers
between 2010 and 2050. The United States is
also aging, but thanks to a higher birth rate and
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more immigration, the working-age population
is expected to continue to expand, adding
approximately 45 million workers over the next
40 years. Nonetheless, the ratio of working to
non-working population will drop to 3.2 in 2050
from 5.4 currently.

It is not only industrial nations that are facing

a shift in age distribution. In China, due to
drastic family planning measures in the form of
a one-child policy, the working-age population
is expected to shrink by a staggering 108 million
over the next 40 years, and the number of those
working for every person over 65 years will
plummet to 2.7 in 2050, down from 9 currently.

Figure 1: Working-age populations (15-64 years) in selected countries and regions
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India has somewhat better demographic cards.
Thanks to a higher birth rate, the population is
expected to increase by a third over the next 40
years, with the dependency ratio still at 4.5 in
2050. Nonetheless, this is a noticeable shift from
a ratio of over 12 currently. The country remains
in a development race to be able to claim its
demographic dividend in time; only an educated
and productive young generation will be able to
support the pyramid.

For other fast growing nations — most of them
located in the Middle East and Africa — the
challenge will be to create enough jobs to cope
with a surging young population. Over the next
40 years, almost 800 million people will be
looking to join the workforce in this region — not
a bright prospect with unemployment running at
over 50 percent in many countries.

Hard choices

Demographic shifts will have an important impact
on productivity and the distribution of growth
around the globe. While the increase in the

labor force in developing countries will raise their
marginal product of capital and stimulate higher
investment, industrialized nations will be hard-
pressed to compensate for their aging workforce.
The IMF estimates, for example, that the level of
Japanese GDP in 2050 will be 30 percent lower
than would have been the case without the
impact of the demographic transition, because
the decline in the labor force is only partly offset
by a higher capital stock.

The challenges associated with the demographic
shift are big and varied. For the developing
world, the race is on to achieve the standard

of education and innovation needed to turn its
young workers into a globally productive force.
Unfortunately, the financial crisis has stripped
many of them of the necessary capital to invest
in this future. In a background paper prepared
for the G20 summit in April 2009, the World
Bank estimates that $270-5$700 billion is missing
from the coffers of developing nations due to the
crisis. Nonetheless, all existing fiscal expansion
programs should be directed to these long-term
aims.

For shrinking industrial nations, policies need

to focus both on solving the financing dilemma
of demographic change and counteracting

the impact of a shrinking labor force. In terms

of finances, the prospects look grim. Aging
populations have serious consequences for
nations’ health care and welfare spending. With
fewer taxpayers supporting government finances,
funding this expenditure will be a real problem.
Encouraging private retirement plans is certainly a
solution, but considering the loss many retirees or
near-retirees with such plans have had to put up
with over the past year, it will be a hard sell.

Persuading more people to enter the workforce
could help to alleviate some of the problems of
coming years. However, according to research

by IMF, this cannot be the sole solution: For
countries like Germany, Spain, South Korea, or
ltaly, participation rates would have to increase
between 15-20 percent to help offset aging — a
highly unlikely feat given historical experience. In
Japan, even an increase in participation to 100
percent (it stood at 78.8 percent in 2000) could
not halt the decline in the relative size of the labor
force.

Other common policies include raising retirement
ages and encouraging more women to enter

the workforce, but these, too, are only partial
remedies — just like immigration. The latter is a
particularly sensitive topic in times of economic
uncertainty, which tend to bring nationalistic
tendencies to the fore.

Governments are hard-pressed currently to keep
these issues in mind while being challenged by
rising unemployment and the biggest financial
upheaval in recent memory. While demand-
fostering policies such as subsidies and workers’
protection might alleviate some of the short-
term pain in the crisis, flexibility is needed for
the great adjustment that lies ahead. As the
Economist points out in its March issue article
“The Jobs Crisis. And What to do About It,” how
governments react to the current crisis will shape
labor markets for years to come.
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War for talent or war on talent?

Against the background of dire monthly job
reports and media stories about the Great
Depression, it is easy to see why some are asking
whether the “war for talent” has turned into the
“war on talent.” However, companies seem well
aware of what is awaiting them in the long term.
Despite the crisis, the supply of skilled workers
continues to be an issue in industries such as
mining, government, information technology,
engineering, education, and health.

A survey by Korn/Ferry International in January
2009 showed that despite rising unemployment,
global executives believe that the war for talent
is still being waged. More than three-quarters of
respondents felt that the demand for talent will
increase more over the next five years than it did
during the previous five years. Forty-five percent
said the demand will increase “significantly.”

While more pressing short-term issues no doubt
dominate boardroom discussions across the globe
currently, surveys suggest that companies also see
the crisis as an opportunity to implement strategic
long-term approaches to talent management. A
survey by the Chartered Institute of Personnel and
Development (CIPD) in the United Kingdom in
November 2008 showed that companies appear
to be adopting some positive talent management
practices. “Now is not the time to postpone or
scale back talent management strategies,” the
CIPD noted.

References and Research Sources:

Keeping things in perspective
Governments and companies are left to deal with
the fallout of the crisis. However, demographic
challenges have not gone away and will likely
make it harder to return to a sustainable growth
path in the long term. Steps have to be taken
now to be ahead in the game as the recovery
unfolds. Companies can upgrade the talent within
their firm and try to attract the best and brightest
in preparation for the rebound. Governments can
use fiscal expansion as an opportunity to fund
the innovation needed to keep their shrinking
workforce productive and support an aging
population in the decades to come. It will not

be easy, but forgetting about these long-term
issues in the race to deliver the biggest short-term
impact could have disastrous consequences.
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Yield Curves (as of March 25, 2009)

Eurozone

U.5. Treasury U.K. Gifts Sovereign Japan
Bonds & Notes Sovereign
Benchmark
3 Months 0.25 0.37 0.58 0.27
1 Year 0.65 0.66 0.99 0.29
5 Years 1.78 2.49 2.64 0.75
10 Years 2.74 3.40 3.44 1.29

Source: Bloomberg

Yield Curves (as of March 25, 2009)

Brazil Govt. China Sovereian India Govt. Russia

Benchmark 9 Actives Sovereign
3 Months 10.62 0.85 4.82 7.06
1 Year 10.02 1.05 5.15 8.22
5 Years 12.30 2.36 6.68 12.25
10 Years 12.49 3.19 6.80 11.15

(8 years)
Source: Bloomberg 32

Composite Currency Forecasts (as of March 25, 2009)

Q2 09 Q3 09 Q4 09 Q110 2010 2011 2012 2013
GBP-USD 1.41 1.44 1.5 1.54 1.57 1.73 1.59 1.62
Euro-USD 1.25 1.27 1.3 1.29 1.27 1.27 1.25 1.26
USD-Yen 97 98 99 102 100 115 113 119
USD-Brazilian Real 2.4 2.35 2.28 2.29 2.35 1.94 NA NA
USD-Chinese Yuan 6.85 6.83 6.8 6.7 6.53 6.45 6.2 NA
USD-Indian Rupee 51 49.75 48 48.92 45 43 NA NA
USD-Russian Ruble 46.92 46.97 49.91 NA 52.88 NA NA NA

Source: Bloomberg
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GDP Forecasts (as of March 25, 2009)

Eurozone
2009 -2.5 -3.3 -2.8 -5.9 0.8 6.5 6.3 -0.8
2010 1.8 0.4 0.55 0.55 34 8 53 3.15

Source: Bloomberg, IMF, World Bank

OECD Composite Leading Indicators

: Russian
Euro Area Brazil Federation

33 | January ‘08 100.61 100.68 103.02 100.61 104.65 102.26 102.03 105.23
February ‘08 100.31 100.30 103.25 100.79 104.49 102.25 101.78 105.47
March ‘08 99.99 99.85 103.26 100.88 104.48 102.20 101.38 105.71
April ‘08 99.68 99.24 103.01 100.93 104.75 101.99 100.87 105.83
May ‘08 99.46 98.52 102.44 100.82 105.19 101.54 100.26 105.67
June ‘08 99.10 97.71 101.52 100.51 105.53 100.79 99.58 105.06
July '08 98.68 96.87 100.16 99.91 105.54 99.62 98.80 103.82
August ‘08 98.19 96.04 98.27 98.99 105.05 98.02 97.88 101.86
September ‘08 97.64 95.24 95.91 97.75 103.92 96.04 96.81 99.14
October ‘08 97.15 94.50 93.33 96.20 102.14 93.82 95.61 95.89
November ‘08 96.75 93.82 91.03 94.42 99.83 91.60 94.43 92.46
December ‘08 96.48 93.16 89.66 92.55 97.20 89.52 93.38 89.16
January ‘09 96.32 92.49 89.05 91.01 94.51 87.45 92.42 85.87

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