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With the takeover of Kaupthing, the govern-
ment has effectively nationalised most of the
banking sector. The Financial Supervisory
Authority had, in any event, been given exten-
sive powers of intervention. All domestic de-
posits carry a full guarantee. A high concentra-
tion and interlocking shareholding structure in
the corporate sector will take time to unravel
but expect company failures, as action to rem-
edy large macro-economic imbalances, com-
bined with lack of liquidity, will sharply reduce
output. Iceland requires quick disbursements of
international assistance (probably from Russia
and perhaps from the IMF). Expect a severe
and probably prolonged recession.

The region—particularly high risk and lever-
aged economies—has been hit markedly by
the intensification of the global credit crisis.
Above-average falls in equity markets and
the sharp weakening of several currencies
reflect a strong reversal of investor senti-
ment and attendant flight to “safety”. Since
early September, the Romanian leu is down
10.3%, the Hungarian forint 6%, the Turkish
lira 10.4% (all against the EUR), the Ukrain-
ian hryvnia 16.9% and the Russian rouble
5.5% (both against the USD). The currency
boards of Bulgaria, Estonia and Lithuania
have held so far. Expect continuing regional
vulnerability to financial contagion.
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Interest rates were cut again yesterday, by
27bps (as in several other Asian economies)
alongside the co-ordinated 50bps cut, led by
the US Fed and ECB—underscoring the policy
shift towards maintaining growth, as banking
system liquidity stress is being felt wherever
banks are integrated into global financial mar-
kets, hitting overall output. China’'s growth
prospects remain better than most, but the
authorities are likely to be increasingly con-
cerned about the social implications of a sharp
slowdown, as business confidence deterio-
rates. Expect further interest rate cuts and
probably a fiscal boost.
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In contrast to most of the region, the central
bank has raised its key policy interest rate for
the sixth time this year, by 25bps to 9.5%, pri-
oritising price and exchange rate stability over
economic growth. Inflation accelerated further
in September—again in contrast to most of the
region—to 12.1% yr/yr. The rupiah has weak-
ened by some 5.6% against the USD since
early September on capital outflows amid the
intensifying global credit crisis. Markets have
tumbled this week. Growth of real GDP was
strong at 6.3% in H1, but expect it to slow to
around 5% in H2 and further in 2009 amid the
lobal economic slowdown.

Systemic political stability is good. The priority
for the government is passage of the DR-
CAFTA (free trade agreement with the US),
which is almost concluded but will require an-
other extension of the deadline by the US.
Fiscal reform, another priority, has been de-
layed and policy has been increasingly focused
on control of inflation and curbing the wide
current account deficit that is putting downward
pressure on the exchange rate and FX re- &
serves, as the former is managed within a
band. External and public debt ratios are mod- -
erate. Expect growth to slow sharply in 2009 to
2-2.5% (from 6.8% in 2007).

Yesterday's co-ordinated action by leading central banks (including the Fed, ECB and BOE) cut rates by 50bps.

Currencies have depreciated sharply, notably in Brazil and Mexico.
Prime Minister Badawi will step down from office in March 2009.

President Yushchenko dissolved parliament and called snap elections to be held on 7 December.

Economic deterioration has been magnified
by domestic political uncertainties and asso-
ciated market jitters. Inflationary pressures
(largely from high costs of imported energy),
relatively large fiscal and current account
deficits (around 6% of GDP) and rapid fall in
FX reserves do not instil confidence. So far
this year, the KSE100 is down 35% in local
currency terms and the rupee has fallen 22%
against the dollar. S&P downgraded its sov-
ereign debt rating to CCC-, approaching
default level. Much depends on Pakistan's
strategic importance as it seeks international
support to bridge ST financing gaps.

Mosiuoa Lekota, who resigned as defence
minister when Thabo Mbeki stepped down
as state president, is at the centre of calls for
a breakaway party from the ANC. Do not
expect a potential new party—if formed—to
be able to provide a serious challenge in
elections next year. Moreover, creation of a
viable opposition should be seen as a posi-
tive LT development. Of more concern are
market worries relating to potential populist
measures and a deteriorating economy. Yes-
terday, the rand fell to a 7-year low against
the USD and the JSE was down 3%. Do not
expect the banking sector to be immune.

Soaring food prices provoked public up-
heaval in early 2008, but emergency meas-
ures introduced by the government have
brought some stability to the political envi-
ronment. The economy is dependent on the
primary sector but membership of the CFA
franc zone provides adequate monetary pol-
icy and low transfer and exchange rate risk.
Although public and external debt ratios are
comfortable at around 20% of GDP after
substantial debt relief in 2004-06, the country
will remain highly dependent on foreign aid
because of large structural deficits in the
fiscal and current accounts.
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