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Proceed expeditiously with assessing
bank viability and bank recapitalization
» Address “bad assets” systematically—asset

management companies versus guarantees.
Provide adequate liquidity to accompany bank
restructuring.

» Assure that emerging market economies have
adequate protection against the deleveraging
and risk aversion of advanced economy .
investors. Fr

» Coordinate policies across countries to i
avoid beggar-thy-neighbor treatment. .
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Recommendations of the IMF’s
Global Financial Stability Report
(April 2009) on policies that need
to be implemented immediately
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China

The Chinese economy is being seen as the bellwether

for future economic growth worldwide: if the Chinese
economy has a hiccup in growth, the rest of the world,
particularly Asia will be in dire straits. Fortunately, that

is unlikely to happen. The economy grew at 6.1 percent
in 1Q09, well below the psychological comfort level of

8 percent, but there is optimism. One reason for that
optimism — domestic consumption accounted for 4.3
percent of the 6.1 percent growth. It rose because
consumers responded to the government’s use of the
$585 billion stimulus package to build a social safety net
as well as incentives to buy cars, and consumer durables.
Retail sales increased 14.7 percent in March compared to
11.6 percent in February. Car sales were also up 5 percent
in March after a period of decline. Domestic consumption
also grew because of the phenomenal rise in urban fixed-
asset investment; it grew 28.6 percent in the first-quarter.
Apart from spending billions on physical infrastructure
projects, the government has directed banks to increase
their lending. Banks extended credit worth approximately
$670 billion in the first quarter of 2009 — slightly less

than their total lending in 2008 — leading to concerns of “Money Building”
bad loans in the coming years. This increase in domestic Looking forward, there are signs that the economy is Liaoning Shengyang, China
consumption is leading to a rise in industrial production, improving, but on the back of government spending —
which grew by 8.3 percent in March, slightly worse than infrequently a good thing in the long-term. The govern-
the 11 percent seen in February but much better than the ment is predicting a growth rate of 7-8 percent in 2009,
5.7 percent in January. The relatively low industrial produc-  while some investment banks predict it will be a little over
tion growth number is because of the still weak export 8 percent. For that to happen, growth in the last three
market, which contracted by 17.1 percent in March — its quarters of 2009 will need to average approximately 8.5
fifth straight contraction. percent, a tough deal at the given moment. That said,
the government has ample money at its disposal should it

Export Growth (Percent YoY) want to pull off 8 percent growth in 2009; but it should,

however, be wary of
. getting the economy

dependent on government
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manufacturing purchasing
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am the fear is that it is merely
responding to govern-
20 // ment spending. The export
sector is still fragile, there
a0 is substantial overcapacity
and most importantly, the
investment sentiment in
Source: Bloomberg the private sector is still weak. This weak sentiment has
the potential to derail the government'’s efforts to boost
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the economy, and is leading to a debate about whether
China’s growth pattern will be a "V' or a "W'. There is also
a latent threat from the real estate sector, which has seen
significant price drops; and though there are indications
that purchases of houses are up, there is still substantial
inventory that will need to be cleared before prices start
rising. Rising unemployment is of concern, and remains a
serious threat to any plans of sustainable growth.

“The RBI has been cutting its
benchmark rate, the repo rate,
quite aggressively but banks,
especially the private ones, haven't
been as aggressive when cutting

their lending rates, causing the
RBI much heartburn.”

The People’s Bank of China (PBC) has said that “relatively
loose monetary policy should be conducted and policy
consistency be maintained,” but it may slow down the
lending effort or at least

monitor it more carefully. .
Loans made in the first-

quarter already account for 10
90 percent of the 2009 loans
target. The bank can afford B
to have a loose monetary
policy since inflation is low —
and likely to remain low in
the near future. The PBC is
unlikely to reduce the 1-year
lending rate from the current
level of 5.31 percent anytime
soon because it has already g \ff_:? .ﬂf";‘} ﬁp
managed to increase credit " # = =
without cutting rates, and

also because the inter-bank

rate is well below 1 percent. The yuan rose by a paltry 0.16

percent in April but is at a 7-month high. Three-month
forwards indicate a very slight appreciation from current
levels, only natural given the high level of spending in the
economy and the general weakness of the U.S. dollar.

However, one-year forwards are at unusually high levels on
speculation that the government may let the yuan appre-
ciate further, an unlikely possibility.

Like China, India is also seeing some ‘glimmers of hope'.
However, in the case of India, these glimmers may be a

bit illusory. The economy is slowing down but there are
two problems: one, the government doesn’t have money
to execute fiscal stimulus, and two, the government is in
the midst of elections. India’s mammoth elections, which
take place over a month, will be done on May 16th, and it
will be some time before any new government puts a new
stimulus plan in place. The current government has been
hamstrung by election laws and accordingly hasn't been
able to get new legislation issued in the past few months.

Exports have been falling sharply over the previous
months; they fell 21.7 percent in February and 15.8
percent in January. Unlike South Korea, India has failed

to capitalize on its depreciating currency and boost its
exports, despite the rupee depreciating sharply. This has
had a negative effect on the industrial sector, which shrank
by 1.2 percent in February. This sector has seen lethargic
growth since August 2008. The glimmer of hope, however,
is the auto sector, which has been on an upward trend for
the past few months, largely buoyed by deep interest rate
cuts and the depreciating currency.

Industrial Production (Percent YoY

Source: Bloomberg

The Reserve Bank of India (RBI) has forecast that growth
in FY10 will be 6 percent compared to the government's
very optimistic forecast of 7 percent. The IMF's forecast



is below 6 percent. There is good reason to believe the
low number. An industry group expects exports to remain
flat in FY10. This will hurt industrial growth and is already
showing in the credit ratings of companies, which have
fallen to levels not seen in a decade. What could also
potentially hurt Indian companies is that they have $1.4
billion in foreign convertible bonds maturing this year and
$2.7 billion in the next. Given the fall of the stock market
from its height, it’s likely that lenders will want these
companies to pay up and convert the loan into equity.
Indian companies are also being hurt by their inability to
get loans, both domestic and foreign.

Given the fact that the government (this one and the next
one) has significantly depleted it's cash reserves, the RBI
will have to do the heavy lifting. The RBI has been cutting
its benchmark rate, the repo rate, quite aggressively but
banks, especially the private ones, haven't been as aggres-
sive when cutting their lending rates, causing the RBI much
heartburn. The private banks have their own set of consid-
erations, with the largest private bank saying that they
would need to raise $1 billion in fresh capital. The other
problem that the RBI faces is that banks have been lending
well below the RBI's target. Given the reduced forecast for
FY10, the RBI will likely cut rates by approximately 50 basis
points in the near to medium-term. The RBI has leeway to
cut rates because the inflation rate will likely remain low,
though they need to pay heed to the fact that food prices
are rising. If the economy doesn’t improve as expected, the

RBI could ideally cut the
Statutory Liquidity Ratio
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Forum Building

(SLR), which is currently
at 24 percent and used to
finance government debt
— a huge opportunity
cost for financial institu-
tions. However, that may
not come to pass given
the record government
deficit. Because of the
general weakness in the
economy, the rupee will
likely remain at current
levels, something that the
three-month forwards also
indicate.

In a bid to avoid what is
euphemistically referred
to as the ‘lost decade’
(the 1990s), the Japanese
government is doing
everything it can possibly do. After the economy shrank
12.1 percent on an annualized basis in the third-quarter
of FY09 (Oct — Dec '08), the government launched its
fourth stimulus plan in less than 8 months. This plan calls
for 15.4 trillion yen ($153 billion) in tax cuts and spending
measures, bringing the total stimulus spending to 27
trillion yen. Apart from the 27 trillion yen, the govern-
ment’s plans also include a 75 trillion yen package in the
form of financial guarantees, etc. There is good reason for
the government to be worried.

Auto Production (Percent YoY)
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In a note explaining the 15.4 trillion stimulus plan, the
Cabinet Office said: “Amid the deepening global financial
crisis and the synchronized global recession, the Japanese
economy is facing a rapid contraction of exports and a
severe financial environment. Under these circumstances,
the risk of a negative spiral, including the case that the
deterioration of the real economy destabilizes the financial
system further, which in turn will aggravate the economic
condition, is growing.” The Bank of Japan (BOJ) has
forecast that the economy will contract by 3.1 percent in
FY10 and recover in the next.

Exports contracted by a massive 45.3 percent in March
compared to 49.4 percent in February. Some commen-
tators suggest that this is a positive development — it
definitely is — but there is no trend to suggest that there
is an actual improvement. Predictably, industrial produc-
tion also contracted; it fell 34.2 percent in March though
there was a 1.6 percent gain in MoM terms. One of the
main reasons for the fall in the industrial sector was the
auto sector, which contracted 50 percent in March (auto
exports fell 64.3 percent in March). The slowdown has
caused corporate bankruptcies to rise to a six-year high.
Unemployment is at a four-year high, leading to reduced
spending in the retail sector. Companies are reducing
wages to prevent job cuts, but that may not really solve
anything. These measures will not protect the temporary
workers who make up one-third of the workforce.

The BOJ's prediction is dependent on the stimulus

money being spent productively. Elections to the Diet

are scheduled for September and there are genuine

fears that the government may indulge in ‘pork-barrel’
spending, which are not likely to revive the economy. This
is necessary given the fairly
pessimistic business condi-
tions forecast seen in the

Tankan survey. This is further 6
reinforced by the machinery e ——
order numbers which have 4

seen big falls. However, the

Economy Watchers survey,

which polls merchants that

deal with consumers directly, i Ape1 Juk11 Oev1
was at an eight-month high
in March. Interest rates,

currently at 0.10 percent, are 4
likely to remain unchanged.
The yen is back at about the &

100 level after gaining 10
percent, giving some breathing space to exporters. There
could be appreciation of the yen if the government goes

ahead with the massive bond issue (5109 billion) to pay for
the stimulus package, and pushes up yields.

The South Korean economy may be on the cusp of an
economic recovery though it may not seem evident at first
glance. The economy beat market expectations and unex-
pectedly grew by 0.1 percent QoQ in 1Q09, compared

to a contraction of 5.1 percent in the previous quarter,
thus narrowly avoiding a technical recession. In YoY
terms, however, the economy contracted 4.3 percent. The
market was expecting a contraction of 0.2 percent QoQ,
but the 50 trillion won ($37 billion) allocated for stimulus
spending, sharp interest rate cuts, and the depreciating
won helped counter the slowdown. Encouraging news
was that private consumption saw a positive uptick in
growth.

As mentioned, the economic recovery is certainly not
immediately evident when one looks at the macro
numbers. Exports fell by 19 percent in April, slight better
than the 22 percent contraction in March. As with any
economy that is export dependent, a fall in exports
typically hits the industrial sector; it contracted by 10.5
percent in March but that is much better than the 25.4
percent contraction in January. Retail sales contracted by
2.5 percent in March compared to 3.9 percent in February.
Retail sales and overall goods consumption remain weak
because of falling household income and a rise in precau-
tionary saving. It hasn't helped that the unemployment
rate is at its highest level since 2005 and that partially
explains the rise in precautionary saving.

GDP Growth (Percent YoY)
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Going forward, there is reason to believe that the economy
may have likely bottomed out in the first quarter. When
keeping the benchmark rate constant at a monetary
policy meeting on April 9, the Bank of Korea (BOK) said:
“Domestic economic activity has kept on declining due
to the continued decrease in both domestic demand and
exports, but the pace of the slowdown has moderated
somewhat.” That is however unlikely to prevent a YoY
contraction in 2009. The BOK has forecast that the
economy will contract 2.4 percent in 2009, but the
contractions will become smaller on a quarterly basis.

President Lee Myung Bak has warned against over-
optimism but there are ‘glimmers of hope’. One glimmer
of hope in Korea is manufacturers’ confidence index
which rose by 11 to 71 for May from 60 in April. Another
glimmer is consumer sentiment, which climbed to a
nine-month high in April. Newspaper reports suggest
that, at the government’s urging, companies are hiring
new workers by having existing workers take pay-cuts to
accommodate the new hires. The government is planning
to spend $3.5 billion to create approximately half-a-million
jobs. This share-the-pain strategy is not without its risks,
especially if the slowdown lasts longer than anticipated,
particularly since most of the jobs that the government
plans to create are temporary.

The BOK is unlikely to cut interest rates anytime in the near
future because they believe that the economy is already

on the mend. The won, which lost a significant amount

of value in 2008, is unlikely to lose much from this point
on. The central bank has already achieved its objective of
increasing exports and the government is planning to sell
$3 billion in bonds to bolster the defense of the won.
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“Domestic economic activity has
kept on declining due to the
continued decrease in both
domestic demand and exports, but
the pace of the slowdown has
moderated somewhat.”

Recent graduates from Korea

University remain hopeful for job

prospects in an economic upturn
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Select economic 1ndicators

Indexed Daily Movement of Major Currencies
(Oct 1, 2008 to Apr 30, 2009)
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Indexed Daily Movement of Major Stock Exchanges
(Oct 1, 2008 to Apr 30, 2009)
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Note: Above 100 means depreciation and below 100 means appreciation.
All exchange rates are against the U.S. dollar.

Inflation Rates
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Source: Bloomberg
Note: Australia’s inflation rate is a quarterly rate. India’s is a weekly rate that
is averaged.
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