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Executive summary

There may be “green shoots” visible but 2009-10 will very hard for business and global growth

Mid-case scenario is that global economic recovery starts in summer 2010

But 2010 will be a low/flat year for global GDP and most major developed economies

A V-shaped economic bounce back is out of the question

There is increasing risk that fiscal conservatives will make us endure a 5-10 year recession — though

this is not a central forecast

The US banking sector is not fixed — far from it. More risks may be hidden here

e The prospect of a “zombie” or below-par US and global banking sector stumbling along for the next
5-10 years is closer

¢ Non-performing loans will rise possibly beyond 10% in many economies, which will add to the

pressure on banks

China is the only economy in the world where credit is expanding — it is making

the rest of the world look like fools

Consumer spending is going to be hard hit until the end of 2010

More people will start to appreciate the pension time bomb and the destruction of their pension value

Currencies may stabilise in a competition of misery — is any currency any good?

Inflation is NOT the concern for now; we are virtually in deflation

The oil price and other commodities may stabilise and creep upwards in the next 18 months: oil and

food are likelier to rise more quickly than non-food commodities

Keynesian fiscal and monetary policies have mitigated the worst effects of the recession

o Political risk globally stemming from the credit crunch has risen but looks for now manageable. Hot
spots such as Pakistan and Bosnia remain

¢ Protectionism ought not to feature as a systemic threat

The world is mad and run by mad people. You and | live in a zillion dollar global casino.
These remarks may seem a little extreme, but read the following numbers and see what you think.
1. Half a zillion dollars of speculation:

In 2008 the amount of foreign currency transfers amounted to one zillion dollars: one zillion (the
gradation is million, billion, trillion and zillion; a zillion is equal to 1,000 trillion). Now why do you need
to exchange one zillion dollars in one year? My own wild guess is as follows and each of these estimates
could be wrong by the odd 100 trillion dollars:

Trade financing = 80 trillion

Tourism = 50 trillion

Corporate hedging = 50 trillion

Banks making rational FX swaps for own business reason or for their clients = 200 trillion

Add on another $100 trillion for miscellaneous items (1) and we are still missing about $500 trillion. It’s
my own hunch that these $500 trillion were taken up with currency speculation. While readers of this
paper were going about their business producing products and services and managing clients and
customers, we were/are all living in a monstrous casino where speculators go long and short on
currencies.

Currency speculators think as follows: lets sell $25bn worth of the Australian dollar at 15.00 today and,
given it’s a weak currency dependent on commodities, we can short it (borrow the money to do this of
course; would never dream of using our own money); we can also put out some story on the internet that
the Central Bank of Australia is in trouble and then watch the currency collapse (and repeat with any
other currency we fancy) making a few billion dollars profit in a day or two or a few hours. If the fallen
Awustralian currency leads to weaker growth and unemployment in Australia (or Poland, or Germany or
Mexico in other cases) who cares? The stupid Australian government will come up with tax payers’ cash
to pay out more unemployment money to support those who have lost their jobs as a result of the currency
speculation/shorting. And the Australian government will get the this money (via taxes or debt, repaid
eventually by taxpayers) from the stupid Australian tax payers (insert here any other nationality).
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2. $600 trillion of derivatives — anyone know who owns them?

Governments globally have so far committed about $10 trillion to providing recapitalisation, guarantees
and liquidity to support the ailing banking and credit system and may have to stump up another 5-10
trillion in the next 12 months. This may sound like a lot of money and it is. But it evaporates to nothing
when compared with the value (and risk) of derivatives which have reached $600 trillion. Even more
disturbingly no one alive on this planet knows who is liable for such derivatives. This seems an oversight.
This was why the panic over Lehman Brothers’ collapse last autumn was so extreme: was the financial
community liable for $600 trillion of derivatives connected with Lehman or a smaller figure? No one
knew. After netting out liabilities the total losses were eventually about $40bn. But it took several months
to discover this.

The derivatives themselves were backed in January by $60 trillion dollars of credit default swaps, a
number which had sunk to a mere $38 trillion by April.

Most of these instruments were designed to facilitate leverage, speculation and gambling. They had little
to do with supporting the real economy.

3. We’ve lost so far about $60 trillion of wealth — you and me

My own estimate is that between June 2008 and June 2009 personal wealth globally fell by about $60
trillion dollars. This includes equities, bonds, lost interest on savings, lost income from job losses, value
of housing and pensions.

We look at the economic and business consequences of this lost wealth in sections the business papers in
this series.

4. In 2008 bankers globally gave themselves no bonuses at all.

This sentence above is just a bit of fun. It’s not true of course and | made it up. Actually

bankers in the USA in 2008 gave themselves $18bn in bonuses for destroying the US banking, financial
and economic system. Bankers globally probably gave themselves about $40bn in bonuses. Given that
they have destroyed $60 trillion dollars of wealth, the amount of their bonuses represents a commission
charge of barely 0.7% for destroying the world. This seems a very reasonable fee.

Farce: insult added to injury:
But it gets even more farcical.

In March of this year senior members of the (US) financial community decided to fight back against
criticisms of pornographic remuneration and pension packages. Several top financial leaders argued that
“One has to pay for talent.” To which of course the reply is: well yes, one does have to pay for talent. But
not $25-150mn for greedy, incompetent fools who destroy the value of everything around them with such
consummate arrogance.

Senior executives at AIG argued that the hugely paid financial derivative specialists who had brought
AIG to its knees and caused the $100bn bail-out/nationalisation of the company had to continue to be paid
huge salaries/bonuses in spite of what they had done because “they are the only people who know how to
unravel the derivative instruments”. When you first listen to this, it has an initial veneer of rationality. But
when you walk out of the lunatic asylum which is the global financial sector, you realise the argument is
totally mad. It’s like saying, “Well the Italian mafia have hidden a time bomb in a children’s school and
will tell us where it is and release the children if we pay them $1-2 billion.” This is normally called
criminal extortion. But everyone sits with straight faces and listens to this nonsense from senior AlG
officials. Instead of moddle-coddling these destructive derivative traders with hundreds of millions of
dollars bonuses (presumably from government funding), we should suggest to these individuals that they
unravel the derivatives this week or each go to jail for 317 years.

And to put the cream on the cake: our friends Bernard Madoff and Sir Fred Goodwin. Where do they get
these names from? Surely they’re fictitious and made up by Charles Dickens or someone. Bernard
Madoff (spelt Mad-Off but pronounced Made-off) as in “I am Mad and Made-off with all your money”
and Sir Fred Goodwin who destroyed the Royal Bank of Scotland, the UK financial sector and much of
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the British economy to be rewarded with an annual million pound pension: Good-Win for him; Bad-Win
for the rest of us.

Some things which need to be done... but probably won’t be:

Currency speculation has to be rigorously regulated to curb the casino nature of the global economy.
A tax on transactions similar to those imposed on casinos, gaming houses and brothels should be
imposed in the region of 75% per transaction. This would either greatly reduce the speculation and/or
provide good tax revenue for governments.

Exchange rates need to be fixed within bands and regulated by national/global authorities. Exchange
rates would be adjustable but managed rationally rather than at the mercy of pure speculation.

Most hedge fund activities also belong in the casino. They need to be regulated or severely taxed. The
large majority of their activity brings no value to the real economy and people. At the very least they
must be made to disclose their leverage levels so that regulators can assess them.

No bank should be allowed to be too big to fail. Governments are far from resolving this.

Government controlled banks should be transformed into credit/consumer/mortgage banks doing
proper conservative stable banking. This shift to conservatism will entail that 30% of previous
banking activity will disappear which is good.

New industrial, infrastructure development banks should be set up at national and regional (EU,
Middle East, South-east Asia) levels.

Glass-Steagall legislation needs to be reintroduced to separate normal commercial banking activity
from investment banking. Senior bankers showed in the 1930s and today that they are incapable of
managing the two sectors concurrently. Future investment banks ought to be renamed “casino banks”.
In case you think these strong words, the governor of the Bank of England Mervyn King has argued
that “casino trading by investment banks must be quarantined”. Do we really accept that our life
savings and pensions are gambled away by 27-year olds wearing red braces (not on their teeth)
making spread bets between oil futures, the price of pork bellies in Chicago and the credit worth of
student loans in Arkansas?

The complexity and extent of transactions and derivatives has to be curtailed and/or heavily taxed
(again to provide revenue to the state and taxpayers to support social spending). Central registries
must be established at national, regional and global levels. Over-the-counter trades must be stopped.
Some first steps towards this have been taken.

All off-shore tax havens have to be closed. The first steps on this are being taken. Even the Swiss are
forthcoming a bit, even if they they don’t have their heart in it.

The short-selling of shares (especially financial ones) when a market is declining needs to be
automatically halted (George Soros has argued something similar). The short-selling of corporate
shares can lead to a feeding frenzy, the destruction of real value, corporate wealth and jobs losses
which have to be supported by tax payers’ money. Short-selling usually supports speculation and
gambling at the cost of the real economy and peoples’ welfare.

Credit rating agencies, which gave triple-A ratings to toxic assets should undergo more rigorous
supervision over conflict of interests with the organisations that they rate.

Hope for the best, plan for the worst
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Spring 2009: “green shoots”, end of the crisis in sight?

No. The end of the crisis is in sight but you need either very good eyesight or a telescope. The global
economy will only pick up in mid-2010. The amount of bad news is shocking but there has been some
stabilisation.

In the spring 2009 global stock markets are rising significantly (from deep lows) and confidence
indicators are up; talk is in the air about “green shoots”. But at the same time forecasts for GDP growth of
all the major economies of the world are being downsized savagely — most recently by the IMF in April.

Our analysis is that we may in the next 1-3 months hit rock bottom while the speed of collapse abates. But
this will not stop the next 3-9 months from being one of the toughest periods in commercial history since
1929. The global economy will then begin a fragile climb back in early 2010, picking up some pace in the
summer of that year. But next year will remain one of flat, sluggish growth at the global level with most
major developed economies moving in a range of +1.0/-1.0. China and India could rise to 7-8% and 5-6%
respectively next year.

Business confidence indicators in several markets have stopped plummeting, the housing market globally
may have stopped collapsing and started a long slow crawl back (which could take 3-7 years) and
inventory levels are low, which implies that companies will one day need to buy new stock. Some limited
corporate bond issuing is being carried out beyond the parameters of the Central Banks; a handful of
sizeable M&As have been announced as industrial consolidation accelerates.

A number of underlying causes may be behind this mild recuperation and offer some future comfort:

o falling inflation and lower food prices will help consumers and take some of sting out suffering for
poor in emerging markets

o lower energy prices will free up a lot of spending power — one trillion dollars globally but will this be
anything like enough to compensate for demand fall?

o lower interest rates mean lower mortgage costs for those on flexible mortgages. The downside here is
that savers will receive very low returns with elderly savers hurt. Low returns on savings will push on
a few of these savers to conspicuous consumption; instead more people will save and accept low
returns

¢ retail competition and the move to discount will mean consumers will have many cheap products and
services on offer

Looking forward, inventories seem to be running down in several markets. This ought to mean that sales
outlets will be buying new product from suppliers rather than running down stocks to satisfy customers.
A shift in destocking could be a very positive factor for global business.

The Managing Expectations Table - 2009

All G-7 economies will report negative growth in 2009 for the first time in 100 years

Probably more than 100 manufacturing nations will report zero or negative growth

The exceptions will be China and India but both will report their weakest

figures in a decade at 6.3% for China and 5.0% for India

FDI could fall globally 45% this year

Global portfolio investment will be down 50-75% and in some emerging markets down 90%-+

M&A activity will decline 30-40% - this will be mitigated by industry consolidations and companies

taking advantage of buying up competitors or distributors at cheaper prices

e Corporate profits will decline by 20-25% - after several years of double-digit growth (cost cutting will
mean that profits fall less than sales)

e Top-line sales for companies in real estate, automotive, construction, metallurgy will fall 50-70%;
other general industrial sectors will see sales fall 20-40% by year-end and IT companies will be down
20%.

e Capex spending will sink 25%

e Global trade is currently down 25% and will probably end the year down 10-15% — the worst figure

since 1945
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o Interest rates globally are the lowest they have been in 100 years and the UK rates are the lowest since

1693 when the Bank of England was founded

The US and UK have resorted to quantative easing (printing money) for the first time ever

In April 2009 consumer prices are negative in the USA, the UK, Germany and Japan

The collapse in stock markets in 2008-early 2009 was the sharpest since 1929

The fall in oil prices and other commaodity prices was the quickest and steepest since records began in

1956

e Japan’s GDP results in 2009 (anywhere between -6% and -10%) will be the worst since 1945 and
several major Japanese companies will report their first profit losses since the 1950s

Two other factors will hold back growth in markets such as the US, UK and others.

1. Some parts of national income may be gone for good and the US and UK could see 3-6% of their
national income disappear for the next 3-7-20 years as their banking and finance sectors never return
to the leveraged days of 2004-08; quite a lot of (financial) activity won’t be there and will not be
quickly replaced by other sectors.

2. Governments will also see their tax receipts fall to record lows as the tax take from the financial
sector, housing and salaries falls in 2009-11. In the UK government receipts as a share of national
income are set to fall to their lowest levels since 1949.

The three biggest threats to the global economy

1. The American banking system is not fixed and could underperform in credit emission for the next 1-3
years and in a worst case over 3-10 years.

2. Non-performing loans are set to rise sharply around the world over the next 12-18 months. This will
make banks more reluctant to lend and bankruptcies and unemployment will rise.

3. If fiscal conservatives get their way, the global economy may crushed down in 2011 just when
incipient, fragile growth is starting. The conservatives will demand rapid debt repayment, high
interest rates and deep spending cuts. People around the world will only slowly realise that the cost of
this fiscal probity will mean devastatingly low expenditure on health, education and social services.
The middle class as well as the working class may be crippled in many developed markets such as
the UK, Ireland, Germany, the US, the rest of the Eurozone and Japan.

Global GDP and fiscal trends 2008-11

The world has learned from the Great Depression of the 1930s. Fiscal expansion, financial bail-outs and
recapitalisations, low/zero interest rates and quantative easing have prevented a situation worse than the
1930s. Without the fiscal expansion of the last eight months, total economic collapse and severe social
unrest were a distinct possibility in developed markets. This has been averted. Although political risk has
risen almost everywhere, we do not envisage for now serious social implosion in any major developed or
emerging market. We take this view because fiscal expansion has mitigated the recession’s worst effects
and multilateral organisations will step in to ensure that any financial default in any major economy is a
managed one and not conducted against a background of uncontrolled chaos. Social tensions could rise
though in emerging markets, especially in south Asia and Africa, because of still relatively high food
prices; these prices have fallen sharply in recent months but they are still about 50% above their levels 18
months ago. For consumers living on the edge, spending 60-70% of income on food, this still spells
hardship. Another lesson learned form the past is that protectionism will only exacerbate the crisis and
help no one. Therefore the threat of systemic protectionism is very limited; countries will impose some
new non-tariff barriers and even occasional, limited tariff/femergency ones. But comprehensive
protectionism is not on the agenda.

We will have a better picture of the impact of the fiscal stimulus packages by late summer 2009 and then
decisions will be taken on whether they are sufficient. As a percentage of GDP, the amounts to be spent in
2009 are still moderate at 1.5-2.0% of GDP for China, USA and Russia, but the EU is set to spend only
1% of GDP in 2009. If these packages prove insufficient, governments will have to pump-prime further.
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In the US this will lead to a bitter political debate. While the packages represent many hundred billion
dollars, unfortunately not all the funding will reach the right targets quickly enough. Infrastructure
spending which appears in all packages is a good idea and generates jobs but the return on investment can
take years; the sector is also notorious for corruption and some officials in the US states, Russian regions
and Chinese provinces will be cream off their take. Those elements designed to stimulate consumer
spending may not work effectively enough depending how deeply consumers are traumatised.

World growth and inflation

(%) 2007 2008 2009 2010 2011 2012 2013
Real GDP growth (PPP exchange rates)

World 5.0 30 -18 1.9 34 3.9 4.1
OECD 2.7 09 -4.0 0.2 1.6 2.0 2.2
Non-OECD 8.7 6.2 1.3 4.2 5.8 6.3 6.4
Real GDP growth (market exchange rates)

World 3.8 1.9 -30 0.9 2.4 2.9 3.1
North America 2.1 1.1 -32 0.6 1.5 1.9 2.1
Western Europe 2.7 07 -41 -05 1.2 1.7 1.9
Transition economies 7.3 46 -3.0 1.6 3.7 4.2 4.7
Asia & Australasia (including Japan) 6.0 30 -23 2.5 3.9 4.4 4.5
Latin America 55 39 -25 13 34 4.0 4.0
Middle East & North Africa 59 5.8 15 2.8 4.8 55 55
Sub-Saharan Africa 6.3 47 -1.0 3.0 4.9 5.0 4.7
Inflation (av; %)

World 3.4 4.9 1.1 2.1 2.7 2.9 2.9
OECD 2.1 32 -04 0.7 1.5 1.8 1.8

In terms of global GDP and business results, we will not return to the levels of 2007-08 for at least 5
years or many more. But these indicators ought to return to their 2004-06 levels by 2011-12. In one sense
this is a brutal outcome — four years of “lost” growth. On the other hand the levels of 2004-06 were not
bad and returning to those levels will feel quite good after surviving the trauma of 2009-10.

Nobody agrees on what’s going on

A note on the figures and scenarios: in other papers we argue that companies must look at their
business/budget plans for 2009-10 in terms of scenarios. Being fixated with a single number for sales or
profit trends looks either brave or naive. The spread in estimates for GDP in 2009 among forecasters for
example is the most extreme in decades: for US GDP in 2009 the consensus is -2.7% with a spread -1.6%
to -3.6% and our own estimates tend toward the gloomier side with a 3.2% fall at least. For 2010 the
consensus is +1.8% with a huge spread of +3.5% to -0.2%; we tend toward slight growth of 0.5%.

USA

US GDP fell at an annualized rate of 6% in the fourth quarter of 2008 and the outlook for 2009 at -3.2%
is the worst performance since 1945. Risk is slightly on the downside. The outlook for annual GDP
growth in 2011-13 is sober fluctuating between 1.6-2.0%. We still do not know when credit will be
flowing even moderately in the US. We discuss this below but credit will be weak for years to come.
Repeating Japan’s 20-year slump is not our central forecast but the risks of such an eventuality are rising.
We await details from the Financial Stability Plan ($0.5-1.0 trillion earmarked) and how toxic assets of
bank balance sheets which could surpass $1 trillion will be handled. The remaining $350 of the TARP
will go to bank reserves and another $1 trillion targeted for Asset Backed Securities Loan Facility to act
as a government stimulus for the credit markets. Some two to three months ago the Federal Reserve was
supporting the banking sector, the mortgage market and the corporate bond market and even the likes of
student loans and retail purchases with guarantees. This situation has improved marginally but the credit
system remains fragile. Government fiscal and financial plans will ratchet up debt and the US deficit in
2009 will reach minus 10% at very best, minus 12% is the consensus and in a worst case minus 14%. This
could send the dollar into a spiralling collapse but we do not feel this will happen as all other currencies
are miserable (see below).
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Many US households are now in negative equity; the bottom of housing market may not be there yet —
with more foreclosures to come as more houses come on to market, as the subprime market has
disappeared (thank god) and stricter lending and rising unemployment (at 8% in February, the highest
figure since 1992) all put downward pressure on housing. Some purchasers may be buying up distressed
properties and continued low interest rates will eventually act as a final buttress to the mortgage market.
Spending will fall as households, like companies deleverage, and US savings ratio have already turned
positive in the last nine months. This has been a big and quick shift. As a result real private consumption
will fall at least 2% in 2009 — the first contraction since 1980. But deleveraging has some way to go: in
the last quarter 2008 the ratio of total gross debt to personal income still stood at 130% compared with an
average of 90% during the 1990s. Corporate America will continue to cut capex and costs across the
board as sales levels fall 5-50% depending on sectors; companies will also have to provide increased
pension provisions to fill existing gaps and this will further impact corporate profits, which will fall 20-
25%%. Little comfort will come from the external account as exports will fall at least 10% in 2009 and
possibly by 15% or more.

The Eurozone

The Eurozone outlook is hard for the next two years and the five-year view is also sober. German GDP
figures are constantly being revised downwards and the consensus view is for a fall of 5-6% in 2009 with
negative growth in 2010. This will help pull down overall Eurozone performance. But all western
European economies are being hit hard and few stand out as relative winners. The Eurozone has been hit
by 1) the credit crunch 2) domestic imbalances 3) the fall in exports. The region is exposed to a large
extent to exports for an economy so large and many key markets specialise in capital goods which are
stressed quickly due to the lack of credit. Many Eurozone products compete on quality, which will come
under pressure as global consumers choose price over quality — especially in China and emerging
markets. The big falls in capital investment globally hurt the Eurozone as does its exposure to emerging
market weakness with Eurozone banks especially liable in central Europe.

The Eurozone has put less into the fiscal stimulus package than the US as a percentage of GDP. The ECB
is, as ever, behind the curve on the need for virtually zero interest rates and quantative easing; the Federal
Reserve and the Bank of England have responded to the potential risks better. The European authorities
can rightly argue though that the Eurozone has more natural stabilisers in the economy than in the US and
even the UK. This means that social security programs kick in automatically in Europe and provide better
social protection than in the US. In the US the worker/consumer is much more vulnerable and hence why
any government stimulus package has to be larger to combat the structural problems of poor health,
pension and employment security.

Simply put, you need to spend more in the States to make the consumer feel better.

The emerging market BRICs have been cruelly contrasted with the European PIGs — Portugal,
Ireland/Italy, Greece and Spain — markets which have either been systemically weak for decades and
undermined by pervasive corruption (ltaly and Greece) or long-term underperformers (Portugal) or
bubble economies which have popped (Ireland and Spain). Clearly these are the weakest links in Europe.
The biggest European economy will suffer badly in the next two years (see below) whereas France will
perform relatively well but will also record a GDP fall this year of 2-3%. Even the likes of Sweden which
started the crisis in strong economic shape will suffer badly this year. The tough downturn is trans-
continental.

Spare a through for the poor old Germans

Germany has spent the last five years going through a rigorous economic program of fiscal probity with
budget surpluses, limited growth for social spending and zero real wage growth. The German budget and
German exporters benefited but few others. Thanks to flat or falling real wages, the middle class has
started to shrink for the first time since World War I1. The hard-line economic, fiscal and monetary (ECB)
policies were intended to ensure German economic strength in a downturn. But this has proven to be a
fallacy. After all this pain, sweat and tears, German GDP will be worse this year than in the profligate
USA and UK. This infuriates the Germans. What went wrong?

The German economy has had a miserable ten years. There was some moderate growth in 2005-08 but
this was export-driven. Consumer needs were ignored. Companies know that selling into Germany is hell
because consumer demand is weak, consumers always save and do not spend and when they do spend,
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they have a penchant for discount products. The CEO of Procter & Gamble Alan Lafley has noted that,
“Germany is a low growth market for us,” and the CEO of one of the world’s largest toy sellers asked me,
“Why is Germany such a horrible market?” The market was very good for manufacturing exporters who
could rely on excellent German labour skills and then sell their quality engineering products around the
world at premium prices. But these corporate profits were rarely re-invested in Germany and that is the
crux of the German problem. This in turn was exacerbated by the government’s failure to take policy
measures to boost consumption.

Germany is a disaster in terms of consumption

Real wages were negative in 2003-08 and will be flat or negative until 2012 despite low inflation — more
than ten years of no wage benefits for the German people. Personal disposable income was $28,000 per
head in 2008 and this will shrink 10% to $25,000 this year. Private consumption has been flat or negative
for the last five years and will remain negative until 2011. Real retail sales growth has also been negative
since 2002 and will stay flat until 2012 recording its worst year in 2009 with a fall of 3%.

Real wages in Germany exemplify the ethos of “Long live the consumer, death to the worker” but this is
to forget that consumers and workers are usually one in the same: squeeze the workers too much and the
consumer shares the pain.

Germany has been slow in appreciating just how bad this crisis is. The authorities realised only at the end
of 2008 that rapid fiscal expansion was crucial to avoid economic catastrophe. The January 2009 figures
were an eye-opener: industrial orders down 40% year-on-year — the worst in 40 years; overseas orders
down 45%; investment goods production down 10% month-on-month and 40% year-on-year; the final
quarter GDP results for 2008 at -2.1% were the worst since reunification. Even the German authorities
now belatedly expect GDP to finish 2009 down 5-6%. The risks could be on the downside. Germany will
also move from a balanced budget last year to a deficit of 4.5% this year, -6.0% next year and -5% in
2011.

Many conservative German ministers seem disposed to ensure that Germany suffers a ten-year recession
with their obsession over medium-term inflationary risks; they seem determined to squeeze the German
economy in 2010-12, just when the fragile economy will need support as it creeps to positive growth.
These hard-line fiscal conservative views are shared by the ECB. This German mentality mirrors the tight
fiscal policies of former Chancellor Heinrich Bruning whose spending cuts of 1930 at the start of the
Depression plunged Germany deeper into economic collapse. Instead the German government needs to
redirect German economic policy to boost consumption, ensure moderately high levels of debt and more
social spending. This government and probably the next one do not grasp this and may copy their
conservative counterparts in Japan who look set to take Japan into its third decade of low growth.

Germany squandered the opportunity to reinvest in the domestic economy and to boost consumer
spending when it could readily have done so in 2006-08. Moreover, German consumers don’t trust their
governments: any boost to spending in one year, they feel would be taken away from them the next year
in higher taxes. On consumption Germany has painted itself into a corner.

China: the last man standing and the big winner?

China’s economy has been hard hit by the global credit crunch. The effects of the global downturn on the
Chinese economy shows that decoupling had not taken place given the world is linked through trade ties.
China, like Japan and Germany, has seen its GDP damaged by a collapse in global trade and its own
exports; Chinese exports were down 20% in the first quarter of 2009. The local real estate market has
suffered in the same proportion as other emerging markets and prices in the big cities have fallen 20-35%.
Investors globally are postponing investment decisions and given that Japan and Taiwan have been badly
hurt, it is hardly surprising that FDI into China was down 25% year-on-year in the first quarter. This is a
hard hit but is probably better than the global downward trend in FDI which is about 50%.

First quarter GDP growth was 6.1% — clearly the best in the world even if the authorities may be padding
the numbers. A few weeks ago it did not look feasible that China would hit the government’s target of 8%
GDP growth in 2008 and our own figure is in a range of 6-6.5% for this year and 7-7.8% for next year.
But unlike any other economy in the world, with China there is some upside risk and some investment
banks now believe that China will mange 8% this year and even 9-11% in 2009. The latter figure seems
on the high side but recent trends support upward numbers.
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Chinese decision-makers have acted quickly as they have done in the past. China appears to have gotten
its fiscal stimulus working quicker than other economies. The size of the Chinese stimulus at around 4.8%
of GDP was larger than other markets and even if some of this never reaches the real economy, the
statement of intent was clear. The government will do what it takes to avoid any severe fall in GDP. The
basic aims of the government remain: fast growth to manage domestic stability; relatively strong growing
incomes to buy off the middle class and a good dose of nationalism to keep everyone happy; but
nationalism is not allowed to interfere with a good neighbour policy, which ensures foreign stability
which reinforces the domestic version. The government wants peace and stability so everyone can get
rich and not criticise the Communist Party and its rationale for remaining in power.

The Chinese authorities have also realised that they must divert focus and investment away from exports
relatively and ensure bigger domestic and consumer demand. It has been clear to all that this would
involve more spending by the central authorities on health and education. The problem is that Chinese
peasants and urban dweller feel insecure about the level of state provisions and therefore save money for
“a rainy day” (to pay doctors’ fees or to buy private tuition) contributing to China having the highest
savings ratio in the world at some 40% compared with the recent figure in the US of zero percent. The
recent announcement that full medical insurance will be provided for 90% of the rural population by 2011
shows again the intent of the authorities and the speed with which they act. The US also needs to spend
more on health and education to bolster its battered consumers, but the US is not acting as quickly or
concentratedly as China.

China, as other economies, has loosened monetary policy sharply after trying to squeeze growth out of the
economy in 2007 and the first half of 2008: interest rates were cut by more than 5% since October.

The growth machine is greased by credit flows.

China is the only economy in the world where any serious credit expansion has taken place in
2009. It is holding the rest of the world up to ridicule.

Indications are that bank credit is growing sharply in China; $280bn of loans were extended and in the
first quarter of 2009 loans had reached $780bn, close to the government’s full-year target. This may be
due to 1) an exaggeration in the figures, but more likely 2) that the central authorities have control of the
state banks and have backed up their stimulus plans with mandatory movement of credits.

If this second reason is correct, it suggests that “all we need to do” is to tell the bankers in the West what
to do. In the West, even when governments have effective control and ownership of the banks, they
weasel and wheedle begging bank Boards to lend.

China’s rise looks set to continue unabated and while 6-7.5% GDP growth this year will be the lowest in
years, the figure is highly favourable when compared with Japan’s -6% outcome. The relativities between
growth in China and other emerging markets compared with the developed world remain very high. The
BRIC economies and other major emerging markets such as Turkey do look set to continue their catch-up
process after the crisis and even during it as the West sinks backwards.

At current rates China looks set to overtake Japan as the second largest economy in the world in
the next two to five years.

A word of warning: while many of the indicators coming out of China are surprising on the upside there
are reasons for caution:

¢ the government may be so hell-bent of reaching a growth figure of 8% in 2009 that it may be
artificially pumping up the figures. It is noticeable that while GDP figures are rising 6%, electricity
consumption is supposedly falling by 7% and this is not likely to come from energy efficiency.

o the full amounts of money may not be reaching their final end-users. For many years the federal
government was always concerned that any fiscal expansion funds would be creamed of by corrupt
local officials in the provinces. Much of the current fiscal expansion depends on regional authorities
and regional banks branches to make the package work. It would be surprising indeed if Beijing’s
fears were proven completely unfounded.

In other words, the picture presented may actually not be so rosy.
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U, V or L shaped recovery?
How to create a ten-year recession — the L shaped recession

There is an increasing danger that fiscal conservatives capture the economic agenda for 2010-13. After
the deep recession of 2009 and the flat growth of 2010, just when the global economy is picking up in
2011, these fiscal conservatives advocate that we need a diet of interest rate hikes, fiscal tightening and
spending cuts in order to combat the potential spectre of rising inflation and to bring down debt levels.
The threat from them is clear: a fragile global economy is condemned to five to ten years of flat, sluggish,
below-potential growth. Hence the reference to the L-shaped recession where growth collapses in 2009
and then stays broadly flat for years afterwards. My own view is that inflation will not be a significant in
the short term and we should only address inflation when we see it rise; in any case a moderate dose of
inflation in 2011-13 would be a nice thing (the key word being “moderate”). If global inflation rises to 2-
3% even 4-5%, so what? It will indicate that growth and consumption are returning and it will help inflate
our way out of debt. The consensus estimate for most developed economies in 2009-11 is for inflation
levels below 2%.

Today we face the danger of deflation: in April 2009 the USA, UK, Japan and Germany are all in official
deflation. Digging our way out of this is far more critical than fretting about hypothetical inflationary
threats in the years to come. If we do not sort out deflation now, we won’t have a future; just take a look
at Japan for what faulty responses to deflation can do to us. Ben Bernanke, the chairman of the US
Federal Reserve, has rightly argued:

The best way to avoid deflation is not to get into it in the first place.

Judging though from the recent Irish and UK budgets as well as remarks by President Obama, there are
first signs of fiscal tightening planned in 2010-11 and earlier in Ireland. Ireland and the UK look set to
start reducing budget deficits and debt levels rapidly over the next one to three years. The targets may
prove overly ambitious and announced more to placate the financial markets. If such plans are carried out,
spending on education, health and social services will be crippled and barely rise in real terms the coming
years. Quite a few voters are going to be distressed once they see what fiscal tightening entails for them.

Several emerging markets will seek to avoid the Washington Consensus model and fiscal policies which
crippled Asia from 1997 and these markets could prove to be more growth orientated over the next five
years compared with developed markets. The distinction between developed markets and emerging ones
regarding growth and business openings will become more vivid.

There are essentially two ways to get rid of large levels of debt:

e One is to impose stringent fiscal and monetary polices thereby crushing demand, consumption and
confidence and this process would have to go on for years: there is no quick fix.

e The second option is to allow steady (reasonable) inflation to eat away some of the debt combined
with moderate spending cuts.

The L-version (worst case) global growth

2008

2014
15%

2012

05 % /
2013
0.5%
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The risk of the L-shaped non-recovery and repeating Japan’s 22-year low growth model is more vivid
now than just a few months ago. If the fiscal conservatives get their way, we could face a three to ten year
recession. The chance of this happening is 40% and the mitigating factor is that most politicians will not
want to commit political suicide.

How will all this be paid back? By retrenchment in 2011-13
The UK - the big loser

The United Kingdom is a good (bad) example of how things could unfold. The country’s contraction
comes after three decades of the Anglo-Saxon economic model. Its vulnerabilities include:

dependence on finance

started crisis in weak situation deficit of 5% in 2008
corporate tax down and esp. from banks

London driven by finance sector

Housing bubble could have been bigger than in US

Tax revenue down while social spending up —unemployment

ISR .

The government responded with a £400bn financial rescue plan in October 2008 and went further in
March 2009 with quantative easing measures to buy £150bn of assets.

But the latest UK budget (some similarities with that of Ireland and more to come) suggest that spending
levels will be cut to zero over the next five years. Prior to the global credit crunch the UK planned to
increase spending on health and education in 2011-14 by 3-6% per annum, but even prior to this April
budget, these spending estimates were down to 0-1%; eventual real spending will now probably turn out
negative.

The UK’s economic development will probably be matched by other European economies.

e VAT will have to rise again in 2010 from 15% to 20% eventually

e Banks will be squeezing on loans for next 18 months or two years and this delays house price
recovery and holds back corporates

e Savers not encouraged to do anything because interest rates so low

e Household debt burden is so high it will take at least two to three years before people can increase
spending

But strong fiscal expansion could provide a safety net and some small pick up in late 2010/2011 even
without booming house market. But this is a weak best-case. The working class and increasingly the
middle class are going to see a sharp downturn in incomes and disposable wealth.

Recent oil price trends — what are the drivers?

The oil price will fluctuate in 2009-10 in a range of $48-60 and creep higher towards the end of that
period in our central scenario.

The oil price shot up in 2007-08 because of:

1. Massive global demand from everywhere but especially “Chindia” as well as rising consumption in
the Middle East and Russia

Speculation — 25% of price rise due to this

Geopolitical risk

Non-OPEC producers not taking up the slack

Hedge against a weak dollar and rising inflation

arLd

The oil price fell in 2008-09 because:

1. Arrise in the US dollar
2. Falling global demand
3. Deleveraging — speculators had to pull out quickly
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But falling demand was the root cause.

Qil stabilised a bit in February-May 2009 because:

1. Aslightly weaker dollar
2. OPEC quota cuts start to have some impact
3. Speculators start to worry about future inflation and think of oil as hedge again

Qil could bounce back a bit in 2009 because of:

Some pick up in emerging markets

Continued hedging against future inflation

Non-OPEC suppliers will still not fill gaps

Also less investment now in 2008-09 in production facilities, as the current price makes investment
unviable, which means that when demand comes back eventually in 2011, then supply will be short
and we could see a mini-price spike to $75-90

el N

But overall the oil price will be relatively weak for next 18 months because of weak global demand — this
is the number one issue and driver.

There remain the risks that US banks will fare worse in 2009 and/or that fiscal tightening curbs growth in
2011-13. In these eventualities the oil price will trend to the lower end of our range and in a worse case
scenario of banking crisis and low growth could trend again at $40-45 or fall even lower to $35. This is
not our central scenario but a clear risk.

Currencies are a competition of misery!

Currency volatility was extreme in the autumn of 2008 but we have seen relative stability since then. We
anticipate broad currency stability in the next six to nine months because it is a competition of misery. For
example, the dollar ought to come under extreme stress given US government debt levels and a budget
deficit of about 13%. But what are the realistic options? The euro, pound sterling and yen look fragile on
the basis of weak or abysmal economic news; budget deficits in these markets will also soar. There are no
winners in the next 6-15 months. The Swiss government is doing everything it can to devalue the Swiss
franc so that is no longer a safe haven and the Chinese wisely prevent open trading of the renminbi.

While we reckon relative stability will continue, fluctuations in the dollar/euro have been jerky within the
parameters 1.25/1.45. The chart below shows that the money markets don’t really have a clue on the
dollar/euro.

The money markets really know what they are doing
with the USD/EUR rate!
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The markets can’t make up their mind. Will inflation rise faster in the US rather than in the Eurozone? If
so, dump the dollar. But by how much will inflation rise? Is it really such a threat and when? But are
inflation trends contradicted by GDP growth ones? By spending its way out of trouble more quickly than
the Eurozone, will the USA rebound more quickly and leave the Eurozone lagging in a five-year slump of
low growth, moderately high debt and high interest rates? What’s the trade off between inflation, interest
rates and GDP growth? Many questions and the markets have answers to none.

Global budget deficits

These are rising everywhere. Judging them as a frightening indicator in any one individual economy is
therefore losing relevance.

Reasons they are rising:

Cost of bank bail outs

Guarantees and liquidity pumped into system

Quantative easing

Lower tax revenue and especially low from banks (hits UK and US)

More spent on corporate bail outs — automotive and others

Social welfare costs — unemployment payments

Several economies started with weak budget situation e.g. UK/Japan/Italy.
UK ended 2008 with a deficit of already 5%

NN

But even countries with stronger budget positions to start with, e.g. Germany, Sweden and Spain, are
burning through their starting surpluses and look set to record sharp falls in GDP in 2009 and budget
deficits already in 2009-10.

Massive government debt issuances also threaten to make it even harder for corporate and retail debt to
get on the market as government debt “crowds out” the rest.

In what shape are the banks?
Banks are making profits again at the start of 2009— why?

Most banks have started to report solid profits for the first quarter of 2009. This could lead some people
to think that the banks are bouncing bank and the financial crisis is over. Not really. The reasons the
banks are making reporting more profits are: changes in accounting regulations in the US give profits a
boost; one-off sales boost the numbers; governments have been issuing large volumes of government
bonds and the banks are selling these at a tidy commission; the governments are giving money at zero
percent and the banks are lending it on in very limited amounts at 3-5-9% — a no brainer really.

But banks are fixated with keeping their capital ratios high and avoiding impairments on their balance
sheets. Thus credit is still not flowing remotely properly. Some bankers | speak with complain that they
ought to be lending $100mn to their best clients who can deposit $30 or so and thus would show to the
clients that the banks are for them in the hard times and boost their reputation versus the competition, but
the leadership of most banks are averse to doing this and fear counterparty risk excessively.

Banks will be hit by:

1. Existing toxic assets ( stress tests may show how bad — big banks could come under severe pressure
or squeeze through)

2. Further exposure to housing market falls and mortgage defaults (US and UK especially and others,
e.g. CEE on FX risk)

3. NPLs everywhere will rise

4. Exposure to emerging markets — European banks predominantly

But there is a self-fulfiling nature to the behaviour of banks. If they do not lend to companies because

they think such companies are vulnerable, then by not lending funds, they will ensure the collapse of

these very companies.
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If the banks don’t lend, they will damage themselves
NLPs will rise

So far, Western banks

have not shown that they

are part of the solution to

the problem they created. 2 1

When banks have been Weakened Banks do not

given hundreds of billions manufacturing give credits
companies come

of euros, they have seen under pressure

these as funds to protect

the banks, not as money to

boost the overall

economy. They are more

concerned with protecting

their impaired balance

sheets than about the 3 5
future of the corporate Companies Banks more
world. They may be perform worse worried about

rightly concerned about Coun:fgkpany
counterparty  risk  but

unless credit starts to flow

half properly, then NPLs 4

will reach high stress NLPs rise

levels and contaminate the

real economy further and

also the banks themselves.

If the banks assist in the murder of nearly all their customers, they won’t have any left.

And after this course of events, the corporate world becomes too weak to even contemplate taking on new
loans. The banks have emasculated them.

If banks do not lend, companies become too weak to even borrow

This situation is reflected in survey

results which show that 65% of
Western companies are not seeking

external financing because they do Compaiies get Banks d%)n’tgive
not want it or need it or because weaker credits
they know they cannot find it in the

right amount at the right interest

rate — in other words, the credit

terms on offer are too onerous.

Some 5-10% of companies are not

sure whether they will seek

external financing while 25% are

seeking external financing. Some

credit is being issued on existing 3 4
credit lines, revolving overdrafts Comp cannot Companies do not
and new credits to triple A-rated Ii‘)f;g;dfcefeesd;:a e"egrgz'i‘tfor
companies but even these latter investments

loans are at high interest rates. But
the amount of new credit being
granted at end of 2008 was the
lowest since 1929. Many anecdotes
globally and within the CEMEA region refer to cases of good companies, SMEs and distributors who
have been bank clients for 5-15 years being refused credit and forced into bankruptcy. Thankfully many
Western companies have been sitting on large cash/profit piles built up over the last five to seven years of
solid corporate profits. Such profit piles have served Western companies well and acted as a protective
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cushion in the first 6-12 months of the global crisis and has allowed them to engage in some M&A and to
have the option to extend credit to distributors and suppliers.

What can we do with the banks?

We need to understand that, while the global crisis is a credit, solvency and demand one, for some banks
the focus could shift more to solvency issues. But the Americans have been tip-toeing around the issue of
whether the US banks are bust or not.

What are the options?

1. Assess the balance sheets of the banks under severe stress situations and declare those who cannot
make the grade as broken and bust. This would lead to a Lehman Brothers scenario x10 which is not
a good outcome.

2. We can continue to carry on with a stream of ad hoc schemes of partial recapitalisations, debt
guarantees and further injections of liquidity. But this is costly and seems endless.

3. The third and best option is to nationalise the main stressed banks, recapitalise them and strip them of
their toxic assets which are then put in a “bad bank”. Boards of officials and financiers would be
established to start up credit emission to firms in the real economy. If the bankers do not want to lend
to the corporate world and individuals, then the state must do so. The government (tax payers) then
holds on to these nationalised banks, ensures that they lend rationally and then in four to seven years
sells them off when their value has risen 10-50 fold; the state and tax payers reap windfall profits
(why is it only the private sector is allowed windfall profits?) and with these windfall profits, all the
government debt can be paid off without resorting to brutal cutting policies. The state in this model
recoups all the trillions of dollars granted to the banking sector by making a profit in the banking
sector.

But governments don’t have the guts for this. The inability of the US (and other) governments to make
the banking sector function properly by exerting effective control over it has entailed eight lost months
and hundreds of billions of dollars of losses for the US and global taxpayers. The contrast with China is
stark.

How top solve the global credit crisis in 24 minutes

Step 1 at 09.00 Monday morning
Nationalise the banks (some of this has been done)

Step 2 at 09.09

Ten civil servants called John Smith meet with the Chief Risk Officers of the ten major nationalised
banks. New boards of the banks with a mix of financiers and civil servants are created. John Smith is the
board chairman.

Step 3 at 09.14
Civil servants and CROs ascertain who are banks’ top 150 clients who are reasonably credit worthy.

Step 4 at 09.18

John Smith advises but then orders and mandates that each of those 250 clients be given up to $500mn in
new credit, providing that they deposit $25mn and the government will guarantee 90% of this good risk
(the clients are informed at 12.30 that day and the credit lines opened at 15.00).

Step 5 at 09.22

Government provides John Smiths with national $100bn fund for credit support to mid-size companies
and SMEs who were not touched by the measures above. Risk is somewhat higher here but funds directed
at sensible companies with reasonable business models and track record. John Smith orders that funds and
credit lines are to be opened at lunch time. Government guarantees 95% of these loans.

Meeting adjourns at 09.22 some two minutes early.
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09.24 Tea break

All a bit silly and it wouldn’t work. Except it does...in China. As discussed earlier, China is the only
market in the world where new credit is expanding. Why? Because the government orders the banks to do
s0. This is a major contributing factor behind recent good economic results coming out of China. In
contrast the West has wasted eight months pussy-footing about and looks set to lose another 5-12 months
groping its way forward.

The US banks and the Geithner Plan

The current Public-Private Investment Programme is a complex and convoluted way to get the toxic
assets (now called rather endearingly “legacy” assets) out of the US banks. Equity put up by the private
sector market is matched by the US Treasury and then geared up by 50-60% with cheap loans from the
US government and the Federal Deposit Insurance Corporation. The US government is leveraging the
deals massively to make them attractive to private sector investors who put up less than 10% of the
equity. The government absorbs most of the risk and the upside is with private investors. Many
commentators have called the plan a fudge. It may prove the last chance to avoid more effective
nationalisation and government decision-making in the US banking system.

It looks a bit like a vulture fund relief scheme with the government carrying most of the risk with the
upside lying with fund managers who may make fortunes for little investment.

The Plan will face some of these problems in the coming weeks:

¢ How will the upcoming stress tests judge the banks?

o Will the test be “stressy” enough or will they be given an easy ride — odds are that it is the latter?

e Those banks that fail are supposed to be granted a few months to obtain private financing to revitalise
them. But how much uncertainty will this create? Will the private sector really come to the rescue? It
will also ensure that weak (bankrupt?) banks stumble along for another few months or longer.

e How will the toxic assets be valued? Maybe the banks will value an asset which cost them 100 at 85
but the government reckons its worth 55 and the participating hedge funds put a price tag of 20. This
is a possible scenario. In which case either the government stumps up more leverage to bridge the gap
or the banks decide not to sell and to keep non-priced toxic assets on their balance sheets, which
would leave the banking system unreformed, unclean and full of risk. The US Financial Accounting
Standards Board recently granted US banks more leeway in valuing their own assets. This will
encourage them to inflate the value and keep the assets on the balance sheet rather than selling off at
distressed prices to vulture hedge funds supported by government debt. It seems the system is stacking
the cards to let the banks off the hook.

o If the Plan does work smoothly, it will take several more months to be fully implemented.

e And is the Plan falling behind events? A few weeks ago the estimated cost of write downs for US
banks was set at $2 trillion dollars, but at the end of April the IMF reckons the total has now reached
$2.7 trillion in the US and $1.2 trillion in Europe. These numbers will probably rise further. The IMF
also argues that the refinancing gap of the banks (the roll-over of short-term wholesale funding plus
maturing long-term debt) will rise to $25 trillion by 2011. This sum amounts to about 60% of the
banks’ assets and implies significant upcoming shrinkage in balance sheets.

This US administration has not distinguished itself from its predecessor in accepting self-imposed
restraints on how it fixes the banks: no nationalisation, nor real losses for bond holders and no new money
from Congress. The outcome is this convoluted scheme.

US administrations have squirmed desperately to avoid financial nationalisation. This avoidance has cost
the US taxpayer hundreds of billions of dollars. The weak banks should have been nationalised, a bad
bank set up and the toxic assets thrown in it; the government-administered bank Boards could then started
lending money to the real economy quickly. GDP would have turned out better this year and next, fewer
jobs would have been lost.
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