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Data Notes

Afghanistan uses the Persian calendar also known as the Jalali calendar, which
introduced on March 15, 1079 by the Seljuk Sultan Jaladdin Malik Shah |, based on the
recommendations of a committee of astronomers, including Omar Klgam, at the
imperial observatory in his capital city of Isfahan. It is a solar calendar in which each ye
begins on March 21. ThisAnnual Bulletin covers developments in theyear 138 which is
equivalentMarch 22,208 d March 21, 20® in the Gregorian calendar.

Afghanistan figures are in current &ghani unless otherwise specified.
Billion means 1,000 million
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DA AFGHANISTAN BANK

Annual Economic and Statistical Bulletin

On behalf of the Supreme Countiam pleased to presenetAnnual Economic and
StatisticaBulletinof Da Afghanistan Bank (DAB)r 13&. Thisannualbulletinreflects the

main results of the Bank©os ac tningstabilityeoE ai me
the national currency and develomn@bust banking sector in support of sustainable
economic growth

The year 1387 was not an gasyfor Afghanistan with real GDP growth declining to 3.5
percent and inflation reaching double dagita result of exogenous price shodieswiorld
economywasin the midst of its deepest recession for more than 50 years driven by a severe
financial crisis and a strong decline in world derdéortt output is projected by OECD

to have grown by 2.2 pent in 2008 and to contract by 2.7 percent in 2009. The global
economy will continue to experience a recession through the beginning of 2010, and is only
to get closer to its potential growth by-281l0.

The global recession will have a silver liningnésfood importing countries like
Afghanistan as the decline in commodity prices is likely to lead to a decline in imported
inflation going forward. In Afghanistan headline inflation, as measured-dny-ysaar
percentage changes in Kabul @Rireased t8.2 percentdown from 20.7 percent in the
previous yeai he main driver of the CPI was decreadbe prices of food and oithe

food price indexell dramaticallyo 0.9 percent because ofdacrease in demand in the
international markets anmeasure taken by the government in response to the shortage of
wheat supply. However, nfood inflation which could be a more real representation of
inflation due to economic activity remained high at 7.4 percent.

On the fiscal side, government finances rechamdrack to meet revenue and spending
targetsTotal expenditures increased\F 112,382nillionat the end of the year 1387 from
AF 95,710million at the end of 1386, this represents 17 peloertment Total
expendituresaccountedfor 18 percent of GDP. Total expenditures ammposed of
development and operating expenditures.

Development expenditures declitedF 42,74 3nillion in theyear under reviefrom AF
45,043nillion in1386, this represents pescentdecline
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On the other handperatng expenditures increasedAF 69,639 million in the year under
review from AF 50,667 million in the previous year. This re@Zadsr@enincrease

Reserve Money increased by 65 percentin the year 1387 up from 14.4 percent in 1386. Bank
deposits wit the central bank which is a component of reserve money increased
significantly by 433 percent in the 1387.

Narrow Money (M1) grew by 38 percent in the year under review up from 29 percent in the
previous year. Currency outsidpository Corporations (@) which is the component

of Narrow Money grew by 28 percent which is up from 16 percent in 1386. Further, the
Demand Deposits the other component of M1 increased by 48 percent in the year 1387 in
contrast to 44 percent in 1386. Quasiey (axomponent bthe broadmoney declinedoy

24 percent in the year under review frompgesbent in thg@revious yeamet Domestic

Assets (NDA) which is a determinant of monetary growth decliddgercent in the year

under review. Another determinant of monegeowth is Net Foreign Assets (NFA) which
increased by 17 percentin the year 1387.

The banking system continued to perform satistgciotalassets of the banking system
increased té\F 145 billion (USD 2.28 billion) he end of year 138¥idrch 2000 up by

73.37 percent &kF 61 billion since March 2008. Loans amounted to AF 50 billion (USD
981 millionyepresentingn increase of AF 10 billion (USD 200 million) or 26 percent since
March 2008. Deposits stood at AF 118 billion (USD 2.2&bierthe period under

review- an 84 percent increase since March 2008. Deposits were largely denominated in
USD (5% percent) with Afghani denominated deposits laggirjpsrédentHowever, the
AF-denominated deposits increased to AF 49.02 billion (USDiIB&R2) mompared to AF

13.45 billion (USD 269 million) in the previous year. Total capital of the banking system
stood at AF 19.10 billion (USD 375 million).

On the external sectohet balance of paymefiBoP)revealsa surplus of USD 360 million

at theend of the year under revidawn from a surplus of USD 480 million in 138&

decline in surplus in the year under review can be attributed to trade deficit of almost 11
percent from USD 6,002 million1886 to USD 658 million in the year under revie

The kalance of trade is the differelmtenonetary value of exports and impoftgoods
and servicegxports increased to USD 2145 milliorthe year under reviemempare to
USD 1835 million in 1386, this represents almost 17 percent intheasgort data
recorded in 1387 is almost 18 percent of GDP.
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Imports jumped by 12.3 percent to USD 8,80on in the year under review, which
shows a growing domestic demand for foreign goods. The imports are mainly dominated by
capital goods and othersS@ 1527.5million) which show higher domestic demand for
imported capital goods and machinery for the developmental needs, mainly for industrial
and agricultural sectors.

The macroeconomic outlook for SY1388 is expected to be positive with real GDP growth
expected to rebound to 15.7 percent by year end drivesubyencin agricultural output.

Inflation is projected to decline to single digits as the economy shrugs off the effects of high
food and oil prices from SY1387. Downside risks to the macroecangdlook include
heightened political uncertainty due to the August presidential elections that could reduce
inflows of Foreign Direct Investment (FDI), security concerns that could hamper economic
activity and poor rainfall. The central bank remammitted to ensuring sound monetary

and financial policies in support of sustainable economic growth.

This report could not have been written without the tireless efforts and generous support of
numerous individuals from several departments of the Bankoikheias coordinated by

the Monetary Policy Department (MPD). A team under the overall guidance of Patrick Asea,
Senior Macroeconomic Advisor prepared this reploet.team comprised the following
members of the monetary policy department: Matiullah Haeegtor General), Raiyt
Alamyaar (Deputy Direct@enerd, Omar Joya (Sr. Analyst, Real Secd\mnadJaed

Wafa (Sr. Analyst External Se¢t8gmiullah Baharustani (Sr. Analyst Monetary Sector),
Sher Agha Ghiacy (Monetary Analyst), Naib KlhamalSr. AnalystFiscal Sectprand
Rahmatullah Haidari (Sr. Inflation Analyst). Other members of the team included Allah Jan
Shirzad (Capital Notes Manager) from the Market Operations Department and Mohammad
Qaseem Rahimi (Deputy Director) from the Bankinger8ision Department. Special
thanks to Rahmatullah Haidari for superb desktop publishing work.

Abdul Qadeer Fitrat
Governor, Da AfghanistadBank
(Central Bank)
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INTERNATIONAL ECONOMIC ENVIRONMENT

SUMMARY

he world economy is in the midst of

its deepest recession for more than
50 years driven by a seviamancial crisis
and a strong decline in world demand.
The world output is projected by OECD
to have grown by 2.2 percent in 2008 and
to contract by 2.7 percent in 2009. The
global economy will continue to
experience a recession through the
beginning of @10, and is only to get
closer to its potential growth by 2@l 0.

The financial sector remains under stress
in advanced economies. The financial
turmoil intensified in 2008 making lending
conditions more difficult and creating
liquidity and solvency amerns for major
financial institutions. Panic in the financial
sector influenced consumer confidence as
asset and equity prices dropped sharply.
Tight credit conditions and weak domestic
and external demand affected economic
activity in advanced economiagially it

seemed that developing economies were
safe from the financial turmoil in the
advanced economies, because financial
institutions in developing economies had
not invested in U.S securitized assets.
However, since September 2008 the crisis
has pread quickly to developirgnd
Asian economies through a sharp decline
in world trade. Demand for consumer
durable goods and capital goods
advanced economies collapsed which
affected the expedependent developing
economies. Many countries in soutdh an

in

southeast Asia saw their exports decline
as demand in advanced economies for
their products collapsed.

The volume of world trade increased by
only 2.5 percent in 2008 compared to 6.9
percent in 2007 and is forecast to contract
by almost 13 percent in( In the last

quarter of 2008 and first quarter of 2009,
world trade declined at an average
annualised rate of more than 20 percent,
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an unprecedentedate of declinan the
last four decades.

Inflation picked up all over the world in
the third quarter i2008 due to a surge in
food and fuel prices. Commodity prices
reached their peak in the beginning of the
third quarter but dropped sharply in the
final quarter. While inflation was a major
concern in mi2008, deflation is now a
rising threat, mostly fohe United States
and Japan. Consumer prices for the world
economy are expected to enter a negative
territory in 2009. Headline inflation will
decline to-2 percent in 2009 down from
3.4 percent in 2008.

The fiscal deficit in advanced economies
Is projectd to jump to 10.5 percent of
GDP in 2009 up from less than 2 percent
in 2007 The fiscal deficit in emerging and
developing economies will reach 4 percent
of GDP in 2009 (compared with a small
overall surplus in 2007), resulting mostly
from declining comnubty and asset
prices.

1. ADVANCEBCONOMIES

The SY 1387 (21 Mar, 200820 Mar,
2009) was marked by severe financial
turmoil generated by the outbreak of the
U.S subprime mortgage crisis back in early

1386. Economic activity slowed down due
to tightening credit conditions, and
business and consumer confidence
dropped significantly. Concerns over
losses from bad assets raised questions
about the solvency and funding of core
financial institutions.

The situation in the financial sector was
aggravated in rhil387 following the
bankruptcy fiing of a large U.S
investment bank (Lehman Brothers).
Major financial institutions in the U.S and
Europe faced large wrdewns. The total
losses suffered by 70 major banks globally
reachedUSD 835 hillion. Consequently,
banks tightened lending conditions, equity
prices dropped sharply, liquid assets were
sold at very high prices, capital flows were
restrained, and pressures in the exchange
rate markets rose.

In response to all these disruptions in the
financial sectorpolicy makers tried to
ease the situation by purchasing illiquid
and bad assets, injecting capital in the
banking system (capital injections were
commensurate with the losses and write
downs), providing solvency support,
increasing deposit insurance caerand
cutting the interest rates to nearly zero to
enhance liquidity in the market.
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Business and consumer confidence was packages were provided by several
severely hit by falling asset prices and governments around the world to boost
tightening credit conditions. Major layoffs the domestic demand.

were announced by large industries in the
U.S, ad the three giant U.S carmakers
(GM, Ford, and Chrysler) announced
huge losses due to a fall in their sales. As a
result, the U.S Congress approlSD

700 billion baibut fund in October 2008

to assist the financial institutions and the
auto industry. & unemployment was

Growth in advanced economies, as shown
in Table 1.1, slowed to 0.9 percent in 2008
compared to 2.7 pmmt in 2007.
Advanced economies are expected to
contract in 2009 by 3.8 percent, with
Japan experiencing the largest economic
contraction {6.6 percent). However, zero
growth is projected in 2010 for the

rising and demand was declining, stimulus advanced economies.

Tablel.1: Main economic inditors in advanced economies

2007 2008 2009
Unempl Real Unempl Real Unempl
SiaL oyment GDP il oyment GDP i oyment
World 4.1 4.0 2.2 6.0 2.7 25
Advanced economies 2.7 2.2 54 0.9 34 5.8 -3.8 -0.2 8.1
United States 2.0 2.9 4.6 1.1 38 5.8 -4 -0.4 9.1
Euro area 2.7 2.1 7.4 0.8 8.8 7.5 -4.1 0.6 10.1
Germany 25 2.3 8.3 1.3 2.6 7.3 -5.3 0.6 8.9
France 2.2 15 8 0.8 2.8 7.4 -3.3 0.4 9.9
ltaly 1.6 1.8 6.2 -1.1 3.3 6.8 -4.3 0.7 9.2
Spain 3.7 2.8 8.3 1.2 4.1 11.3
Japan 2.4 0.1 39 -0.6 14 4 -6.6 -1.2 4.9
United Kingdom 6.0 2.3 5.4 0.7 3.6 5.7 -3.7 2 7.7

Source OECD, IMF and Eurostat

1.1 United States decreased by 3.4 percent in 2008. The

. decline in gross fixed investment was
The United States economy grew by 1.1

percent in 2008. This was the slowest pace
of growth in the U.S economy since 2001
reession. The major drag on GDP was a

mostly led by a strong decrease in
residential investment which contracted
by 20.7 percent in 2008 comgzh to a

contraction of 17.9 percent in 2007.

decline in gross fixed investment which , .
Private consumption had also a very
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minor growth in 2008. It grew by only 0.2
percent in 2008 compared to a much
stronger growth in 2007 which was
around 2.8 percent.

Imports decreased in 2008 due to
weakeninglomestic demand. It declined
by 3.4 percent in 2008 while it had a
positive growth of 2.2 percent a year
before. Although exports grew by 6.2
percent in 2008, they are forecast to
decline by 11 percent in 2009. The causes
of such a strong decline in expart 2009

are weakening demand at the global level
and declining industrial production in the
domestic market.

CPI inflation went up by 3.8 percent in
2008 compared to 2.9 percent in the
previous year. However, headline inflation
IS expected to enter néga territory in
2009, bringing deflation 10.4 percent.

Unemployment which increased from 4.6
percent in 2007 to 5.8 percent in 2008 is
projected to eventually jump to 9.1
percent in 2009. Major companies and
industries saw their profits decline in00
and a large number of them announced
significant losses. As a consequence, the
number of layoffs kept increasing in the
U.S in 2008 pushing the unemployment
rate in 2009 even higher.

The overall economic and financial
remained under stress in the
fourth quarter of 2008 and will likely to
remain the same in 2009. Even though
aggressive policy actions have revived
some key financial markets, credit
conditions remain extremely tight for both
households and firms. Declines in housing
and equity pricasave lowered household
Worsening labour market
will ~ further the

households and consumer spending will

climate

income.
conditions affect

remain weak for at least a couple of years.

Business investment is strongly depressed
due to tight credit conditions, declgin
demand and falling exports, and is only to
be revived when conditions in the
financial sector are enhanced and the
demand in the economy strengthens.

The Federal Reserve cut its funds rate
from 2 percent to nearly zero in order to
ease credit and liquidiconditions in the
market. The Fed expanded its balance
sheet by purchasing
assetso6 and provided
financial institutions.

On the other hand, the new
Administration in the White House
enacted t he f i ganal
Recovery and Rei

re-boost demand in the economy. The

i
S

st
nvest mi
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stimulus plan includes discretionary The German economyhe largest in the
measures wortkUSD 787 billion or an euro area contracted by 6.9 percent in the
estimated 2.1 percent and 2.4 percent of f i r st quarter of 20009.
GDP in 2009 and 2010. The Act includes real GDP contracteid the first quder of

federal tax relief, expsion of 2009 by 32 percent and 5.9 percent
unemployment benefits, and domestic respectivelySee Figure 1.1)

spending in education, health care,
infrastructure and energy.

Industrial production in theuro area
declined by an annualized rate of 20.2
The outlook for 2009 remaibgeak The percent in March 2009. Total industrial
U.S economy is projected to contract by 4 output in Germany dropped by 21.7
percent in 2009 and to have a zero growth percent, while it declined by.9 and 23.8

in 2010. Private consption will decline percent in France and Italy respectively.
by 2.4 percent in 2009 and gross fixed
investment will decrease by 14.3 percent.

Inflation in theeuro areaas measured by
the harmonizedndex ofconsumerprices
(HICP), increased from 2.1 percent in
2007 to 3.3 percent in 2008, but is
A gradual recovery is envisaged to take expected to decline to 0.6 percent in 20009.
hold in 2010 as financial conditions Headline inflation in Spain, Portugal, and
improve and macroeconomic policies Ireland entered negative territory in March
generate a positive growth. 2009, while otheeuro area members
experienced positive growth in their year
onryear CPI/HICP change.

Exports & imports are expected to drop
by 11.3 and 10.1 percent respectively.

1.2 Western Europe

1.2.1 Euro area Unemployment is a much greater concern

The euro area real GDP growth declined for euro area members coampd to other
from 2.6 percent in 2007 to 0.7 percent in advanced economies. Althowegto area
2008. The economy is projected to members were able to bring their
contract by 4.1 percent in 2009 led by unemployment rate down to around 7.5

sigrificant declines in domestic demand ( Percent in 2007, it will again jump to
2.8 percent in 2009)’ exports and 1994|evels in 2009 Wh|Ch WOUId be 10.1

industrial production. percent. As usual, Spain has the highest
unemploymentrate amongeuro area
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members. The unemployment rate in
Spain increased to 16.5 percent in the first
quarter of 2009 up from 13.9 percent in

the final quarter of 2008.

Financial conditions in tleeiro area have

moderated from a growth of 3.1 percent
in 2007 to 1.7 percent in 2008 and gross
fixed investment declined by 4.3 percent
in 2008 due to aailge decrease in
residential investmenrR(.2 percent).

been as depressed as they have been in theExports kept declining during 2008

United States. The European Central

Bank reduced its policy rate by 275 basis
points from September to December

2008. However, the financial turmoil has

dampened the transmission of lower

policy rates to money market. Possible
deflationary pressures in 2009 eurtail

the scope and effect of lower policy rates,
since real interest rates could rise as
deflation intensifies.

The consensus is that brdsated
economic recovery in theuro area will
not be achieved for at least a year. A
gradual recovery, if peded and
accompanied by effective policy support
and enhanced financial conditions, is
expected only in the second quarter of
2010. Yet the overall economic growth in
the euro area for 2010 is projected to be
negative-).3 percent).

1.2.2 United Kingdom
Real GDP growth in the United Kingdom

decelerated from 3 percent in 2007 to 0.7
percent in 2008. Private consumption

despite the fact that the pound sterling
depreciated by around 20 percent in
effective terms from the end of 2007.
This gain in competitiveness has so far
been offet by substantial declines in
external demand.

Inflation as measured by HICP rose to 3.6
percent in 2008 due to a surge in food and
commodity prices and is expected to drop
to 2 percent in 2009. Unemployment, on
the other hand, is projected to augment to
7.7 percent in 2009 up from 5.7 percent in
2008.

As the financial crisis took hold in the
U.K, the Bank of England cut the bank
rate dramatically from 5 percent in
October 2008 to 0.5 percent in March
20090 the lowest level in the 300 year
history of thenstitution. In addition, the
Banking Act 2009 has been put forward to
enhance the overall financial stability and
strengthen the regulation in the financial
sector. The Act facilitates faster deposit
insurance payouts and provides a clear
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financial stabtl/ objective for the Bank of
England.

As interest rates are effectively at the zero
bound, policy makers have limited room
for fiscal manoeuvre. The fiscal stimulus
packages will amount to 1.4 percent of
GDP in 2009. The main elements of the
stimulus pa@ge which was announced in
November 2008 were a temporary 2.5
percentage point cut in the VAT anda £ 3
billion extra budget for capital investment.
The fiscal deficit is projected to increase
to over 9 percent of GDP in 2009 and

even higher in 2010 duel&oge stimulus
packages and contraction of revemhe
sectors.

The outlook for 2009 is set to be poor as
private consumption is projected to
decline by 2.2 percent, gross fixed
investment by 12.5 percent and exports by
more than 9 percent. The real GDP
growth is forecasted by OECD &.7
percent for 2009, less significant than the
economic contractions in the U.S and the
Euro area.

Figure 1.1 Real GDP Growth in European Econc

-4.1

8 7 -6 5 4 3 2 1 0
®Q42008 QL 2009
Source Eurostat
1.2.3 Japan contraction is estimated at 0.6 percent in

The economic downturn in Japan is
projected to be the most se® among

advanced economies. The economic

2008 but will exacerbate in 2009 to 6.6
percent. This will be led by a huge drop in
exports and business investment.
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Private consumption which grew by 0.5
percent in 20 will register negative
growth of 1.4 percent in 2009, and the
decline in gross fixed investment will
accelerate fromt.6 percent in 2008 to
10.5 in 20009.

Exports which had a positive growth in
2008 are forecast to decline by 26.4
percent in 2009. Thvelll be the driver of

t he
dependent economy in 2009. A decline in
the for Japanese
products, especially weak demand in
southeast Asian countries, and the
appreciation of the yen contributed to the
fall exprts. More
profitability in the private sector decreased
with major industrial companies (Toyota,
Sony etc) recording their first losses in
five decadesand leading equity prices
dropped by half. In consequence, the
number of bankruptcies rcreasing and
the lending attitude of financial
institutions for SMEs is being tightened.

contraction -

external demand

in alarmingly,

Average wages have been declining in
Japan since late 2008 as a result of
declining hours worked aage affecting
severely the household income. Although
a declinein wages should increase the
competitiveness and profitability of the
firms, insufficient domestic and external

1C

demand combined with a strong yen is
clouding the performance in the private
sector.

Deflation is back once again in Japan.
Headline inflation reered negative

territory in the first quarter of 2009, and it
is more likely that deflation will be
persistent in Japan for the next couple of
years due to the severe economic

i ndowntuanpaach Wemk daengspico denand.

However, a recovery in domestic demand
is eyected in mik2010 which should lift

inflation and real GDP growth into
positive territories.
On the fiscal side, three successive

stimulus packages have been introduced
since August 2008 which tetabout 2
percent of GDP. Yet lower revenue and
additiond spending will increase the
budget deficit in the coming years.

The Bank of Japan has implemented a
number of measures to ease the situation
in the financial markets. The bank has
announced that it will purchase up to 3

trillion yen of commercial papertrilion

yen of corporate bonds and 1 trillion yen

in shares held by eligible banks by April
2010. This is referred to as quantitative
easing.
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Fiscal and monetary policies have been efforts are needed to boost the demand in
used aggressively in support of the the economy and to increase business
economic activity; nonetheless more confidence.

Box1 How doeconomists determine when a recession has started?

Recession is a period of decline in economic activity. Although there is no official
definition of recession as to how strong and how long the decline in economic activity

should be or as to which indicator(s) to consider when calling a recession, there is a
general consensus among the economists that the term refers to two consecutive
quartersofcom r acti on i n a countryds real gross d

However, focusing only on GDP can sometimes mislead us and one can fall into a
judgemental error when calling a certain period as a recession. The data on real GDP
are available only in quarterly basiswhich prevents ontime decisioamaking, and
more importantly, the GDP quarterly data are usually revised more than once,
sometimes with large margins, which creates a major difficulty in determining the
starting date of a recession.

There are private econmic research units in some countries which determine the
starting date of a recession. For example, the National Bureau of Economic Research
(NBER) is the accepted dater of the start and end of recession in the United States,
while the U.K based Centre foEconomic Policy Research (CEPR) determines the
peak and trough of the business cycles for the Euro area. Although the Business Cycle
Dating Committees of NBER and CEPR use almost similar definitions for a recession,
their methodology and the use of dataffer.

The NBER defines a recession am significant decline in economic activity spread
across the economy, lasting more than a few months, normally visible in real GDP, real
income, employment, industrial production, and wholest# sales. A recess begins

just after the economy reaches a peak of activity and ends as the economy reaches its
trough. 6

The Business Cycle Dating Committee of the NBER outlines three important
characteristics of a business cycle, known as three Ds: duration, depth, diffdsion.

A recession has to be sufficiently long (duration), it has to involve a substantial
decline in output (depth), and it has to affect several sectors of the economy
(diffusion).

11
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The NBER committee views real GDP as the single best measure ofragate
economic activity. In determining whether a recession has occurred, the committee
also puts particular emphasis on some monthly indicators such as real personal
income (less transfers), employment, industrial production, and real sales in
manufactuing and wholesaleetail sectors. Moreover, the committee also looks at
monthly estimates of real GDP prepared by private consulting firms.

The NBER committee waits long enough so that the existence of a recession is not at
all in doubt. It normally takes the committee between 6 to 18 months to announce the
peak of the economic activity. For example, on November 28, 2008 (almost 11 months
later) the committee determined that the latest peak of economic activity in the U.S
occurred in December 2007. The gemarks the end of the expansion which began in
November 2001 and the beginning of a recession.

The Euro Area Business Cycle Dating Committee of the CEPR has adopted a
definiion of a recession similar to that of the NBER. However, the CEPR
commi t tlkie fgsificantty ifferent from that of the NBER. The Euro area
groups together a set of different countries. Although subject to a common monetary
policy since 1999, they even now have heterogeneous institutions and policies.
Moreover, European statists are of uneven quality, long time series are not
available, and data definitions differ across countries and sources.

Unlike NBER, the CEPR committee dates episodes in terms of quarters rather than
months. The CEPR committee focuses on quarterly GDP, ayterly employment,
monthly industrial production, quarterly business investment, consumption and its
main components. In addition, the committee uses country data from the Eurostat
and the OECD and monitor Germany, France and Italy systematically.

Having said how economists or institutions determine the start of a recession,
forecasting and predicting a recession is however much different. Generally,
economists predict a turning point of a business cycle using leading indicators and
econometric models.

Leading indicators estimate future performance of the economy in contrast to lagging
and coincident indicators which move with a lag or along with the economic activity.
Leading indexes which are composed of several leading indicafiocensidered to be
key variables for up and downs in the economic activity are used to estimate the
turning points in economic cycles.

12
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There are several widetysed and welknown leading indicators and/or indexes for

the U.S, Euro area and other economies. In the United Statdéise most weltknown
predictor of turning points in economic
(LEI). Until December 1995, the LEI was produced by the Bureau of Economic
Analysis at the Department of Commerce. Since then, it has been produced bg Th
Conference Board, a private, nonprofit organization.

The Leading Economic Index is a weighted average of ten leading indicators for the
U.S economy. To forecast a recession, economists pay particular attention to tuming
points in the index: turning ponts in the index should anticipate turning points in
economic activity. A rule is often used to identify turning points in the index: three
consecutive declines in the LEI.

There are also other leading economic indicators for the U.S economy such as loflex
Consumer Expectations (produced by the University of Michigar),S Long Leading
Index and Weakly Leading Index (produced by the Economic Research Institute). As
for the Euro area, there are several organizations which calculate different types of
leading indicators: European Sentiment Indicator (ESI) and Business Climate
Indicator (EJ) by the European Commission, Composite Leading Indicators (CLIs) by
the OECD, EuroCoin (EC) by the CEPR, and many others.

The leading indicators have been proved quite sessful in predicting upcoming
recessions. Despite the fact that they are sometimes subjected to showing incorrect
signals (for example indicating a future recession while it did not actually happen) or
that they fail to predict accurately a turning point,they are widely used among the
forecasters and in the press. The leading indicators can only project shont
movements in the economy and the average leadis6nths.

An alternative tool for predicting turning points in an economic cycle is the
econonetric model. There are three different major types of econometric models. The
first type is a structural modelvhich uses a large number of equations, each equation
being based on economic theories. Structural models which were developed following
the publication of Keynes theories have undergone significant modifications in the
last 30 years. The second type of models, which menstructural, is vector
autoregressive models (VAR). In vector auto regressions, all variables are endogenous,
in contrast to structural models where variables are arbitrarily labelled endogenous or
exogenous. Each set of variables is regressed on past values of itself and past values of
every other variable in the system, thus crossriable linkages are automatically

13
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incorporated The third type which was developed by Sargent and Sims (1977) is
called dynamic factor model§he dynamic factor models are based on multivariate
systems. The essential idea is that some economic shocks are common across sectors,
so these common shocks r of act or s-novements damct dacilitateo
parsimonious modelling and forecasting of large numbers of variables.

Within the approach of econometric modelling, there are two different ways of
tackling the problem of predicting turning points. One ways to rely on statistical
models that are built to predict future values of economic variables. The other way is
to build a model that focuses directly on predicting the event of interesti.e. turning
points. In response to the poor performance of strucalrand VAR models, some
economists intended to directly model the probability of a recession usagrobit
model. In this type of model, the variables included in the model and their respective
coefficients are chosen not on the basis of their abilityttack past movements in real
GDP but on the basis of their ability to indicate the likelihood of past recessions.
However, since the probit model focuses on recessions, they cannot be used for policy
analysis.

To summarize, determining the start of a ression cannot be solely made by
considering the simple definition of o0two
Other economic indicators should be paid attention over to make sure the economic
activity is declining in all sectors and the slowdowrsinot just a short temporary
misalignment between the demand and the supply. On the other hand, the tuming
points of a business cycle can be forecasted by looking at the trends in leading
economic indices and by using econometric models. Although bothhafse tools can
sometimes demonstrate and/or generate incorrect signals, they remain widely used
among the economists and institutions.

SourcesThe Conference Board, NBER, CEPR, ECRI, OECD

1.3 Regional economies institutions in the region were not directly
exposed to U.S securitized assets.
Regional economies (i.e. South Asia, However, since September 2008 the
China, and Iran) were not as severely global economic recession betgaaffect
affected by the financial crisis as the developing economies in the region
advanced economies since financial through trade channel as external demand

14
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for Asian products declined as the (See Figure 1.2) Only over the last quarter
recession deepened in the U.S and of 2008 and first quarter of 2009, world
Europe. trade fell at an average annualised rate of

World trade volume moderated to a 2.5 MO than 20 percent, a rate of decline

percent growth in 2008 down from 6.9 not previously experiencecthe last four

percent in 2007 nd is forecasd to decades.

contract by almost 13 percent in 2009.

Figure 1.2: World Trade Volur
(goods and services)
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Sourceinternational Monetary Fund (IMF)

Parallel to a decline in exports, industrial remaied under pressure in a number of
output also declined in most developing economies.

countries. Firms have seen their profits
decline and business confidehas been
affected in the region. In addition,
spilloves from the global financial crisis

On the other hand, despite the collapse in
exports, the current account surplus for
Asia is projected to remain broadly

o _ ~unchanged at about 4.75 percent of GDP.
to domestic financial markets across Asia Nonetheless, with the contraction in

haye been observable. Equity an_d bond global capitaflows in the fourth quarter
prices _have plummeted, currencies have of 2008, IMF expects that emerging
depreciated and real estate markets havemarkets will experience net capital
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outflows in 2009 of more than 1 percent
of GDP.

Economic growth in developing Asia
declined from 9.8 percent in 2007 to 6.8
percent in 2008, as indicated able 1.2.

The growth is projected to decline by half

in 2009 to 3.3 percent. Unlike the
advanced economies, developing Asian
economies (except for newly
industrialized Asian economies and some
ASEAN members) will register positive

growth in 20009.

Table 12: Growth and inflation in selected Asian economies
Real GDP Growth

2007 2008

Developing Asia 9.8 6.8
China 13 9
ASEAN -5 6.3 4.9
India 9.1 7.1

Pakistan 6 5.8

Bangladesh 6.3 5.6

Iran 7.8 4.5

Tajikistan 7.8 7.9

Uzbekistan 9.5 9

Turkmenistan 11.6 9.8

CPI Inflation
2009 2007 2008 2009
3.3 4.9 7 25
6.5 4.8 5.9 0.1
0 4.3 9.2 3.6
5.7 4.7 8.3 45
2.5 12.0 21.1 195
5 9.1 8.4 6.4
3.2 18.4 26 18
2 13.2 20.4 11.9
7 12.3 12.7 12.5
6.9 6.3 15 10

SourcelMF and regional central banks & staséstics offi

1.3.1 China

Real GDP growth in China declined to 9
percent in 2008 after five consecutive
years of above 10 percent growth. The
minor slowdown in economic growth is

mainly due to a worse performance in
industrial output which increased by 9.5
perceh compared to 14.9 percent in the

previous year. However, the agriculture
sector performed well as cereal output
increased by 5.4 percent in 2008
compared to 0.7 percent in 2007.

1€

Economic activity slowed further in the
first quarter of 2009. Real GDP gvan
annualized rate of 6.1 percent which was
4.5 percentage points lower than that in
the first quarter of 2008. Several factors
contributed to the slowdown in economic
activity. Growth in industrial output was
11.3 percentage points lower than a year
ag@ and trade saw a significant decline in
the first quarter of 2009. Overall trade
declined by 24.9 percent at an annualized
rate; exports fell by 19.7 percent and
imports dropped by 30.9 percent.
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Moreover, foreign direct investment was investment plan for 20a®, with total
also down in the 8t quarter of 2009. The  expenditure under this plan amounting to

total value of FDI was lower b5D 5.6 5.8 percent of GDP. The increase in
billion if compared with that of the first  spending will be more focused on social
quarter of 2008. areas such as healthcare. Moreover, the

rate & value added tax on exports and
investment is to be cut to zero. Overall,
the central government expects a budget
deficit of 3 percent of GDP in 2009.

Real GDP growth is projected to be 6.5
percent in 2009, as the economy has
already shown significant weaknesses in
the first quarteof 2009.

The outlook for the Chinese economy is
quite positive. Investment is projected to
pick up over the nextvo years and the
current account surplus could rise
significantly in 2009 to over 11 percent of
GDP mainly due to the recent fall in
imports. The increase in foreign reserves
will enable China to implement counter
cyclical policies which will help the
ecaomy emerge from recession sooner.
Economic growth is thus projected to
increase to 8.5 percent in 2010.

1.3.2 India

CPl inflation increased by 5.9 percent in

2008 compared to 4.8 and 1.6 percent in
2008 and 2007 respectively. Deflation may
also affect China in 2009 as CPI inflation

iIs expected to decline by 1 percent in

2009. The slowdown in economic activity,

together with steep falls in oil and other

commodity prices, pushed the consumer
prices into negative territor).6 percent)

in the first quarter of 2009.

The banking sector is not significantly
exposed to overseas higgk assets,
partly due to capitaontrols. As a result,
bank lending has not been limited by I ndi aés economic gr owt
concerns over capital adequacy. However five-year low. Real GDP increased by 7.1

the central bank cut its policy rates and percent in 2008 compared to 9.1 percent
reserve ratios in 2008 and in consequent in 2007. The slovwedn is mainly due to

bank lending has accelerated sharply sincelower domestic demand. Growth in
November. private consumption decelerated from 8.5
percent in 2007 to 6.8 percent in 2008,

and growth in gross fixed capital
moderated from 12.9 to 8.9 percent.

On the fiscal sml the government
announced in November 2008 a major

17
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The decline in global demand has also by 40 percent during the period Nov 2008

affected Indin exports. Net exports dJan 2009. A gradual recovery is expected
(goods and services) as a percentage ofin 2010 as world trade stabilizes and

GDP deteriorated ter.8 percent in 2008 business confidence entes

compared with4.7 percent in 2007. Asa 1.3.3 Pakistan

result, industrial production slowed in

2008 and then contracted in January 2009. Pakistan6s economic gr.

almost at the same level as that of the
previous year. Real GDP growth was 5.8
percent in 2008 and is projected to decline
to 2.5 percent in 20009.

Inflation in India, as measd by the

wholesale price index (WPI), doubled in
2008 due to a surge in commodity prices.
WPI inflation increased from 4.7 percent

in 2007 to 8.3 percent in 2008. Prices are The economy performed well in 2008

expected to fall in 2009 to 2dévels. despite a globa slowdown and a
Although inflation dropped to 2.4 perce weakening of external '
exports, unl i ke I ndi ad

in March 2009 down from 12.5 percent in
July 2008, the risk for deflation is at
minimum in India.

by 7.4 percent compared to 3.4 percentin
2007. The trade deficit decreased but
mostly due to a compression in imports.
However, industrial output declineal
2008 by 4.7 percent compared to a 5.2
percent increase in 2007.

On the fiscal side, the central government
budget deficit in 2008 increased to 6
percent of GDP although it was initially
estimated at 2.5 percent. Therease in
the deficit was due to unbudgeted
expenditures such as public sector pay
rises and subsidies to oil companies. The
total public sector deficit exceeded 10
percent of GDP.

The major threat to the economy is risks

to the external account. If exports and
remittances are affected by the global
financial crisis, there will be once again a
serious risk to Pakash 0 s I nternat
reserves. Moreover, limited capital inflows

to the country will put pressure on its
currency which will have negative
consequences for inflation and growth.

The Indian economy in 2009 is projected
to grow by 5.7 percent due to fajli

exports and business confidence.
According to a survey, Dbusiness
confidence index (BCI) in India declined

18
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Pakistands foreign indesrese v 218.9 up fom 138.2 isdulg e p
decline in October 2008 as the central 2007. During the period of July0Z®

bank lostJSD 700 million in just a week.  July 2008, fuel and energy prices increased
Foll owing concerns by &% pgercent &hd koodspticasnrose by
reserves, the IMF approved the more than 40 percent.

disbursement of BSD 7.6 billion stand

by arrangement under the economic
stabilization program.

Commodity prices dropped steeply in the
beginning of the fourth quarter of 2008 as
prospects for global growth deteriorated
Economic growth is expected to and the global finantia turmoil
decelerate in 2009 t@.5 percent as aggravated. Commodity prices dropped by
business confidence deteriorates due to 55 percent in December compared with
security concerns.. In addition, spillover that inJuly and then stabilized during the
effects from the global recession will have first quarter of 2009Figure 1.3)Food

an affect on the economy and it is more prices declined by more than 30 percent in
likely that exports will fall due to December and oil pricésdl from an aH
weakening global demand. time record high of USD 143 a barrel in
July to about USD 33 in January 20009.
Afterwards, oil prices have gradually
increased to around USD 50 a barrel in
March.

1.4 Commodty and Asset Prices

1.4.1 Commaodity prices dropped
from their peak in July 2008 to a

_ The IMF expects commodity prices to
lowest in Feb 2009

remain subdued as long as the global

_ _ _ . economy is in a recs and will pick up
Commodity prices reached their peak in

) _ again when economic activity accelerates.
July 2008 as the IMF commodity price

1¢
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Figure 1.3 Commodity Prices in 1:
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Sourceinternational Monetary Fund (IMF)

1.4.2 Equity markets most of the stock marketsSegFigure

Stock markets performed poorly in 1387 1.4

due to global financial crisis. Stock In the yar 1387 (Mar 21, 2068Mar 20,
markets collapsed @arly October 2008 2009), the Dow Jones Industrial Average
as the crisis in the financial sector was down by more than 40 percent and
deepened and prospector world the Nasdaq Composite Index lost 35
economic growth deteriorated.  percent of its value. In Europe, the FTSE
Furthermore, between March and January 100 and Cac 40 lost 31 and 38.6 percent
2009, pricebad been falling gradually in  of their values respectivelyhe Nikkei in
Japan was down by 35 percent.
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Figure 1.4 EquityMarketsPerformance in 1387 (Mar 21, 2008ar 20, 2009)

Dow Jones Industrial Average

FTSE 100

CAC 40

NASDAQ Composite Index

| | o
i

DAX

Nikkei

Sourceadvfn.com
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