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Worries that the spill-over from US-generated financial shocks will undermine the domestic
demand explosion in BRIC countries are overblown. In our view, the on-going demand for imports
to fuel this continuing domestic boom in the BRICs will cushion the drop in US growth, turning
today's panic arising from the housing collapse into a more bearable slowdown. The underlying
support for such demand comes from a massive increment to liquidity available to spend and
invest on the part of both the BRICs and the Mideast oil exporting countries. This year nearly $1.0
trillion will be added to these countries' international reserves.

The biggest risk to the sustainability of the BRICs' continued economic expansion is posed by
inflation. Our assessment suggests that India and Brazil are best prepared to roll out anti-
inflationary monetary policies if needed. In Russia and China, inflation will get worse before
remedial policy actions are launched. We explain why the reasons for this outcome are very
different in the two countries.

Core Case Assumptions and Evidence
Worries that the US financial crisis will Recent TS publications on themes highlighted
undermine the BRICs' continuing economic in this study

boom are overblown
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Core Case

Is there a risk that the demand explosion in the BRICs and other emerging countries could be
derailed by the current US financial crisis?

Many commentators see the global economy in dire straits with recession just around the corner.
Martin Feldstein, Harvard professor and president of the National Bureau of Economic Research,
told the Fed's recent conference in Jackson Hole, Wyoming that the US economy could suffer a
very serious downturn and urged the Fed to cut interest rates by as much as 100 bps. He added
that, while such a move might push up inflation, it was the lesser of two evils. Variations on this
theme have become the daily fare of the financial press.

From doom to boom
In contrast to such gloomy pronouncements, other data paint a surprisingly bullish picture of the
global economy. Take, for example, the Baltic Dry Index, the shipping industry's benchmark for

the costs of transporting bulk commodities such as iron ore, coal and grains. Though quite
volatile, the Baltic Dry is a good forward-looking indicator of global demand.
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Commodity price trends, Baltic Dry and CRB Spot Metals (Index 01/01/06=100)
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During the month of August - that is, during the height of the financial crisis - the index rose 9.4
per cent to an all-time high; since January it has increased 78.8 per cent. The CRB metals index
shows a similar, though less marked, trend. If a recession is on the way, someone forgot to tell
the shipping folks.

What is it then - an incipient global recession with deflationary overtones or a continued strong
economic expansion?

Liquidity everywhere but not where it's needed
To throw light on this question, we distinguish two aspects of financial liquidity. Market liquidity is
the ease of converting financial assets into cash at close to their intrinsic value; macro liquidity

represents liquid assets available for investment or purchase of goods and services.

The current financial situation is characterised by sharply divergent trends in these two aspects of
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liquidity. Market liquidity has evaporated, hence the crisis in money markets. But macro liquidity -
that is the pools of money available to be invested or spent - has continued to increase, driven by
growth in the BRICs and booming world commodity prices.

One proxy for macro liquidity, total international reserves held by emerging market countries,
shows this trend gaining strength. In 2007 we project that international reserves of the BRICs and
the Midde East oil exporting countries will rise by $950 billion; this comes on top of an actual
$1,460 billion increase during the previous four years.

International reserve accumulation, $

billion
2003-06 2007F

Brazil 37 94
Russia 210 146
India 67 74
China 653 438
BRICs total 967 752
Middle East oil exporters 501 200
Industrial countries 299 50

Source: IMF and TS forecasts

If trends in market liquidity dominate macro liquidity, as the gloom-and-doomers implicitly
assume, then the global economy is, indeed, headed for a rough patch. We believe the opposite
outcome is more probable, namely that macro liquidity will buoy world demand, despite the knock
to spending from the on-going financial crisis.

In essence, the key question is whether the spill-over onto the global economy from US-
generated financial shocks will be stronger than the impact of rapid growth in the BRICs on the
developed economies. The important point is that the channels linking the two regions run both
ways. Analyses warning of an impending downturn in the global economy typically ignore the
global market impact of the BRICs.

Roots of the financial crisis...

Although the current financial turmoil has all the characteristics of an old-style run on the banking
system, it is taking place not in the commercial banking system but in the non-bank financial
system. Commercial banks have responded by hoarding liquidity and moving assets onto their
balance sheets, funding them in part by withdrawing liquidity they typically provide to the markets.

Non-bank borrowers, including investment banks which must fund themselves in the money
markets, have therefore had to scramble for funding to roll over illiquid positions and make good
on lending commitments. A number of commercial banks with commitments to off-balance sheet
conduits and structured investment vehicles (SIVs) have also been squeezed by a withdrawal of
credit.

The resolution of this crisis will come from two primary sources. One is the transfer of these
homeless assets - the banks' off-balance sheet distressed debt and pending underwriting
commitments - onto balance sheets. The second is via the disposal of such assets at fire sale
prices to new investors active in distressed debt.
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Both processes are under way, but still have far to go. The slowness of the adjustment reflects
the fact that central banks cannot supply liquidity directly to the non-bank sector and the obvious
reluctance of holders of the debt to realise losses by cutting prices to market clearing levels.

The crisis will reach a head in the coming weeks because a number of investment funds holding
various structured credit products are scheduled to roll over existing funding. Rising interbank
lending rates in early September reflect a growing scramble to line up this needed funding.

Further market turmoil lies ahead, especially if the Fed fails to meet widespread market
expectations of a cut in the Fed funds rate at its 18 September meeting. While commercial banks
should be able to continue adding new assets to their balance sheets with the blessing of the
regulators, the banks' concerns about counterparty credit risk will push up lending rates and deny
some borrowers any credit at all. For their part, central banks are likely to widen the list of
securities accepted as collateral in repo transactions, though at penalty rates.

The bottom line is that prices for many structured securities have further to fall before reaching
market clearing levels. Sizeable losses and bankruptcies associated with these securities will
inevitably follow.

...and their impact on the BRICs

Given the prospect of continued financial turmoil, how will these developments impact the BRIC
economies?

The direct impact from financial market losses will be minimal. Holdings of mortgage-related
structured credits by BRIC banks and governments are relatively modest. Three large Chinese
banks have revealed investments of some $12 billion in such paper, apparently rated no lower
than AA and none of it subprime. This debt can easily be held on the banks' balance sheets until
maturity. Losses, if any, will be deferred, although the largest holder, Bank of China, has already
taken a modest reserve against its exposure. No other significant investments in such debt have
come to light in other BRIC countries.

A second channel for any potential financial impact on the BRICs is via trade linkages. There is
consensus that the crisis will severely affect US residential housing, in particular prices of existing
homes as well as new construction. A slump in the housing market will dampen consumer
confidence.

These developments will obviously have a negative impact on US demand for BRIC imports, but
they must be weighed against the impact on US growth and employment from US exports to the
emerging markets. Residential construction accounts for some 3.0-4.0 per cent of US GDP.
Exports, by contrast, generate in total 12 per cent of US GDP, and export growth is currently
running at 11 per cent year-over-year in real terms.

In our view, the ample macro liquidity (highlighted above) coupled with a depreciated US dollar
will provide a continuing boost to US exports, cushioning the fallout of the current liquidity crisis
on US growth. The global impact of demand from the BRICs will turn today's panic about housing
into a more bearable slowdown in economic growth.

Does inflation threaten sustained economic expansion in the BRICs?

Rather than a US economic downturn, the biggest current risk to the sustainability of the BRICs'
continued economic expansion is inflation. Our previous GMI Outlook, Why global inflation will
rebound focused on the impact of the demand explosion in the BRICs on global inflation. This
time we turn our attention to evidence of rising inflation within the BRIC economies and examine
the monetary and fiscal tools that policymakers will employ to deal with it.

The reaction of BRIC policymakers to the US financial crisis has been remarkably upbeat,
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pointing to the resilience of their economies in the face of reversals of capital flows and gyrations
in their domestic equity markets. In fact, one senses that some BRIC policymakers welcome a bit

of imported deflation, given overheating in their domestic economies.

Looking at BRIC-wide trends, a recent upturn in credit growth and inflation is evident. In addition
to the reserve and commodity indices already noted above, our composite index of BRIC credit
growth to non-financial borrowers (see below) shows a clear acceleration beginning in mid-2006:
the year-on-year rate of growth moves from about 20 per cent during the period 2003-05 to a 25

per cent rate of expansion at the latest reading in mid-2007.

Total BRIC bank credit, year-over-year % change
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Note: Change in domestic bank credit outstandings to non-financial sector and households,

weighted by country annual dollar GDP

There is mixed evidence so far that policymakers have taken strong action against emerging
inflationary trends. The following chart, which shows trends in real interest rates, highlights two

facts:
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1. With the exception of Brazil, real interest rates have remained extremely low, even strongly
negative in Russia's case

2. There is no evidence of rising real interest rates, indeed just the opposite is true; Russia's
real interest rate gradually became less negative from 2005 until early this year, but it
remains solidly entrenched in negative territory.

Estimated real interest rates, in per cent
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Note: Three month T-bill rate minus annual inflation rate; for Brazil 360-day real swap rate

Such aggregate macro trends serve more to highlight puzzles than to suggest solutions. For this,
we now turn to an overview of the inflation situation in individual BRIC countries.

China

China's inflation problem has roots in both structural and demand factors. As the chart below
illustrates, the annual rate of food price inflation over the past 12 months has accelerated from
less than 1.0 per cent to more than 15 per cent. Meanwhile, non-food inflation has continued
stable at around 1.0 per cent over the same period. With overall CPI inflation running at 5.6 per
cent, there is little prospect that the government will come close to meeting its 3.0 per cent target.
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Consumer price index, year-over-year % change

Chinese officials maintain that increases in food prices are "temporary," reflecting the impact of
rising world prices for grains and soy and the reduction in pork supplies due to a widespread viral
infection of pigs. They are quick to add, however, that it will not be until next spring that significant
declines in pork prices will feed through to the retail level.

Such expectations will undoubtedly prove overly optimistic. Our recent study of China's conflicting
policies on land use (here) concluded that continued shrinkage of arable land will put steady
upward pressure on food prices, especially for meat and dairy. The only viable medium-term
policy option is for the government to relax its "self-sufficiency" policy and increase imports of
foodstuffs. Even if some relief on pork prices does show up next spring, today's rapid food price
inflation will boost consumers' inflation expectations.

Evidence of price pressures is showing up elsewhere in the economy. Since the end of last year,

prices of US imports from China have begun rising after a prolonged period of deflation (see chart
below).

Copyright Trusted Sources UK Ltd 2007-2009. All rights reserved. www.trustedsources.co.uk Page 8 of 18




