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Table 1

Stock Market Summary (%) April to June 2009

Country

Trinidad

TTSE Composite Index
All T&T Index

Jamaica
JSE Main Index
JSE Select Index

All Jamaica Composite Index

Barbados

BSE Local Index

BSE Cross-List Index
BSE Composite Index

Index Value
at 30 June 2009

779.62
1,080.89

80,866.14
1,807.06
66,695.80

3,382.91
1,663.14
843.61

Quarter on Quarter
at June 2009 (%)

-5.1%
-3.7%

2.3%
10.5%
8.7%

-4.6%
-0.1%
-3.5%

Quarter on Quarter
at June 2008 (%)

15.9%
19.5%

2.2%
3.7%
2.3%

3.5%
8.2%
5.0%

Year on Year
(%)

-32.2%
-28.0%

-26.3%
-40.4%
-39.5%

-20.5%
-28.6%
-21.2%

Year-to-Date
(%)

-7.5%
-6.4%

0.9%
-9.0%
-9.9%

-6.9%
-12.1%
-8.3%

Source: TTSE/JSE/BSE/CMMB Securities and Asset Management Limited
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Trinidad and Tobago

The downward trend in the local stock market has continued
into the second quarter of 2009, with the stocks listed on
the Trinidad and Tobago Stock Exchange (TTSE) having
experienced four consecutive quarters of losses. Though
many of these stocks are trading at multi-year lows, some
semblance of optimism remains due to the declining pace

at which prices are falling, and the signs that several stocks
may have hit their bottom. In fact, the All T&T Index recorded
a marginal gain of 0.70% during the month of June, in
contrast to losses of 1.80% and 2.60% in April and May,
respectively. In addition, it would appear as though buying
interest is slowly returning to the market as traded volumes
and values increased slightly in the second quarter, when
compared to the first quarter of this year.

Though trading activity picked up
slightly in the second quarter of
2009 from the previous quarter,
the local stock market was still
bearish as negative investor
sentiment still weighed heavily on
the market.

Following the release made in the first quarter by Guardian
Holdings Limited (GHL), announcing the intention to
repurchase up to 4.00% of the company’s issued stock
(8,091,221 shares), the regional insurance giant has placed
the buyback programme on an indefinite hiatus as the
group seeks SEC approval to increase the daily limit on the
number of shares it is allowed to purchase. The programme,
which originally commenced on 18 February 2009, was
taking place on the regular open market at then prevailing
prices, with a buy allowance of 8,429 shares per day. The
programme was suspended in April 2009 which negatively
affected investor and public sentiment, and further effects
were clearly reflected in the GHL share price as it plummeted
from TTD19.74 to TTD14.75 — a decline of 25.30% —
between April and June.

Though trading activity picked up slightly in the second
quarter of 2009 from the previous quarter, the local stock
market was still bearish as negative investor sentiment
still weighed heavily on the market. During the period
April to June 2009, there were 6 advances, 18 declines,
6 shares trading firm and 10 that did not trade. Global
market conditions coupled with slowing local and regional

economies has continued to contribute significantly to
investors’ decisions to stay out of the local market. On
a slightly positive note, the recovery in oil and gas prices
on a global scale bodes well for the Trinidad and Tobago
economy, and if sustained could contribute to positive
investor sentiment.

Traded volume was up slightly in the first quarter of 2009
when compared to the previous quarter, with an average
daily volume of 310,604 shares for quarter 2 (Q2), compared
10 290,231 during quarter 1 (Q1). A total of 18,636,220
shares were traded in 30 securities during the three-month
period ending June 2009, up 7.00% over the previous
quarter. However, the volume traded in Q2 2009 was
62.00% less than that of the same period in 2008, a very
significant fall-off, reflective of the current economic climate.
The total value of the shares traded for the quarter ended
June 2009 was TTD540,904,345.93, up 42.00% quarter-on-
quarter, but down 29.00% year-on-year.

For the quarter, the bulk of the activity took place in the Non-
Banking Finance sector, which accounted for 36.30% of the
total volume traded. The Government controlled investment
holding company, National Enterprises Limited (NEL), a
member of the Non-Banking Finance sector, was the volume
leader for the period, with approximately 4.84 million shares
crossing the floor, accounting for 25.90% of all trades during
the quarter. 26 June 2009 was the most active trading day
for the quarter with 2.62 million shares exchanging hands
that day. For the sake of comparison, 15 April 2009 was the
slowest trading day for the period, in which a mere 8,482
shares were traded.

Figure 1
TTSE Performance — April to June 2009
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Figure 1 graphically shows the trend of the TTSE Composite
Index (TTSE CI) for the period under review. The TTSE ClI
hit a high of 821.36 points on the third day of the quarter (3
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Table 2

Trinidad: Top 5 Advances and Declines, April to June 2009

Security Opening Price Closing Price Return Return
TTD TTD $) (%)

Advances

National Flour Mills 0.67 0.75 0.18 31.6%
Prestige Holdings Limited 3.06 3.30 0.24 7.8%
Scotiabank of Trinidad and Tobago 28.00 29.00 1.00 3.6%
Sagicor Financial Corporation 10.31 10.62 0.31 3.0%
GraceKennedy Company Ltd. 3.50 3.55 0.05 1.4%
Declines

CCMB Preference Share 0.18 0.12 -0.06 -33.3%
Jamaica Money Market Brokers 0.56 0.41 -0.15 -26.8%
Guardian Holdings Limited 19.74 14.75 -4.99 -25.3%
Supreme Ventures Limited 0.24 0.19 -0.05 -20.8%
Capital and Credit Financial Group 0.69 0.57 -0.12 -17.4%

Source: TTSE/CMMB Securities and Asset Management Limited

April 2009), after which point it steadily declined until early
June where it appears to have moderated somewhat. The
Index hit a low of 776.92 points on 5 June 2009, a level that
has not been observed since February 2004. The TTSE ClI
produced losses of 5.10% for the period under review (in
dramatic contrast to gains of 15.90% for the same period
last year), and the locally biased All T&T Index recorded
losses of 3.70% (compared with gains of 19.50% during the
same period last year).

The TTSE market price to earnings (P/E) multiple continues
to lie below its 10-year trend line. The fact that the multiple

has fallen so much is a reflection of the falling prices of the

stocks in the wider market. The slight up tick in the trend of
the multiple is a reflection of the decreasing earnings in the

market. Figure 2 demonstrates this graphically.

Figure 2
TTSE Price Earnings Multiple (Trailing)
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As noted in our previous outlook, we expect very minimal
growth coming out of the majority of the locally listed
companies over the next two years as they attempt to
weather the local and global recessionary conditions. As
such, we can expect flat-to-declining earnings over the next
couple of years. Fundamental valuations show that there
are still a few potentially good buys remaining on the local
market. However, at the time of writing, trading conditions,
though slightly better than last quarter, are still extremely
poor and there is little hope for any significant capital gains
to be realized. There is no way of knowing if we’ve seen the
bottom of the market as yet, but we believe that it may be
approaching. Therefore, we continue to urge you to keep

a keen eye on the market and advise you to proceed with
caution when making investing decisions.

Jamaica

The three months ending June 2009 marked a reversal in
the trend observed over the previous three quarters on the
Jamaica Stock Exchange (JSE) — all of the Jamaican indices
recorded gains in the second quarter of 2009, much unlike
the previous three periods. Figure 3 shows the movement in
the JSE Main Index (which comprises all ordinary companies
listed on the exchange) and the All Jamaica Composite
Index (which comprises Jamaican companies only) for the
period under review, in addition to the daily volumes traded.

34 CMMBIQ Vol. 2/ No. 3/ July 2009



CMMB

Table 3

Jamaica: Top 5 Advances and Declines, April to June 2009

Security Opening Price Closing Price Return Return
JMD JMD ($) (%)
Advances
Montego Freeport Limited 1.565 2.28 0.73 47.1%
Pan Jamaican Investments Trust Ltd. 24.75 35.49 10.74 43.4%
Mayberry Investments Limited 12% 2.22 3.09 0.87 39.2%
First Jamaica Invsetments Ltd. 19.04 25.50 6.46 33.9%
Caribbean Cement Company Ltd. 3.60 4.60 1.00 27.8%
Declines
Radio Jamaica Limited 3.00 1.73 -1.27 -42.3%
Trinidad Cement Limited 80.00 55.25 -24.75 -30.9%
First Caribbean International Bank Jamaica 20.00 15.00 -5.00 -25.0%
Jamaica Money Market Brokers 6.00 4.51 -1.49 -24.8%
Ciboney Group Limited 0.05 0.04 -0.01 -20.0%
Source: TTSE/CMMB Securities and Asset Management Limited
Figure 3 that all three indices experienced positive returns during
JSE Market Performance — April to June 2009 the months of April and May, but all reversed slightly during
Index Value Volume Traded the month of June, thereby stifling the overall gains for the
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At the end of the second quarter of 2009, the JSE Main
Index was up 2.30% over the previous quarter, and

up 0.90% year-to-date (YTD); however, the index was

down 26.30% from one year earlier, closing the period at
80,866.14 points. The JSE Select Index (which comprises
the 15 most liquid stocks on the JSE) was 10.50% higher
than the previous quarter’s close, but actually down 9.00%
YTD, and 40.40% year-on-year, closing the quarter at
1,807.06 points. The All Jamaica Composite Index was up
8.70% over the previous quarter, but down 9.90% YTD, and
down 39.50% year-on-year, closing the quarter at 66,695.80
points. Closer scrutiny of the three month period shows

significant fall off of 69.60% compared to the volumes in
the pervious quarter. Cable and Wireless Jamaica Limited
(CWJA) was the most actively traded stock for the period,
accounting for 31.20% of all trades.

The All Jamaica Composite Index
was up 8.70% over the previous
quarter, but down 9.90% YTD, and
down 39.50% year-on-year, closing
the quarter at 66,695.80 points.

Overall ordinary market activity resulted from trading in 43
stocks of which there were 23 advances, 18 declines and
2 stocks trading unchanged (this is much more positive
compared to the previous quarter, in which there were a
mere 6 advances and 26 declines). The top movers for the
period are outlined in Table 3.
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Table 4

Barbados: Top Advances and Declines, April to June 2009

Security Opening Price Closing Price Return Return
BBD BBD ($) (%)

Advances

Banks Holdings Limited 3.70 4.09 0.39 10.5%
Insurance Corporation of Barbados Ltd. 3.50 3.75 0.25 71%
Goddard Enterprises Limited 6.00 6.40 0.40 6.7%
GraceKennedy Company Limited 0.96 1.00 0.04 4.2%
Sagicor Financial Corporation 3.20 3.28 0.08 2.5%
Declines

Almond Resorts Inc. 1.90 1.70 -0.20 -10.5%
FirstCaribbean International Bank 3.30 2.99 -0.31 -9.4%
Fortress Caribbean Property Fund 1.40 1.28 -0.12 -8.6%
Barbados Farms Limited 2.20 2.05 -0.15 -6.8%
Cave Shepherd and Co. Ltd. 7.00 6.53 -0.47 -6.7%

Source: TTSE/CMMB Securities and Asset Management Limited

Going forward, we are likely to see more volatility in the
stocks traded on the JSE. The economic outlook for
Jamaica remains bleak as two of the major contributors to
the country’s GDP (remittances and tourism) will continue

to experience a fall off in revenues generated. Jamaica’s
economy faces serious long-term problems stemming from
high interest rates, increased foreign competition, exchange
rate instability, high unemployment, and high levels of
indebtedness. Economic growth in Jamaica will likely take
second place to financial stability for the country in the near
future. The good news is that the International Monetary
Fund (IMF) has agreed to provide funding for Jamaica, which
will likely lead to some positive sentiment in the investing
arena. But still, Jamaica’s fundamentally weak economy and
negative growth prospects translates into declining earnings
for Jamaican companies, leading to further falling prices on
the JSE as many of those companies will continue to be
faced with the related negative repercussions.

Barbados

Volumes traded picked up in the second quarter of 2009
on the Barbados Stock Exchange (BSE), but were still
characteristically low when compared to the TTSE and JSE.
All three BSE indices posted losses for the period under
review, making this the fourth consecutive quarter of losses
for the BSE. Figure 4 graphically shows the downward
trend in the BSE Composite Index, which comprises all

the companies listed on the exchange. The sudden and
dramatic plunge in the index as observed on the graph

is solely attributable to the decline in the traded price of
FirstCaribbean International Bank (FCIB), shedding 9.40%
during trading on 7 May 2009.

Figure 4
BSE Market Performance — April to June 2009
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At the end of the second quarter, the BSE Composite
index declined by 3.50% from the previous period, closing
the period at 843.61 points; the BSE Local Index, which
comprises Barbados-based companies, was 4.60% lower
(quarter-on-quarter) at 3,382.91 points; and the BSE
Cross-List Index, which comprises companies domiciled
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in other jurisdictions, was just 0.10% lower, quarter-on-
quarter, at 1,663.14 points. It is clear, therefore, that the
Barbados-based companies were the leading laggards on
this exchange for the quarter, as their losses seem to have
outweighed those of their regional counterparts.

For the quarter, there were 6 advances, 7 declines, 2 shares
trading firm and 10 that did not trade; this is compared

to the mere 2 advances and 12 declines observed in the
previous quarter. Table 4 outlines the top movers for the
three-month period ending June 2009.

In terms of volumes, there was an increase in the number

of shares traded during the second quarter of 2009, when
compared to the previous quarter. Total volume traded

on the regular market between April and June 2009 was
1,756,860 shares, compared with 1,013,773 shares in the
first quarter of 2009; this represents a 73.30% increase in
trading volumes quarter-on-quarter. Typically, high trading
volumes on the BSE are fuelled by merger and acquisition
(M&A) activity, and since there was no such activity occurring
on the BSE during the quarter, volumes were traditionally
low. Once again, SFC was the most actively traded stock
for the period, with a trading frequency of about 69%, and
accounting for 38% of the total volume traded for the period.

has already increased, and is likely to worsen further as
companies continue to eliminate jobs. The outlook remains
bleak for the companies listed on the BSE as well, as they
will all be affected in one way or another by the global
recession. In addition to this, trading conditions remain poor
and investor sentiment is down — factors that will likely lead
to further falling prices in the short term.

Outlook and Recommendations - TTSE

Our outlook for the near-term remains for the most part
unchanged from the last quarter. As mentioned in our
previous outlook, global and regional economic conditions
lead us to believe that the recession will be long and deep,
the effects of which have impacted our local market and
have the distinct possibility of worsening over the next two
to three quarters. Already weakened corporate earnings will
suffer further as the economy continues to deteriorate, and
investor confidence will continue to be severely negatively
impacted. As such, the illiquidity that was observed on the
market over the first half of the year is likely to continue into
the near future.

Though the market volatility which characterized the second
half of 2008 has settled, the wider market has still been

At current levels the market is fundamentally cheap, but given the
current trading conditions you must be prepared to hold for the
medium to long term if you buy now. There are tremendous benefits
of buying cheaply now, but the returns will probably not unfold
themselves for at least two to three years. If you are willing to take a
position in the market now, we believe that the following stocks are
good medium to long term buys: GHL, NEL, SFC, PHL and WCO.

As outlined in our previous review, the outlook for the
Barbados economy and the performance of Barbadian
companies in general is negative for this year. GDP growth
experienced a slowdown in 2008. Tourism, being a
significant contributor to the revenues of the country has
experienced a beating, especially considering the bulk of
the tourists traditionally come from the UK and the US — two
countries severely affected by the global recession. This

has been reflected in the performance of companies such
as Almond Resorts Inc. (ARI), a hotel chain in Barbados

and St. Lucia, and the leading laggard on the BSE for the
period under review. Both sugar production and remittances,
other significant revenue contributors, are also expected

to slowdown going forward. Unemployment in the country

trending generally downward. The signs of a bottom are
appearing, but we continue to expect low trading volumes to
persist for at least the rest of the year, and so the potential
to realize capital gains in the market this year remains slim.
At current levels the market is fundamentally cheap, but
given the current trading conditions you must be prepared to
hold for the medium to long term if you buy now. There are
tremendous benefits of buying cheaply now, but the returns
will probably not unfold themselves for at least two to three
years. If you are willing to take a position in the market now,
we believe that the following stocks are good medium to
long term buys: GHL, NEL, SFC, PHL and WCO. iQ
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The second quarter of 2009 would surely suggest that
the global recession is coming to an end. Commodities
seem to have bounced higher, peaking at the end of May.
Some argue that China’s demand over the past quarter
was responsible for the surge in prices. The economies
across the globe have hinted that they are on the path of
recovery; the effect of which has raised the confidence

of investors. It would seem that the much doubted and
scrutinized stimulus plans are in fact having a positive
effect on the market, as the general price trend is

upwards.

The US currency weakened over the past quarter as the
FED announced its pledge to buy one trillion in treasuries.
This led to a decline in the confidence that investors had in
the dollar and much speculation grew surrounding its future.
Risk appetite appeared to increase from April to June but
appears to be moving in the other direction, as the recovery
is believed to have taken place at a slower pace than
perceived last month.

Energy

Oil has showed some signs of life ending the quarter at
USD69.89, from a low of USD52.18 at the end of April.
The high for the quarter was USD73.48 in mid-June. The
recent upward trend may be explained by the increased
investor risk appetite and the belief that the markets are in
recovery mode. The first week of July has seen a pull back
in the price back to the mid-sixties. Oil will likely find support
around USD60.00 before gaining, as more production cuts
and adverse weather effects are priced in. The market will
probably see real signs of recovery during the last quarter,
adding to the upward price trend.

On the other hand, natural gas has continued its downward
trend, ending the quarter lower from USD4.16 to USD3.835.
It seems that it will trade even lower, as industrial production
remains low, as the recover will take longer that anticipated
and as US stock piles continue to increase in preparation for
the winter season.

The summer season is just about to begin and with

that gasoline demand should jump although the current
environment may convince consumers to stay home this
season. The same is true for passengers traveling by plane.
Any adverse weather conditions may not have much effect
as overall demand is down.

Base Metals

On average base metals have gone up over the past quarter.
Nickel and Zinc have moved significantly upwards since
March while demand for other metals such as copper and
aluminum seem to have flattened over the past month. Much
of this effect may be due to possible signs that Chinese
demand is slowing as inventories are rising and domestic
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prices are falling. While industrial demand is likely to be flat,
the expectation is that base metals will trade sideways until
recovery is well under way. It is more likely that in 2010 these
prices will move upwards as demand from all sectors picks
up, risk appetite increases and speculation of an inflationary
environment grows.

Precious Metals

Gold continues to show some strength starting the second
quarter at USD919.15 per oz and peaking at USD981.85
before falling to USD926.60. The US dollar seems to be the
main driver of precious metals prices. Weak fundamentals
continue to add pressure to the USD and gold may reap
the benefit. This provides support for the commodity at
USD900.00 as jewellery demand surges at that level. This
will also have the largest effect on silver and platinum helping
to keep prices trading flat although a recovery evident by
lower unemployment and increased consumer demand

will ultimately push prices higher. On the expectation that
recovery will take longer and that inflation expectations are
lowered, gold which is usually an inflation hedge will move
to lower levels before moving through to USD1000.00 some
time in 2010.

Gold continues to show some
strength starting the second
quarter at USD919.15 per oz and
peaking at USD981.85 before
falling to USD926.60.

Agriculture

During the second quarter of 2009, agricultural commodities
had a solid run with grains such as soybean, corn and wheat
reaching some of the highest levels for the year towards the
end of May. Since then, all these commodities have seen a
reversal of these gains and have fallen to their lowest levels
with the exception of soybeans.

The 30 June Acreage report indicated that farmers intend to
increase plantings this year. That together with favourable
conditions expected during the summer months aided in
the recent decline in grain prices. Soybean seems to have
flattened instead of falling off at the same rate that corn and
wheat have.

There are a few factors that will play a significant role in the
direction in which these commodities go. As the recovery
will take place at a slower rate than originally anticipated,
investors’ risk appetite so too has decreased. The usual
speculation may not be as active during this quarter as
investors reevaluate the direction of the economy.

This coupled with weakening Chinese demand has caused
prices to fall by as much as they have. China has stated
that it does not intend to buy inventory above a certain level
and imports have eased when the price goes up too quickly.
China’s domestic demand does not support higher prices
and as such prices may fall further before finding some
support.

It is not expected until 2010 that growth in demand will
resume although not just China but India will also play a
large part. Asia will probably show signs of recovery first and
demand there may help boost agricultural commodity prices
in the long term. iQ
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Investing in these harrowing un-chartered times is pretty similar to driving along
a wet, slippery Maracas Road behind a slow moving truck; the motivation to put
pedal to the metal is surely present but the knowledge of danger lurking around

each bend weighs heavily on the mind.

Mixed Signals

After the losses of 2007/2008, portfolios, generally,

could surely do with a dose of robust returns to at least
bring some level of comfort to investors. While stock and
emerging market bonds have experienced strong rebounds
off the early March lows, a lot of second guessing resulting
from multitudes of contrasting opinions surrounding the
short to medium outlook for these markets has led to
some managers being filled with trepidation and remaining
rigidly on the sidelines. Let us examine some of the issues
confronting money managers in this environment.

On the negative side, job losses continue to mount on a
global scale with the unemployment rate in the US certainly
approaching 10.00%, while in the euro area unemployment
has reached a ten-year high in May at 9.50%. Consensus
says that restructuring on a scale never before witnessed

is currently taking place and jobs lost now, will more likely
than not, be gone forever. Since consumer spending is such
an important component in most developed economies,
any prolonged period of high joblessness will lead to lower
personal consumption and, by extension, lower revenue
and profits for firms. This has been vividly seen and can

be illustrated by the vicious fall in advance retail sales that
plummeted 350.00% from April to May and followed a
400.00% decline back in February through to March.

Calls from central banks across the world for banks to
increase lending grow hollower by the day. Banks are in

the process of re-capitalizing and stabilizing their balance
sheets, while consumers have increased their rate of savings
given the high level of uncertainty. In fact, the US personal
savings rate, as a percentage of disposable income,

climbed to 6.90% in May; a rate not seen since the end of
1993. This sudden shift by US consumers to frugality can
only exacerbate the current weakness in demand. Not to
mention the “imminent” explosion of other credit bubbles
such as credit card debt, auto loans, commercial mortgages
etc. In addition to this, as we wrote in our previous article,
recessions that result from problems in financial markets
tend to be prolonged compared to economic downturns that
result from other factors. All of this has led to the precipitous
fall in demand and a corresponding decline in confidence
and sentiment.

On the positive side, encouraging signs of an imminent
recovery are ever present. Most of these signals come

from readings of leading indicators as provided by The
Conference Board’s Leading Economic Indicators (LEI) for
the US. In its May report, The Board stated that the LEI
increased sharply for the second consecutive month in

May. Vendor performance, interest rate spreads, real money
supply, stock prices, consumer sentiment and new building
permits contributed positively to the index and more than
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offset weakness in weekly hours and initial jobless claims.
The index rose 1.20% over the November 2008 to May 2009
period, the first six-month increase since July 2007. At the
same time, The Board’s Coincident Economic Indicator (CEl)
continues to fall but at a more moderate rate and looks to
be stabilizing. The Board concluded that the recession that
began in December 2007, will likely ease in the short-term.
Other important metrics also seem to have made a turn

for the better. For example, US durable good orders have
increased by 1.80% in May following a 1.40% rise in April;
existing home sales rose 2.36% from April to May following
a 2.42% rise from March to April; new home sales fell 0.58%
which was one of the more shallower declines of late. We
also have many of the positive effects of the US stimulus
package still to kick in from the fourth quarter going forward;
this we estimate will bring unemployment down to 7.50% to
8.00%.

Despite the fact that few, if any, of us would have been
around to experience the last such near cataclysmic
downturn, it is important to understand that the world is

a much different place than it used to be. Although not
currently up to the required size to pull us out of this, activity
in emerging markets like China and Brazil will have a positive
and lasting impact on the global economy. The combination
of fiscal and monetary policy interventions would, at the very
least, buffer the hard landing scenario and put the major
economies on a stable footing.

In the end, our instincts as money managers have always
been focused on exposing capital to risk only where there is
a fairly high probability of earning commensurate returns.
This occurs primarily by taking advantage of mis-pricing that
normally occur in a comparative way from current pricing to
medium to long-term prospective valuation. Given all that

...in the short to medium-term, we see tactical allocations to Asian
stocks and US corporate debt in the short to medium duration
(overweight), US stocks (neutral), exposure to commodities and lower
allocations to cash as the wisest strategies.

So where does all this seemingly conflicting data place us?
It seems fairly clear that we may have passed the worst in
this economic downturn. However, that must be balanced
by the sharp run up in stock prices in the post-March rally. If
we are to assume that US stocks are now around fair value
(the S&P 500 is now trading at a P/E of around 16 times),
further appreciation would be muted in the short-term given
the expectations of a delayed rebound in spending, and by
extension, profit growth. On the other hand, US corporate
debt may seem very attractive as the spreads in this asset
class seem to be pricing in too much risk, in our opinion.
Although revenues are not expected to grow rapidly, interest
payment coverage looks to be adequate and the probability
of default, in most cases, may be a lot lower than what the
market seems to be suggesting. On the other side of the
globe, Asia looks to be more structurally stable and poised
for a strong resumption of growth. China is willing and

able to spend its way out of this recession and much of its
surrounding “dependencies” will likely benefit also. Thus,

in the short to medium-term, we see tactical allocations to
Asian stocks and US corporate debt in the short to medium
duration (overweight), US stocks (neutral), exposure to
commodities and lower allocations to cash as the wisest
strategies.

has happened in the recent past - that logic has now turned
to risking capital only where there is a high probability of not
suffering losses which, in a general sense, defies investment
theory and application. Instead of mulling over what can

go wrong with an investment, worries are now centered

on what could possibly go right. If this continues to be the
general trend, many portfolios may never recover the losses
incurred over the past 18 months. 1Q
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In our quest to Create, Develop, Educate and Nurture the
Capital Markets of the Caribbean, CMMB was proud to be a
sponsor of the Business, Banking and Finance Conference.

The Business, Banking and Finance was hosted by the
University of the West Indies from 27 to 29 May 2009. The
guest speaker was the Honorable Prime Minister of Trinidad
& Tobago, Mr. Patrick Manning; with our own Mr. Ram
Ramesh, Chief Executive Office of CMMB Limited being

a panel chair on the discussion “Revisiting the Financial
Conglomerate Business Model” which was well received .

Business,
Dagng

Fohnce

"ONFERENCE

The third annual session focused on the exchange of ideas
on critical business, banking and financial issues facing
emerging economies in the context of the global financial
and economic meltdown.
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CMMB Barbados celebrates its 5th Annive

Senator the Honorable Darcy Boyce, Minister of State,
Finance, Investment, Telecommunications and Energy
delivered the feature address at the 5th Anniversary
celebrations of the CMMB Barbados office. This event was
held on 20 June 2009.

In his address, Senator Boyce stated that businesses
needed to strike a balance between the need to allow
creativity of business enterprises, while at the same time
ensuring that the public’s interest was protected. He used
CMMB as an example of an institution that used such
creativity in developing a secondary market for fixed income
instruments.

Senator Boyce declared: “At this time you have become a
major player in the financial industry in the Caribbean with an
asset base of approximately TTD6 billion.”

CMMB Barbados which commenced operations in June
2004 has grown steadily over the years and now boasts a
bond portfolio in excess of BBD200 million.
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levels of government intervention and fiscal s
spending? Indeed, is the ‘invisible hand” of gover
spending paving the road to an economic recovery

The Keynesian framework highlights the importance
of government intervention to the stability of an
economy. It indicates that the potential output is
essentially the output an economy can produce
without causing inflation, given a certain pool of
resources (labor, tools, technology, etc.) Therefore
the greater the pool of resources, ceteris paribus,
the greater the output generated. The argument for
the provision of stimulus packages stems from this
postulation, where an economic slump will occur,

if the demand for the production is not sufficiently
strong. Consequently, it would make sense to boost
government spending in order to provide support to
demand to prevent an economic slump.

In this truly Keynesian approach to the current economic
crisis, governments have been dishing out stimulus
plans valued at record amounts to assist in supporting
ailing economies throughout the world. The advanced
economies have led this drive, but the dire situation has
motivated even emerging markets to tap into government
coffers to influence overall spending in the respective
economies. The US government introduced a fiscal stimulus
plan amounting to USD800 billion late in 2008. About
USD480 billion consists of public spending, while the rest

of the package consists of tax cuts. Even the Japanese
government unveiled a USD51 billion plan in October 2008
to help households and businesses as the world’s second
largest economy faced recessionary conditions. The fastest
growing economy in the world, China announced a similar
plan equivalent to about USD570 billion to be spent over
2009 to 2010 — a package equivalent to about 14.50%

of the country’s GDP. The list is continuous, with many
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other countries subsequently declaring plans to increase
government spending to bolster economic activity.

Will all of these spending measures and expansionary fiscal
policies help to stabilize the rapidly deteriorating global
economy? The question remains however, whether or not
the global economy has bottomed and if the only direction
from here is up! There are mixed signals in this regard

and the volatility has been too much to make any safe
assumptions. We have included in this edition of the CMMB
iQ, a piece from Business Monitor International’s global
economist David Snowdon who provides us with a global
perspective of the world’s fiscal conundrum. In his article, he
proposes that the lack of fiscal consolidation during the ‘long
economic boom’ post 2001 has essentially limited the global
government sector’s ability to fully counter the credit crunch
and the global economic downturn. Mr. Snowdon also
sounds a warning that too much government involvement

is “preventing the natural balancing mechanisms within
the global economy from operating properly, and in turn
unwinding the huge asymmetries which have built up”.
He advises that we should not forget that to some extent
government spending has contributed to the current
problems the global economy is facing.

The US government introduced

a fiscal stimulus plan amounting
to USD8O0O0 billion late in 2008.
About USD480 billion consists of
public spending, while the rest of
the package consists of tax cuts.
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Special Feature: Is fiscal stimulus paving the road to recovery? (continued)

To give us a Trinidad and Tobago perspective, Mary King
alludes to the notion that the country has to prepare for

the global economic slowdown and depletion of petroleum
resources by the reconstruction of its on-shore sector via the
creation of new and innovative assets that can produce the
goods and services. She postulates that only if the financial
stimulus by GOTT (funded by local, foreign loans and even
the drawdown of the HSF) contributes to this reconstruction
then it would have been well spent.

There has been much talk of the introduction of fiscal
stimulus packages in the Caribbean region in the midst

of the global economic downturn. This policy option is
somewhat limited in the region though since most Caribbean
countries are highly indebted, with some ranking in the top
10 most indebted emerging market countries in the world.
With the average debt to GDP around 80% in the Caribbean
in 2008, expanding the already high fiscal deficits will be
challenging. However, given the weakened state of the
tourism sector, which is the backbone of the majority of

the Caribbean countries, and with the global credit crunch
still holding its grip on investment flows into the region, the
Caribbean economies will be significantly affected. This
striking slowdown in economic activity will inevitably have
adverse implications in terms of rising unemployment and
general erosion of consumer confidence. Some may argue
that it will be in this context that the region’s governments
will have to engage in fiscal stimuli. Some of the region’s
governments have been able to achieve some fiscal
consolidation, but generally government coffers remain in a
very weak state. The question then remains if the region will
be capable of providing arguably much needed fiscal stimuli
to help sustain the economies during these challenging
economic times.

These are unprecedented economic times and the extent

of expansionary fiscal measures has risen to record levels
and even more so in the advanced countries. Whether these
measures will indeed pave the path to a global economic
recovery is yet to be seen, with concrete signs of a recovery
still to be witnessed.

CMMB iQ wishes to thank all of our Special Feature writers
for sharing their thoughts on this very interesting and topical
issue across the globe. We hope that you find the insights
offered here useful and informative. iQ
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Ms. Mary K. King
Economist and
Chairman of Mary King and Associates

The first consideration in this discussion is where such fiscal stimuli of economies
have worked in the past. The most prominent example is the “Great Depression”
that started in 1929 and ended in the 1930’s. This depression followed a total
collapse of the stock market made worse by the existing gold standard. The severe
drought in the food basket of the USA coupled with a reduction in expenditure
from consumers who lost in this crash, resulted in hard times.

In the US by 1930 credit was available at low interest rates
but people were reluctant to borrow. This decline in the US
economy, as today, affected these other countries wherein
their own shortcomings made matters worse. In order to
protect themselves many countries raised trade barriers-
the US Smoot-Hawley Tariff Act was a case in point which
accelerated the collapse in global trade.

President Roosevelt introduced a number of major changes
in the structure of the US economy, via government
regulation and massive public works to promote a recovery.
But despite this intervention, mass unemployment and
economic stagnation continued, only dropping as the US
entered the war in 1941.

The depression also exposed the weaknesses of the

US economy, the inability of that nation’s political and
financial institutions to cope with its collapse. Governments
traditionally relied instead on market forces to correct the
situation. These were unable to arrest the depression in the

early days and governments introduced industrial regulation,
public works, social insurance, social welfare services

and deficit spending. In the depression, the traditional

tool of government was to deflate the economy and the
initial response was to cut spending causing a further fall

in consumer spending. Also being on the gold standard

in which governments maintained fixed exchange rates,
forced interest rates high to encourage banks to buy and
hold currencies. With falling prices and high interest rates

it became more expensive for businesses and individuals

to borrow. The lesson here is that governments have a
crucial role to play in managing market based economies by
manipulating the money supply via stimulus packages.

Many have forgotten the early signs of the current global
recession and blame the US sub-prime mortgage fiasco.
However, the collapse of the global financial system was
just an accelerator to the rapid global recession. The

US economy depended on credit- driven spending by
consumers buying more imports than the country exported,
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Is fiscal stimulus paving the road to recovery? (continued)

resulting in an escalating and massive trade deficit. China on
the other hand depended on foreign investment for its rapid

growth of a manufacturing infrastructure and exports to the

rest of the world.

The fundamental signals of the imminent global economic
collapse were the rapidly increasing prices of petroleum
and its products and the capital related commodities (steel,
copper etc.) that the emerging countries required to sustain
their economic growth. Though the trade deficit of the US
could have stretched the elastic band of global economic
stability a bit longer, what contributed considerably to

the meltdown was the inability of the producers to meet
the increasing demands for oil and energy. Some have
attempted to refer the rapidly increasing prices of oil

to speculation in the futures markets, but even the US
Congress identified the major culprit as supply and demand
mismatch.

and utilising alternative energy, sources that are fairly cheap,
easily available and reliable. The options that exist, wind,
solar, ethanol, geothermal etc. are not readily available and
cheap. The fundamental cause of the economic recession
remains.

T&T suffered because the global economy meltdown
reduced the demand for energy, and the international
prices of oil and gas. Today the Government of Trinidad
and Tobago (GOTT) is borrowing on the local market (TTD4
billion to date) in an attempt to meet its Budgeted spending
in an economy that depends primarily on government
spending for its sustainability.

The activity that appears to have initiated the financial
collapse is the subprime mortgage issue. However, there is
a wider view that this is the culmination of a 30year credit
bubble (in credit and debt, student loan debt, auto loans,

The fundamental signals of the imminent global economic collapse
were the rapidly increasing prices of petroleum and its products and
the capital related commodities (steel, copper etc.) that the emerging
countries required to sustain their economic growth. Though the
trade deficit of the US could have stretched the elastic band of global
economic stability a bit longer, what contributed considerably to the
meltdown was the inability of the producers to meet the increasing

demands for oil and energy.

Traditional global economic development needs cheap and
abundant energy. Hence the world had to look for a quick
means of supplying energy from other sources. In so doing
another damaging result was the corresponding increases in
food prices as land was expropriated for ethanol production.
In short the global economy is on its knees because of

the energy crisis- Peak Qil- the inability of the petroleum
producers to meet the growing demand for energy for global
economic growth, particularly from the emerging giants,
India, China and Brazil.

For the global economy to recover, though in the present
recession energy demand has dropped giving some
production surplus, the world has to address the basic
problem of supplying energy to its traditional economies
using alternative sources of energy, or change its perception
of economic development. Hence the solution is in finding

commercial and real estate loans, house equity, corporate
debt and loan financial buy outs) that drove the economy,
fattened Wall Street and inspired a culture based more

on borrowing and financial manipulations than creating
economic things.

The collapse of the US construction sector as interest rates
rose reverberated across the world and created huge losses,
culminating in the collapse or near collapse of the financial
giants across the world. The financial system became
characterised by low interest rates (approaching zero), bad
debts, toxic securities, no credit available and no public
confidence in the banking system; all driving further collapse
not only of the financial system but of the economic engine-
motor car industry, mining etc. Again, the unregulated free
market found it impossible to recover on its own.
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The major economies found it necessary to prevent the
bankruptcy and disappearance of the financial giants of the
world, which escalated into bailouts for some of the major
players in the real economy. In fact in the US, the heart land
of the free market philosophy, government intervention,

its ownership of private sector institutions, became the
‘solution’ to the economic and financial collapse. The
economic recession decline might have been arrested by
these fiscal stimuli but the jury is still out as to whether they
are the final solution since the situation of high liquidity and
low interest rates can drive an inflationary spiral.

Regulation of the international financial system is also

on the agenda to prevent the excesses that engendered

the current meltdown. However the drop in demand for
petroleum and its products and the concomitant drop

in GOTT’s earnings are T&T’s problems. Though there is
indeed a local economic depression, if not a recession, its
characteristics are fundamentally different from those of the
developed economies. However, the economic situation
locally preceding the global collapse was characterised by
high liquidity, high interest rates and high inflation driven by
GOTT’s spending, particularly the non-energy deficit. With
the decrease in these earnings economic growth dropped in
this Dutch diseased plantation economy but liquidity remains
high, as are interest rates accompanied by decreasing
economic activity-economic stagflation.

...the economic situation locally
preceding the global collapse
was characterised by high
liquidity, high interest rates and
high inflation driven by GOTT’s
spending, particularly the non-
energy deficit.

The knee-jerk reaction of GOTT that engaged in pro-cyclical
spending in the boom is to continue this spending in the
downturn (even as its income and foreign investment drop)
via local borrowing. Hence liquidity remains high, inflation

is stuck in double figures, interest rates are high and the
economy continues to slow. Any remedial response to this
situation, one that is completely different from that of the
developed economies, by definition of the ailment, has also
to be different.

The Central Bank Governor suggests a stimulus package
but has hedged his bets by saying that this also has to be
different in that it should encourage the private sector to
produce new innovative goods and services. He further
warned manufacturers that they need to look outside of
Caricom for markets since the region’s economies will

not recover quickly given their increasing debt situation.

The Central Bank has recently reduced the Repo and the
commercial banks have followed suit. This may be simply

a sop to the business sector since the Dutch disease has
striated the local market into two major parts- the petroleum
export market, at present in a collapsed mode, and the
local market that feeds on government spending. Any real
economic recovery in T&T cannot come about based on
stimulating local demand given government’s inability to
continue spending as in the boom. The CLICO case is a
one off in that the conglomerate suffered from the global
economic collapse, among other things, and current
government thinking is that is has to be saved given its tight-
knit into the fabric of the region.

T&T has to prepare for the global economic recovery and its
own depletion of petroleum resources by the reconstruction
of its on-shore sector via the creation of new and innovative
assets that can produce the goods and services that

the Central Bank Governor alluded to. If the financial
stimulus by GOTT (funded by local, foreign loans and even
the drawdown of the Heritage and Stabilisation Fund )
contributes to this reconstruction then the financial stimulus
would have been well spent. The concern however is that
GOTT will keep spending in the hope that the good times
will soon return to our diseased plantation economy. iQ
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‘Legacy of Debt’ Gives Fiscal Stimulus Bad Name

Caroline Baum
Author of “Just What | Said,” and
Bloomberg News columnist

By the time the U.S. government unveiled its Public Private Investment Partnership
in March, the toxic loans and securities clogging bank balance sheets had become

“legacy assets.”

What if deficit hawks took the same tack and marketed the
$787 billion fiscal stimulus as “legacy debt?”

“The $787 billion the U.S. Treasury will be borrowing

or confiscating from you via taxation will saddle future
generations with a legacy of debt,” the press release might
read. “Your children and grandchildren can look forward

to higher taxes, a lower standard of living and minimal
government support in their old age.”

Maybe the public would balk. And maybe some member of
Congress would be bold enough to sponsor a measure to
call off the still-uncommitted expenditures.

After all, the economy appears to be recovering without
fiscal stimulus. The rate of decline in real gross domestic
product has slowed from an average 6 percent in the fourth
quarter of last year and first quarter of 2009. Real GDP is
expected to fall 1.9 percent in the current quarter, according
to the median forecast of 61 economists in a Bloomberg
News survey from early May. Less negative is the first step
toward positive.

And that’s before any real money gets spent. So far $36.7
billion has been distributed via various government agencies,
according to Recovery.gov, the Web site that tracks where
your tax dollars are going. That's 7.4 percent of the $499

billion of outlays ($288 billion of the $787 billion is “tax relief”)
and 29 percent of the funds that have been committed to a
purpose or a project.

Patient, Heal Thyself

Tax relief comes in the form of larger monthly paychecks
for workers and tax credits -- for investment in renewable
sources of energy, for first-time home buyers -- that are
encouraging activity now even though the benefit is in the
future.

Still, it’s a trickle, not a waterfall

So if fiscal stimulus can’t take credit for the improvement
in the economy, what can? The answer is a combination

of monetary policy and self-healing (an economy’s natural
tendency is to grow).

The Federal Reserve has thrown the kitchen sink at the
economy, using traditional and non-traditional means to
provide liquidity and credit when the banking system wasn’t
up to the task.
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Fed’s CPR

Even before the Fed lowered the overnight interbank lending
rate to O to 0.25 percent in December, the central bank was
already ministering to markets and institutions outside its
normal discount window customers, otherwise known as
depository institutions. It was supporting the commercial
paper market; had committed to purchase mortgage-
backed securities and agency debt; had agreed to finance
investor purchases of asset-backed securities; and had
leant support to specific institutions, taking on some of Bear
Stearns’s toxic, | mean, legacy, assets in March 2008 and
bailing out American International Group in September.

That'’s the beauty of monetary policy. It can be implemented
instantaneously. The Fed’s challenge is to be as quick on the
return trip. The problem with fiscal stimulus, aside from the
fact that it’s a misnomer, is that it arrives too late.

The economy appears to be
recovering without fiscal stimulus.
If fiscal stimulus can’t take credit
for the improvement in the
economy, what can? The answer is
a combination of monetary policy
and self-healing.

At least that was the standard criticism prior to the
enactment of the $787 billion American Reinvestment and
Recovery Act of 2009 in February. The government’s tax
and spending policies require the approval of a majority
of the 100 senators and 435 members of the House of
Representatives. And as we know, these 535 individuals
sometimes confuse the people’s business with their own:
getting re-elected.

Preferred Stimuli

This time around, a new president with solid majorities

in both Houses of Congress was able to saddle future
generations with trillions of dollars of debt less than a
month after he took office. The Congressional Budget
Office projects the debt- to-GDP ratio rising to 70 percent in
2011, the highest since the early 1950s, when the U.S. was
winding down the war effort.

If you believe, as | do, that monetary policy is the more
potent of the stimuli, that fiscal “stimulus” just transfers
spending from tomorrow to today and from the private
sector to the government, with no net long-term gain, then
maybe it’s time to stand up for the next generation.

Besides, where is it written that the ill effects of years of
over-consumption and under-saving have to be repaired in a
year? Instant gratification means future deprivation.

Word Choice

Fed Chairman Ben Bernanke used part of his 3 June
testimony to the House Budget Committee to warn of the
consequences of unchecked spending, even in the face of
recession and financial instability.

“Unless we demonstrate a strong commitment to fiscal
sustainability in the longer term, we will have neither financial
stability nor healthy economic growth,” he said.

If it takes a marketing gimmick — labeling fiscal stimulus a
“legacy of debt” — to convey the message to the public and
Congress, so be it. iQ

© 2009 Bloomberg L.P. All rights reserved. Used with
permission.
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The World’s Fiscal Conundrum

BUSINESS
MONITOR

international

g

David Snowdon
Global Economist
Business Monitor International, London

Bailout packages, rising government spending and mammoth budget deficits have
been amongst the biggest economic and political stories of the past 12 months. It
has not just been the US which has opened the fiscal taps with its banking and auto
sector bailout, plans for massive investments in green technology and promises of a
new healthcare settlement, but the rest of the world has joined in too.

Australia has been spending tens of billions of dollars on
cash hand outs, infrastructure spending and a new national
broadband network; while Russia has pumped USD5 billion
into the stock market, offered huge export credit guarantees
and purchased large numbers of diamonds on top of bank
recapitalisation schemes. Where the developed states

have led, emerging markets from the Gulf to Asia and Latin
America have followed.

None of this is necessarily a problem, or a negative
development in itself. Market interventions, expansionary
Keynesian economics and investment programmes are all
part of the policy toolkit available to finance and economy
ministers around the world. However, it is necessary to put
this raft of government spending hikes into context, and to
do this Business Monitor International has created a suite of
long-term global fiscal policy data and forecast series, which
aim to capture government spending, government revenues
and the budget deficits for countries representing 98.00% of
world GDP.

The Secular Shift In Spending

Our new global fiscal spending data series begins in 2000,

when governments worldwide were spending USD9.3 trillion,

which was equivalent to 29.30% of global GDP. By 2007,

despite the ‘long economic boom’, government spending
was higher still at 30.00% of GDP, or USD16. 1trillion.

The headline conclusion is that the global ‘government
sector’ failed to engage in fiscal consolidation during the
‘long boom’ of the early 21st century. The rapid rise in
government revenues simply led to higher spending, with
many governments, especially those in the developed world,
putting off fiscal consolidation. This meant that there were
not sufficient resources available to governments, on a
global basis, to fully counter the credit crunch and the global
economic downturn which is still facing the world. Indeed,
as the demands on the global government purse started to
rise — higher social spending, counter-cyclical programmes
and massive investment projects — fiscal spending was still
above 30.00% of GDP on a global basis. As a result, there
was a spike in expenditure to 31.30% of GDP in 2008 and,
we forecast, 35.00% of GDP this year. The depth of the
recession and the size of the expansion in spending in local
currency terms means that according to our forecasts even
by 2013 expenditure as a percentage of GDP is still going to
be at 2008 levels, and above that recorded in 2007. So, at
the top of the next economic cycle, government is still going
to be spending more than they were at any time between
2000 and 2007, which underlines how hard the extra
spending is going to be to reduce.
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Tabled
World Government Revenue Indicators

2000 2005 2007 2008 2009f 2010f 2013f
World Government Revenue, USDtrn 9.1 12.8 16.1 17.5 14.8 15.4 20.2
World Government Revenue, % of GDP 29.0 28.9 30.0 29.9 27.6 27.7 29.1
World (Ex-G7) Government Revenue, % of GDP 26.4 28.6 29.3 29.7 27.3 27.8 28.8
G7 Government Revenue, % of GDP 30.2 29.1 30.4 30.1 27.8 27.7 29.3
Source: National Statistics Offices/BMI
Table 2
World Government Expenditure Indicators
2000 2005 2007 2008 2009f 2010f 2013f
World Government Expenditure, USDtrn 9.2 13.5 16.1 18.3 18.8 18.9 21.8
World Government Expenditure, % of GDP 29.3 30.4 30.0 31.3 35.0 34.0 31.3
World (Ex-G7) Government Expenditure, % of GDP 32.7 32.8 32.4 33.4 35.6 35.5 33.4
G7 Government Expenditure % of GDP 27.7 28.8 28.3 29.5 34.4 32.6 29.2
Source: National Statistics Offices/BMI
Table 3
World Fiscal Balance Indicators
2000 2005 2007 2008 2009f 2010f 2013f
World Fiscal Balance, % of GDP -0.5 -1.6 -0.2 -1.5 -7.5 -6.3 -2.5
World (Ex G7) Fiscal Balance, % of GDP -1.0 0.6 1.3 0.5 -4.0 -3.8 -1.2
G7 Fiscal Balance, % of GDP 0.4 -3.2 -1.6 -3.3 -10.0 -8.2 -3.8
Source: National Statistics Offices/BMI
Figure 1 However, these headline global expenditure numbers hide
Global Government Expenditure Indicators a major disparity between the fiscal performances of the
o5 38 G7' states and the rest of the world, which is actually best
observed in the government revenues collected during
20 36 the ‘good years’. While the emerging market and smaller
- developed market economies steadily raised their revenues
15 from 26.40% of GDP in 2000 to 29.30% in 2007, the G7
32 nations saw revenues dip significantly from 30.20% in 2000
10 to a low of 27.80% in 2003, before rebounding to 30.40%
80 in 2007. The corollary of this was that as the governments
5 o8 of former US President George W. Bush and British Prime
Minister Tony Blair engaged in a massive bout of fiscal
O © - o ™ = © © ~ © o O - o o 26 populism, the G7 budget balance failed to improve as the
§ § § § § § § § § § § é § é rest of the world’s did. Whereas the G7 saw its combined
W USS$trn (LHS) =% of GDP (RHS) balance rise from -0.40% of GDP in 2000 to -3.80% in

Source: National Statistics Offices/BMI

2004 and reach a cyclical low of -1.50% in 2007, the non-
G7 balance moved into surplus between 2005 and 2008.
Thus, while the G7 were selling ever greater amounts of
government debt to emerging nations — notably China and
the energy producers — many developing states were able
to significantly improve their fiscal positions. Notable in this

1 The G7 states are comprised of the following advanced industrialized states: France, Germany, Italy, Japan, United Kingdom, Canada and the United States of America.
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The World’s Fiscal Conundrum (continued)

Figure 2
Global Government Expenditure, % of GDP
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period were the run up in foreign currency reserve positions
and the all-but eradication of the ‘original sin’ of external
debt, through the repayment of Brady bonds, as well as
Paris and London Club debt.

This has meant that the G7 governments have had a difficult
time in engaging in traditional counter cyclical spending as
emerging market states. While the G7 governments enjoy
the benefits provided by broad-based economies with solid
tax bases, access to large capital markets (even amid the
credit crunch) and strong governmental structures, they
have found their fiscal resources taxed to the limit. We
forecast the G7 budget deficit to come in at 10.00% of GDP
this year against ‘just’ 4.00% for the non-G7 economies.
This will mark an 8.4pp and a 5.3pp rise in the respective
deficits between 2007 and 2009.

The improvement in global government finances over the
coming years will be gradual, and even as late as 2012

the combined global deficit will still be above 3.00% of

GDP according to our forecasts, and will still be around
2003 levels. Neither the G7 nor the non-G7 economies are
likely to be able to bring their budgets back into surplus
through to the end of our forecast period in 2013. In other
words, during the downturn of the next economic cycle,
governments around the world (emerging market and
developed state alike) are not going to be in a very good
position to weather the economic storm. To put the size of
the debt burden governments worldwide will be assuming
over the coming years into context, between 2009 and 2013
the cumulative global government budget deficit — which will
be largely funded by new debt issuance — will be USD14.1
trillion according to our forecasts. By contrast, between
2004 and 2008 the budget deficit was ‘only’ USD3.1 trillion.

...the debt burden governments
worldwide will be assuming over
the coming years into context,
between 2009 and 2013 the
cumulative global government
budget deficit — which will be
largely funded by new debt
issuance — will be USD14.1trillion
according to our forecasts.

Reasons For The Current Economic Malaise

Chinese State Planning: The Chinese economy follows
a dirigiste model designed to foster rapid job creation. In
the absence of a strong consumer sector, high real GDP
growth rates — averaging 10.00% since 1990 and reaching
a peak of 13.00% in 2007 — have been built on the back
of export growth. To facilitate this, China followed a weak
exchange rate policy, flooded the US market with liquidity,
and kept global interest rates artificially low. In other words,
government intervention and interference in the market has
had disastrous economic implications through a massive
misallocation of capital and resources. Less government
intervention should allow a rebalancing of the US and
Chinese growth models and put the world on a more stable
long-term growth model.
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Tax (Too Little) and Spend (Too Much): The Anglo-Saxon
economies allowed their budget deficits to rise through the
middle of the current decade, and created sets of fiscal
accounts which could not deal successfully with the credit
crunch. Following the 10.00% of GDP plus budget deficits
expected this year in the US and UK, the government
accounts will take time to repair. We forecast that both
countries will still be running 4.00% of GDP deficits by 2013.
The danger is that neither the US and UK administrations
understand that this is not sustainable, and could lead to
downgrades by the ratings agencies, which would only
exacerbate the existing problems. Indeed, US President
Barack Obama is on record as saying “Only governments
can break the vicious cycles that are currently crippling

our economy”, while UK Prime Minister Gordon Brown in a
television broadcast in May 2009 managed to stretch the
definition of ‘investment’ to breaking point by declaring the
government was “investing in tax breaks in manufacturing”.
Brown has also frequently made the case against spending
cuts, even though the civil service seems to be preparing for
expenditure to be cut by 20.00% over the coming years.

Figure 4
US and UK — Fiscal Deficits, % of GDP
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Regulatory failure: The world has never been so
‘regulated’, or had so much legislation passed as in the
early 21st century. However, the quality of this regulation
and legislation is open to considerable debate. Questions
currently being debated include ‘who regulates the
regulators’ and ‘who rates the ratings agencies’. The
structure of the regulation is perhaps as important as the
structure of the financial sectors themselves, and getting this
right without strangling the financial services industry is key.

Monetary policy failure: As well as the expansionary
effects of government spending in the middle of the current
decade in the G7 economies, we believe that the monetary

policy framework has been malfunctioning. Central bankers
across the world have for many years now been targeting
consumer price inflation, and have all but dismissed other
forms of inflation, such as asset price inflation. In the
attached chart, we have rebased the UK’s Retail Price Index
(RPI) and Nationwide House Price Index to March 1975
=100. From the mid-1990s onwards house price growth
significantly outstrips retail price inflation, just from the point
that interest rates start to move structurally lower. While

the rise of China and the growth of the IT sector allowed
manufactured goods to be produced at ever cheaper rates,
which in turn held down RPI rates, there was no equivalent
dampening effect on asset prices. The lesson monetary
policy makers need to learn for both the current recession
and the next cycle is that abundant financial market liquidity
leads to asset price bubbles, or as is the case in the UK at
present, the failure of the current housing market bubble to
fully correct.

Figure 5
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The World’s Fiscal Conundrum (continued)

Is Planned Counter-Cyclical Spending Actually A
Good Idea?

The higher levels of government spending currently being
undertaken are not in any way a coherent package. We have
identified three key themes which are running through the
packages announced around the world.

Preventing systemic collapse: Some of the most crucially
important government spending during the credit crunch has
been directed towards preventing systemic collapse of the
G7 economies. In the US and UK this has meant shoring up,
through direct investments and an activist monetary policy,
the banking sectors to ensure that their financial sectors

do not go the way of Iceland’s. All but the most ardent
supporters of ‘small government’ are likely to agree that
fiscal spending to avoid systemic collapse is a good use of
government money.

Fourth, spending money on research and development
(R&D) and future technologies is not necessarily the best
way of boosting domestic demand. R&D tends to be more
capital intensive and less labour intensive than traditional
public works, while also requiring long-term spending
streams to achieve the desired goals. This means that the
money will not enter the economy so quickly under a ‘green
programme’

Limiting the pain: A consensus seems to exist across most
of the world’s governments that extra official spending, and
government action, at the current time is a ‘good thing’.
Whether this is through credit lines to firms teetering on

the brink of bankruptcy, direct investments in ‘strategic’
companies or ultra-low interest rates, barely a government
throughout the world has stepped back from trying to limit
the pain caused to the economy by the credit crunch. Once
again, this is quite a rational economic policy response;

Some of the most crucially important government spending during the
credit crunch has been directed towards preventing systemic collapse
of the G7 economies. All but the most ardent supporters of ‘small
government’ are likely to agree that fiscal spending to avoid systemic
collapse is a good use of government money.

Raising the long-term growth rate: Billions of dollars,
pounds and euros are being earmarked by governments
across the world for spending on new ‘green’ technologies,
from fuel cell cars through to wind turbines. The motivations
for this seem to be mixed. Some of the most ardent
proponents have advocated this spending as a means to
avert climate change, but the impetus for this spending
has come amid the desire to create ‘green jobs’, engage

in fiscal pump-priming and raise long-term growth rates.
Unfortunately, we remain unconvinced on the utility of
spending large amounts of money in this way at this time.
First, the global warming debate has little place within the
bounds of tackling the ‘credit crunch’. Second, governments
have a poor record of successfully directing funding to new
technologies and creating future global champions. Time
and again, funding has been most successfully directed by
the capital markets rather than civil servants. Third, there

is little evidence that ‘green technologies’ will raise long-
term growth rates worldwide. Certainly, the US, UK, Japan
and continental Europe would benefit (in geo-political and
balance of payments terms) from reducing their reliance
upon imported oil and gas, but whether renewable energy
can ever be cheaper than fossil fuels remains to be seen.

counter-cyclical spending has been with us for generations.
However, this time around, there is a risk that governments
are becoming too deeply involved in the economy, and

are preventing the natural balancing mechanisms within

the global economy from operating properly, and in turn
unwinding the huge asymmetries which have built up. Such
a short-termist response would be a negative development,
and plays into our view that current government spending
reflects a ‘More Flustered Than Flush’ attitude to spending.
Moreover, we would contend that the US and UK in
particular are in danger of failing to understand why the
‘long boom’ occurred. Also lacking in policy circles is a
comprehension of the role that G7 government spending
played in getting the world economy into the mess that it is
currently in, and how to get out of it. iQ
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CMMB iQ Conversations

Interview with Senator, the Honourable
Conrad Enill, Minister of Energy & Energy
Industries

Senator the Honourable Conrad Enill is the Minister of
Energy and Energy Industries in the Government of the
Republic of Trinidad and Tobago for the 2007 to 2012 term.

He is the holder of a Masters Degree in Business
Administration (M.B.A) from Brunel University and Henley
Management College of the United Kingdom, England. In
addition to his Masters Degree he has undergone extensive
training in Finance, Management, Human Resources, Sales
and Marketing, Strategic and Operational Planning.

As Minister for Energy and Energy Industries, he is charged
with the responsibility for overseeing the implementation of
policy initiatives and the development of the petroleum and
mineral resources for the benefit of Trinidad and Tobago. The
scope of the Ministry’s operations includes Energy Policy,
Energy Planning and Research, Hydrocarbons, Natural
Resources, Quarries and Mines to Power Generation.

Senator, the Honourable Conrad Enill,
Minister of Energy & Energy Industries,
Trinidad and Tobago

Minister Enill brings to his position twenty-six (26) years in
the private sector and six (6) years in the public sector. His
professional experience consists of operating as a Chief
Executive Officer in a Sales and Marketing Organization, as
Divisional General Manager of the Consulting Division and
Management Consultant in a large Information Technology
consulting Organization, as Chief Executive Officer of a
Financial Institution with agencies in ten Caribbean territories
in the Financial Services Co-operative Insurance Sector,
and as a Senior Executive Manager with responsibilities for
Finance in a large conglomerate.

Minister Enill is a former Governor at both the International
Monetary Fund and the World Bank and also served as
Governor of the International Finance Corporation, the
International Development Association and the Multilateral
Investment Guarantee Agency.

He has served on a number of local and international task
forces as well as lectured at several international forums.
He also represented the Caribbean on a World Body task
force that looked at the issue of Safety and Soundness

of Financial Co-operative Institutions. The Honourable
Senator has lectured and conducted seminars regionally on
“Modernizing Organizations and Strategies for Change”.
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CMMB iQ: The energy sector accounted for close to
60% of revenues of the Government on an average
over the past five years. How has this helped to
support the government’s initiatives during the past
few years?

Minister Enill: You would recall in 2001, the government
introduced a plan to the nation called Vision 2020, which
was intended to use the resources that we had to reach
developed society status by the shortest possible time and
certainly by the year 2020. If you took the circumstances in
Trinidad and Tobago and compared each variable against a
developed society, you would see no difference. In pursuit
of that was the priority for education, health, national
security, social services in the first instance and in the
second instance, things like infrastructure. This was based
on what we consider to be the five (5) developmental pillars
that would allow us to achieve the Vision 2020 objective.

In looking at our gas and energy resources, we came to

the conclusion that if we did absolutely nothing we have
resources available for a 15 year period. Thus providing

us with a stream of income to achieve that particular
programme. The revenue allowed us to retain a longer view
on planning; as well as allowing us to either scale up or
scale down on the basis of what happened with the revenue
stream because the gas business’ response to prices

are different to that of the oil business. The oil business

is subject to significant swings in price levels due to the
short-term nature of much of the trading, whereas the gas
business is longer term and much more contractually based
and therefore prices and revenue are more predictable and
sustainable.

CMMB iQ: Is the government looking to diversify its
export market for energy products, especially since a
significant chunk goes to the US? (As at 2007, Oil and
gas account for 39.60% of T&T’s GDP and 65% of T&T
exports to the US, while Gas-based industries account
for another 32% of T&T exports to the US)

Minister Enill: The gas business is a global business
because of the amount of other countries that are involved
in it. We have the Henry Hub price marker in the US; the
Japanese cocktail in Japan; the Zeebrugge in Germany,
and the national balancing point (NBP) in the UK. Currently
we have cargoes destined for a particular US market, we
have the ability to divert cargoes to other markets where
we see opportunities for higher prices. This provides us
with the benefit of getting the stability of the US market if
we want to but at the same time being able to divert that
cargo into other markets. So while for example in the US

during the course of this year to date you had a Henry Hub
average price of about USD4.00, we were able to move a
cargo to the Spanish market and fetch USD20.00. Therefore
what happens is that we share in the upside of a particular
relationship, so that while some of the exported LNG has the
US as its primary market there are other opportunities that
we in fact took up to get a different price, a better price.

In looking at our gas and

energy resources, we came to
the conclusion that if we did
absolutely nothing we have
resources available for a 15 year
period. Thus providing us with a
stream of income to achieve that
particular programme.

CMMB iQ: The Government had announced that they
were in talks with Brazil in terms of the oil industry and
developing some sort or synergies with Latin America,
was there anything further on that?

Minister Enill: Trinidad and Tobago’s gas ends up in Brazil,
Japan, Dominican Republic, England, and Chile. As it relates
to Brazil, they have some special interest for us because
Brazil has a state company called Petrobras. The Petrobras
model is one where a national oil company has become as
efficient and as commercially attractive as the IOC or the
BPs or the BGs and operates more or less on the same
basis. They also have also developed specialty expertise in
deep water drilling and as we move into that frontier, in the
not too distant future, one of the things that is available to us
is to partner with a state enterprise organization and actually
go after deep sea exploration in an area in which they
understand the geography; so that is one of the attractions
we have in a relationship with Brazil. Additionally, Brazil is a
large consumer market and therefore the additional potential
benefit with working with Brazil is as an alternative to the US
market.
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CMMB 1Q: With Venezuela’s Petro Caribe agreement
in place in the Caribbean how has that affected the
Trinidad and Tobago’s market and industry?

Minister Enill: There are two issues coming out of Petro
Caribe, the first one is that because so many countries

take products from Venezuela, we may no longer have the
responsibility for energy security in the region. This is passed
on to Venezuela. What that did for us is it caused us to
look at the refinery. There is an upgrade process going on in
the refinery so that we can change the specifications of the
gasoline product to go into high-end US markets. Currently
it goes into the US market, but it does not get high prices
because of its particular specifications. The optimization
programme that is being done by Petrotrin is intended to
create a specification for best prices in the US market.
Hence Petro Caribe has in fact forced us to improve our
efficiency and to look for markets in which we get better
prices. What Petro Caribe is in fact doing for the Caribbean
territories is they are taking products from Venezuela today
but they have to pay for it at some point in the future.

What the Trinidad and Tobago
government did was to create a
petroleum fund that is a grant
and is administered by the
Caribbean Development Bank.
Therefore if there is a particular
problem in one or more of these
islands, then the fund will support
positive action to alleviate the
problem.

What the Trinidad and Tobago government did was to
create a petroleum fund that is a grant and is administered
by the Caribbean Development Bank. Therefore if there is a
particular problem in one or more of these islands, then the
fund will support positive action to alleviate the problem. It

is based on our understanding of our responsibility to the
Caribbean territories and | believe it is more than TTD400M
a year and has been like that for the last 4-5 years. On the
other side, the manufacturing sector In Trinidad and Tobago
is supported to a very large extent by the purchasing power
of those territories, therefore if circumstances exist by which
their purchasing power is reduced, then we are going to be
affected in Trinidad and Tobago. Support for those regions is
in fact based on our response to them in terms of their own

circumstances, but is also a responsibility to ourselves in
making sure that we continue to support them in such a way
that they are able to sustain the purchasing power for our
domestic manufacturing sector.

CMMB iQ: Given what is going on in the global market,
in terms of the credit crunch and tight liquidity,

are there plans being put in place to create further
incentives to attract foreign direct investment (FDI)
into exploration activity in the country?

Minister Enill: | am not seeing that problem of access to
credit for the traditional players. In fact the traditional players
do have access to cash; it is some of the new players who
had to in some instances, ask for deferrals of investments
for e.g. Essar steel - one the various corporations that was
involved in the power plant basically said that at this point

in time, as they strive to understand how the credit crisis is
going to affect them, they still need to make these decisions
in the longer term than immediate term. Not all new players
have been affected by the current credit crisis.

In the first week of July 2009, two PSC’s were signed
between the Government of Trinidad and Tobago and two
fairly new E&P companies; Voyager from Canada, and
Centrica from the U.K. While that is happening the existing
multinationals had in fact continued with their programme.
What is driving their investment decision now is whether it
makes economic sense, given the fact that notwithstanding
the price is coming down, they have not seen the same
range of reduction in the capital cost of exploration, so

it is really a question of trying to determine whether the
fiscal regime in place will allow them to do a project that is
economically viable.

CMMB iQ: In an address you made some time ago you
mentioned a pilot solar water heating project which is
joint between the Ministry of Energy and the Ministry
of Public Utilities. Was there anything further with that,
is the government looking at any alternative sources
of energy?

Minister Enill: We have a team whose job it is to coordinate
all the experiences and information on alternative energy
efforts in Trinidad and Tobago and in the Caribbean. They
would revert to me with the policy as it relates to what
Trinidad and Tobago should be doing on the basis of that
agenda; in addition to where Trinidad and Tobago can get
the best return for it’s investment. The fact of the matter

is that unless we get involved in it, it's not going to be
commercially attractive. There is no way that you can beat
the current price of electricity which is the second lowest
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in the western hemisphere. So | am looking at alternative
energy for a different reason though. We have a situation
where the environment is becoming a major concern
because as you look at the impact of some of the things that
we are doing in the environment we are finding that if we
don’t do certain things, the coastline as we know it now, will
change.

There is a study that says for example by 2050 | think

it is, the coastlines as we know it now, if we don’t do

certain things, will change and that has implications for the
population that live around that area. Hence the strategy
going forward has to be one of conservation. Can we get
more energy savings in the country by utilizing alternative
energy means and convert the saved resources into revenue
by exporting it? Those are some matters that we are seeking
to work through, while at the same time looking at our own
plans that we have, ensuring that we meet the emission
standards that we set up, so that as we move forward, the
impact on the environment is less but the challenge that we
face in all of this can be best demonstrated by the following
example.

Globally, the use of fossil fuels pumps 6.3 billion tons of
carbon into the atmosphere each year. Another 1.6 billion
tons are estimated to be released due to the widespread
loss of forestland in some parts of the world. However, the
oceans and land-based carbon sinks, such as the North
American sink, absorb a large amount of carbon, leaving just
over three billion tons to accumulate in the atmosphere each
year. As U.S. and other carbon sinks mature and disappear,
that rate of accumulation will increase dramatically.

The countries of Europe have set for themselves a carbon
reduction target, whereby they aim for a 21% reduction in
emissions compared to 2005 by the year 2020. However,
if they accomplish this, the total volume of the reduction
would be put back into the atmosphere by China in one
year, based on current China emissions. The real challenge
is how do you get the Chinese and even to an extent the
Americans (whose primary source of energy is still to a
large extent coal; which has the greatest impact on the
environment) to manage their way of development going
forward with a recognition that the environmental issues
must be addressed. This is where a lot of debate will take
place. We need to get the large countries to understand that
you cannot impose targets on small countries. This will not
have the impact that you are looking for because it is your
size and scale that is creating the problem.

CMMB iQ: Given the large number of downstream
natural gas projects, are you satisfied that natural gas
production will increase to meet future needs or will
some projects have to be curtailed?

Minister Enill: What we see now is that on the basis of our
current resources, we are going to be able to continue with
our programme for existing plans to 2020 or 2025. There

is the requirement right now for us to look at exploration
activities. The companies that are currently involved in

that business have recognized that and we are looking at
proposals to allow them to do just that. The Trinidad and
Tobago acreage is only one third explored so that there

are significant opportunities available to us for exploration
activities and we are also looking at different frontiers. We
are now in the process of re-designing our fiscal system for
doing deepwater exploration. When we look at the geology
and the characteristics of the Trinidad and Tobago acreage
we see similar characteristics that exist in Nigeria and Brazil,
S0 we expect that our success ratio can in fact mirror some
of those.

Globally, the use of fossil fuels
pumps 6.3 billion tons of carbon
into the atmosphere each year.
Another 1.6 billion tons are
estimated to be released due to
the widespread loss of forestland
in some parts of the world.

CMMB iQ: How would you describe the state of the
Trinidad and Tobago economy currently?

Minister Enill: That’s a trick question, because if you look
at it in the context of where we were a year ago clearly it
has not met the expectations of what we had projected. If
you look at it in the context of the Caribbean economy, you
would recognize that we are ahead of everybody else and
the rest of the territories are in deep, deep, deep trouble. If
you look at it in the context of the global situation, you would
recognize that notwithstanding what is going on around
the world Trinidad and Tobago is doing well. We have quite
frankly, to continue with our developmental programme on
the basis of the revenue that we have; so in that context
therefore Trinidad and Tobago as a country, as a result of
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the things we did before is not as badly hit as some of the
territories. Therefore the state of the Trinidad and Tobago
economy is good if you look at it in the context of what is
happening globally today. However, if you look at it in the
context of what we have accomplished in the past, clearly it
is not as buoyant as it once was.

CMMB iQ: Do you think Trinidad and Tobago is in a
better position now compared to the 1980’s?

Minister Enill: Absolutely. Because if we were in the 1980’s
now, we would have been in a bust situation. What would
have happened to us now is that the price of oil would
have dried up the revenue stream and we would have had
to make significant cuts. As it is now, if you look at total
hydro carbon production you would find that in terms of oil
production we have about 120,000 barrels a day; in terms
of gas production we have about 720,000 barrels of oil
equivalent a day. What that translates to is that if you have
price fluctuations at the level you are having on the oil side
of the business, it means that while your revenue is affected
significantly, the impact on your net revenue position is

not as great because we still provide the population with a
significant subsidy on petroleum products. In essence this
means — high oil prices: high subsidy; low oil prices: low
subsidy — the net impact on the revenue is reduced.

CMMB iQ: Given our high reliance on the energy
sector, are there any contingency plans for energy
prices falling below the budgeted levels? Are there any
plans to diversify the Trinidad and Tobago economy
away from the energy sector?

Minister Enill: There are always contingencies because
once you do not have the revenue you can decide on a
couple of things. You can decide for example, that projects
you hoped to start in one time frame you defer. You can also
do things like reducing expenditure, so you may decide for
example that | may no longer spend x or y on this particular
project, but spend it on another one. The Minister of
Finance always has the ability to make determinations about
quantum and about timing in circumstances where revenue
is not what it was expected.

CMMB iQ: Based on current energy prices and
government’s fiscal plans, will there be a need for
further budget revisions?

Minister Enill: Once the budget was predicated on a higher
price there is no requirement to revise the budget in the
sense of going to the parliament with a revised budget; but
internally that is an exercise that goes on every single day
because you have to utilize your revenue differently and you

...if you look at total hydro carbon production you would find that in
terms of oil production we have about 120,000 barrels a day; in terms
of gas production we have about 720,000 barrels of oil equivalent a
day. What that translates to is that if you have price fluctuations at the
level you are having on the oil side of the business, it means that while
your revenue is affected significantly, the impact on your net revenue
position is not as great because we still provide the population with a
significant subsidy on petroleum products.

On the gas side of the business, though because | am still
able to get at least USD4.00 on Henry Hub, it means that
my netback from well head, which is about USD1.50, still
gives me a significant amount of income to continue with a
predictable amount of work. What will suffer of course will
be savings (money you can put down now into the revenue
and heritage stabilization fund) and the rate at which you
will have capital development. You are not going to have

as much from revenues to put in the capital program but
you have the ability to borrow, because the sovereign rating
of Trinidad and Tobago is still very good. Therefore we

have capacity, so in that sense you can actually do deficit
financing for a while.

have to make adjustments to your expenditure profile. This
is because when you originally decided on an expenditure
profile, it was on the basis of a different revenue stream.
That exercise takes place internally but it is not an exercise
that you go to the parliament to deal with. You will deal with
that exercise when you do the budget for the next fiscal
year then you would be in a position to report on what was
actually done.
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CMMB iQ: What do you see as the role of a sovereign
wealth fund in Trinidad and Tobago and do you think
the legislation governing the Heritage and Stabilization
Fund (HSF) allows for the achievement of objectives of
the Fund?

Minister Enill: The Legislation seeks to do two things: it
seeks to protect the country in the context of commodity
price shocks and it also tries to create a long term fund,
which theoretically has the ability to replace revenues that
would have been lost as a result of declining hydro carbon
production. We know that one third of our acreage has
been looked at and we have a significant opportunity since
we know that there are frontiers that we have not even
looked at yet. This is on the basis of information that is
available. If you extrapolate Trinidad and Tobago’s acreage
then we have at least 62-63 years.

...the sovereign fund has been

set up to ensure that in a

period where we get a better
performance that we had
planned, there is a mechanism by
which we actually invest resources
in financial assets.

The question of how you use the sovereign fund and all of
those issues are highly theoretical. What we do know is that
the sovereign fund has been set up to ensure that in a period
where we get a better performance that we had planned,
there is a mechanism by which we actually invest resources
in financial assets. Those assets are going to create for us
a return and will include the capital funds because we are
not taking anything out, but at some point in the future, if we
wanted to use the revenue from it we would be in a position
to do so. This is in a sense creating wealth on the basis of
saving or deferring consumption in some instances from
now to a future date, so we are battling it out.

CMMB iQ: There has been a call in some quarters for
a stimulus package to counter the effects of what is
going on in the global recession. What are your views
on the merits or otherwise of such calls?

Minister Enill: The view is that there is already a lot of
stimulus packages in the system and the challenge therefore
is markets. The members of the manufacturing sector

are the ones basically calling for it, as they are receiving
less revenue as a result of their markets not being able to
support the pricing structure. The question is: how are you
going to give them a stimulus package to address that?
Whatever you do is not going to change the ratio. That fact
of the matter is that they have products and | am not sure
at this point in time they can maximize the use of plant and
machinery. Why is it for example in some big industries we
only have one shift working where you can have three shifts
working? Maximise the value and go into other markets.

[t would seem to me you need support in market activity
rather than in some of the things that they are talking about
because that is not going to help them in my view.

CMMB iQ: If there is one thing you wish was different
or would do differently in terms of the economy what
would that be?

Minister Enill: My preference would be that we reform
systems of delivery a lot faster than what we are doing.

The problem is that as we get larger if we have inefficient
systems, it just multiplies the inefficiencies in the system and
therefore the rate of reform should be a lot faster. It should
reflect the reality of the growth that is experienced and then
it would reduce the wastage that is inherent in an inefficient
system.

CMMB iQ: Some of the skeptics out there have the
feeling that we are not spending their resources in the
most optimum way. What are your views?

Minister Enill: One can always say that, but one has to
remember that spending on the resources and the efficiency
is as a result of the decisions that you make; both in terms
of the rules by which that takes place and by the people
who implement those rules. If there is a system that does
not support efficiency and accountability, then one should
change the system. The way we have proposed to change
the system is through changes to the constitution and
changes to the whole question of local government reform.
All of that is intended to achieve that particular purpose. iQ
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Over the past few years, there has been an increased involvement of technology
in finance and investment. Historically, stock markets required a physical presence
at the stock exchange to facilitate business. With the increase in the speed of
communications technology, as well as the reduction of technological costs, this
need for a physical presence has decreased. Hence, trading on the exchange floor

has become easier to complete.

The National Association of Securities Dealers Automated
Quotations (NASDAQ) was the first stock market to embrace
electronic transactions in 1971. While there were electronic
communications for orders to the exchange, there was no
straight through processing and transactions had to be
executed by a trader’s physical presence at the exchange.
As time and technology progressed, more exchanges
joined the NASDAQ and reaped the benefits that the
technology provided for the communication of orders and
the completion of trades. One of the biggest advantages
was cost.

Through the use of automated systems which supported
straight through processing, transactions had a decreased
cost of execution. In addition, the incremental cost of
executing the trade moved towards a zero cost. This aspect
was crucial for the increased volumes that occurred due

to the escalating demands, faster execution and trading
systems. Overall, the automated systems made it easier and
more convenient to trade than ever before.

The adoption of these technologies also resulted in a
significant increase in liquidity and efficiency of the market
by allowing the involvement of buyers and sellers dispersed
around the globe. With increased usability, features in
software started emerging which reduced the need to

go through a broker to execute trades. Traders started
seeing software systems competing for their attention. The
increased competition, reduced costs, ease of use and
the increased transparency from speedier communication
helped grow the financial industry by leaps and bounds.

The increased competition also resulted in tighter spreads
overall, reducing the profit that market makers made on a

Figure 1

The Global Shife from Floor Trading to Electronic Trading
Based on the leading stock exchange in 120 countries from 1975 to 2001
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specific trades; but with the increased volumes of trades
flowing through the exchanges, the overall profit increased.
All of these factors combined to form the basis for the global
electronic trading market we see today.

Today, the technology is being used in roles and
responsibilities traditionally left for the traders. For example,
a quantitative analyst (also known as a quant) combines
mathematics and computer science to develop software to
give traders a competitive edge in the market. This software
also gives an advantage as it allows the removal of emotions
such as fear and greed from the trading process.

There has been a sharp increase in the use of automatic
trading, also known as algo trading. Algo trading uses
current market conditions and historical data as input, and
recommends values for aspects of the order being created
such as price, timing and volume. The Boston-based
consulting firm Aite Group LLC has indicated that computer
guided trading is projected to increase from approximately
33.00% of all US based stock trades in 2006 to 50.00% in
2010.

One of the major factors that need to be managed for
financial institutions doing trade and investment is risk. As
financial systems evolve by communicating across different
counter-parties and sectors, their complexity exposes
businesses and individuals alike to waves of systemic shock.
Many risk management computer systems have been
developed to protect businesses from these shock waves.

While it is impossible to eliminate risk altogether, computer
technology is a tool that can be used to effectively limit risk.
The effectiveness of the risk management software, like any
tool, depends on how it is used and how it is understood.
Events such as the sub-prime mortgage meltdown illustrate
this. Historical data fed into the risk management tools was
incomplete resulting in an inaccurate predicted risk to the
system. According to Alan Greenspan, the former head

of the US Federal Reserve, “The whole intellectual edifice,
however, collapsed in the summer of last year because the
data inputted into the risk management models generally
covered only the past two decades — a period of euphoria.”

For the financial markets and investment firms the human element will
be an important constant in the business. The use of technology will
increase at a seemingly exponential rate, but it is up to the people in
the financial institutions to control and use the tools given to them, not
to over rely on the technology and let the tools control them.

It should be noted that some developed software can go a
step further than traditional order recommendation and trade
execution. The software examines the market conditions,
combines it with historical data and attempts to uncover
relationships which can be taken advantage of by rapid
trading. This has caused the source code that does data
mining to become the competitive advantage and a trade
secret of financial institutions.

While these tools and technologies have increased the
efficiency and effectiveness of trades and investment, there
is a growing danger of an over-reliance on systems to do
the thinking and analysis. There is currently no system or
algorithm that can rationalize a trader’s common sense
or intuitional knowledge. This type of process is one of
the many goals of artificial intelligence, which a number
of financial firms are investing in and developing. The
overarching goal, as always, is to accurately and reliably
predict the outcome of an event in the market before it
happens and outsmart the human traders while doing it.

The issue of managing risk extended further than bad

or incomplete data fed into a model. With a high level of
confidence in technology, risk models produced results
which identified risk and gave the risk a score, but the
understanding of why the result was selected did not occur.
Credit rating agencies gave AAA ratings to mortgage-
backed securities that did not deserve them. “These ratings
not only gave false comfort to investors, but also skewed the
computer risk models and regulatory capital computations,”
said Christopher Cox, chairman of the Securities and
Exchange Commission in a written testimony to a US house
committee. This caused investors to believe that they had
eliminated the risk associated with the investment, when
they in reality had not. Mr. David Li, a Chinese-born New
York banker, who is credited with developing the basic
model used for pricing credit derivatives— the Gaussian
cupola — cautions about overconfidence in trusting a system
that is not fully understood. “The most dangerous part,”

Mr. Li himself says of the model, “is when people believe
everything coming out of it.”
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The Role of Technology in Finance and Investment (continued)

Predicting the future role of technology in finance and
investment is difficult, however, there are a few clear trends
that can be discussed. Due to the nature of financial markets
being affected by an almost uncountable number of factors;
systems will be developed which factor in social data and
events to more accurately predict the human impact on the
industry. Overarching systems which evaluate risk may be
open sourced so as to establish a standard for pricing and
evaluating complex financial instruments. This will increase
the overall transparency available in the system and reduce
the information asymmetry between the buyer and seller

of any security. Finally, there will be technology developed
which will help regulate the industry by quickly identifying
patterns in the millions of trading transactions which occur in
order to reduce fraud and hopefully dissuade people who try
to ‘game’ the system.

In the final analysis, technology, no matter how advanced,
should be at most a tool to help us try to understand and
interact with the world around us. For the financial markets
and investment firms the human element will be an important
constant in the business. The use of technology will increase
at a seemingly exponential rate, but it is up to the people in
the financial institutions to control and use the tools given

to them, not to over rely on the technology and let the tools
control them. 1Q

Figure 1 courtesy Pankaj K. Jain, 2005.

“Financial Market Design and the Equity Premium: Electronic versus Floor Trading,” Journal
of Finance, American Finance Association, vol. 60(6), pages 2955-2985, December.
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This article seeks to highlight some of the key developments in ratings and
regulations resulting from the lessons learnt in the current financial crisis. Many
of these developments are global in nature and may have implications for us in
the Caribbean. It is important to understand these changes as they may affect
us at some point. Some of these changes are considered long overdue but one
thing is certain, they will have far reaching impacts on the way banks and other
financial institutions conduct business going forward.

Changes in Fair Value Accounting Standards

Historically, the method of fair value accounting involves
valuing assets and liabilities of companies using globally
accepted rules and standards. Under these standards,
there are several assumptions with respect to market prices
on financial instruments. These include: market prices are
derived based on normal conditions of demand and supply,
trading occurs in an active market with reliable pricing
sources, as well as ensuring a fair reflection of liquidity and
equitable knowledge. With the recent financial crisis, where
markets have depressed the fair-value of assets due to
illiquidity, there has been shrinking investor appetite and
inactivity reflected in volumes traded. Financial institutions
(including banks) were forced to mark investments at
“fire-sale” prices, threatening their balance sheets and

more importantly capital. Many have supported the idea of
suspending the accounting standard on mark-to-market
accounting for financial instruments during the crisis. If this
is done, it would mask the true market reality of a company’s
holdings resulting in a lack of transparency. On the other
hand it can be deemed unfair to allow companies to have
their capital eroded based on assets that were not subprime

related and which had no fundamental problems other than
the disappearing market.

Eventually, the Financial Accounting Standards Board
(FASB) and the United States Securities and Exchange
Commission (SEC) saw it fit to step in, by documenting
some recommended improvements to make the accounting
standards more flexible and give better guidance on fair
value in the background of a clearly distressed and inactive
market.

On 13 October, 2008, the International Accounting
Standards Board (IASB) issued amendments to IAS 39,
which permits the reclassification of certain non-derivative
financial assets classified as available for sale at the date of
purchase. Instruments that meet the qualifying conditions
would then be classified to loans and receivables in which
they would no longer be subjected to marked-to-market
valuations but would be carried at market value on the

date of reclassification. Qualifying conditions include the
requirement for the company/owner of the assets to show
that they have the intent and ability to hold the asset for the
foreseeable future or to maturity. Another important criterion
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The Rating and Regulations Reality (continued)

on this matter was providing evidence that these assets are
not quoted in an active market. The amendment permitted
companies to make the argument that an active market
became inactive due to rare and unusual circumstances
whose recurrence is perceived as highly unlikely. Applying
this amendment has enabled many financial institutions to
show stronger balance sheets and capital base, thereby
preventing regulatory and other challenges that would have
arisen from depleted capital.

...the assets of the central banks
are not protected from a market
crisis, therefore the avenue

to swell their balance sheets

to provide liquidity would in
effect have to be covered by an
increasing fiscal deficit.

In the Caribbean this was successfully done in Jamaica
where the local Security Dealers Association was able to
prove that the pricing on Jamaican Eurobonds provided

by US brokers did not reflect fair value. They indicated that
the “inaccurate” pricing was due to a major withdrawal of
leverage from international brokers, which prompted holders
to sell at massive discounts to keep up with the repayment
of margin lines. The Jamaican security dealers were able

to prove to their auditors that the market for their securities
had disappeared and that the prices being quoted by the
international brokers were not reflective of the true value of
the securities. This was done through a coordinated effort to
supply trading volume data used to prove the disappearance
of an active market. The Jamaicans had a few advantages,
wherein they controlled a substantial portion of the country’s
international bonds as well as having data readily available.
Those in Trinidad who may want to attempt this for
Caribbean Eurobonds will have a challenge as the data may
not reside with the local players as in the Jamaican case.
Moreover, even if they had the data, collaboration among
local players for trading data will not be an easy goal to
accomplish.

Changes in the Credit Rating Methodology for
Banks

Systemic risk, which is the risk of collapse of an entire
financial system due to market conditions, has recently
been responsible for weakening banking sectors worldwide.
This carries a high probability of eroding the underlying

fundamentals of an economy, which in essence drives a
sovereign’s credit quality. According to credit rating agency
Moody'’s, assessing the basis of whether a government
should step in to protect local banks (and which ones

will qualify for such government support), from systemic
conditions will be a key component in the rating of banks
from non AAA countries. There are a number of factors that
will be considered when gauging the level of support that a
government can provide.

Firstly, the extent of the systemic distress of the banks
compared to the government’s public capacity to service
their own debt is of great importance. In extreme conditions,
providing support to deposit taking institutions that is of a
significant size compared to the economic framework of a
country could be overwhelming. Reference could be made
to the Iceland economy in which the island’s economy and
currency capsized in October as its banks, whose debt was
equivalent to about 10 times its GDP, couldn’t get short-term
funding. Currently, the country is relying on a USD5.1 billion
international monetary fund-led loan to rebuild its financial
industry since their banking system no longer exists.
Secondly, due to the uncertainty in the financial markets,
there would need to be an estimation of the resources
required and the duration of this fiscal burden. Thirdly, the
foreign currency liabilities of the banking system relative

to the government’s own foreign exchange resources will
have to be taken into consideration. The above-mentioned
factors in effect hinder the flexibility of the local central bank
to provide domestic liquidity assistance, as well as posing

a risk to local currency depreciation. The government also
has to ensure that a holistic approach is taken, especially in
cases where the failure of large institutions has the potential
to pull down the overall sovereign credit rating.

A good measure of analyzing the ability of the government
through the central bank to support its banks would be to
compare the level of deposits in the banking system to the
resources available to the central bank, such as reserves

or even policy flexibility. Before a central bank can provide
any liquidity solution, it must ensure that the government
itself is in a strong fiscal position and that the solution is
short term. Even though this may seem comforting to many
banks, the assets of the central banks are not protected
from a market crisis, therefore the avenue to swell their
balance sheets to provide liquidity would in effect have to
be covered by an increasing fiscal deficit. These are some
of the considerations that Moody’s will be incorporating in
their rating methodology of banks going forward. Based

on their initial research, these rating changes can affect
approximately 10.00% to 15.00% of the banks they currently
rate amongst the 50 countries they cover.
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Proposed enhancements to the Basel Il
framework

In the aftermath of one of the worst financial crises of our
time which saw many banks facing the risk of insolvency,

it is no surprise that the Basel committee saw it fit to make
some amendments to the existing Basel Il framework. For
those who are unfamiliar, the Basel Committee on Banking
Supervision was established by the central bank governors
from the G10 countries with the goal of establishing global
standards for effective bank supervision. Even outside of
the G10, the Basel | and Basel Il accords have a significant
influence on the banking regulations as many countries
adopted and adapted the principles to meet their specific
banking supervision requirements.

One of the key changes to the Basel Il framework is the
increase in risk charges for resecuritization exposures; which
are securitizations such as Collateralized Debt Obligations
(CDQOs) where one of the underlying exposures is a CDO.
Under the original (pre crisis) standardized approach the risk
weights for investment grade securitizations ranged from
20% for AAA to AA- range and 100% for BBB+ to BBB-
range and made no distinction for resecuritizations.

monitored remains to be seen, as these rules will also have
severe implications for the struggling CDO markets.

Another major proposed addition to the Basel Il framework is
the introduction of a Stressed Value at Risk (VaR) measure.
VaR is a popular market risk measure that summarizes how
much can be lost in a particular instrument or portfolio over
a given timeframe with a predefined probability. It is useful

in normal market conditions and can capture interest rate,
foreign exchange and equity price risks. VaR has been a part
of the Basel framework since 1996 and is used to quantify
the market risk capital requirements of banks. Currently the
Basel Il specifies using a 10 day VaR at a 99% confidence
level as the market risk capital requirement. This will be
amended to include a stressed VaR which will also be a 10
day VaR at 99% confidence level but calculated using data
from a one year period of stress such as 2007 and 2008.
The capital requirement for market risk will now be the sum
of the standard VaR and the stressed VaR. This together
with some of the other changes being recommended will
see a definite increase in bank capital requirements going
forward.

Banks will now be required to perform some due diligence on the
underlying exposures that make up these securitized and resecuritized
products. Specifically it recommends that “banks must have a
comprehensive understanding of the risk characteristics of its individual
securitisation exposures, as well as the risk characteristics of the pools
underlying its securitisation exposures.

Under the new proposal the risk weights for securitizations
remain the same; however, the committee recognized the
need for additional capital to cover the complex products,
thus the implementation of separate risk weights for
resecuritizations ranging from 40% for AAA to AA- range to
225.00% for BBB+ to BBB- range. Another change is that
banks will now be required to perform some due diligence
on the underlying exposures that make up these securitized
and resecuritized products. Specifically it recommends that
“banks must have a comprehensive understanding of the
risk characteristics of its individual securitisation exposures,
as well as the risk characteristics of the pools underlying its
securitisation exposures. In addition banks must be able to
access performance information on the underlying pools on
an on-going basis in a timely manner” — Basel Committee on
Banking Supervision. How these will be implemented and

These are just some of the changes that have resulted from
the global financial crisis which will lead to better capitalized
financial institutions, more conservative approaches to
investing and higher awareness of risk in the general

public as well. There are more changes expected as US
President Obama announced a plan to overhaul US financial
regulations. Some of the key areas include expanding the
authority of the Federal Reserve, more scrutiny of capital
adequacy levels, incorporating the asset backed securities
and the derivatives market into the regulatory framework

as well as establishing a Consumer Financial Protection
Agency (CFPA) just to name a few. It is clear that the
financial crisis has helped to raise awareness of the key
issues that have long faced financial markets and helped

to expedite some long overdue changes to the global
regulatory environment. 1Q
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The knee-jerk reaction of the Government of Trinidad
and Tobago that engaged in pro-cyclical spending in
the boom is to continue this spending in the downturn
(even as its income and foreign investment drop) via
local borrowing. Hence liquidity remains high, inflation
is stuck in double figures, interest rates are high and
the economy continues to slow. Any remedial
response to this situation, one that is completely
different from that of the developed economies, by
definition of the ailment, has also to be different.
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