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 China: Current 

Environment and 
Forecasts 
 
China has not been doing well recently, but there 
are signs that growth is about to pick up. October 
PMI rose to a 49.1, which although still showing a 
contraction, is at a three-month high and a 
positive sign of a potential pick up in the fourth 
quarter. Q3 GDP growth was only 7.4%, a 
decrease for the third consecutive quarter.   
Furthermore, there was the Diaoyu Islands dispute, 
which really hurt trade volumes between China 
and Japan. Despite these negative factors, there are 
signs of hope. Industrial companies have shown a 
rise in net profits, a first in six months. Consumer 
sales increased by 14%, and investments in fixed 
assets has risen by 20.6% YTD.  
 

 
 
However, these statistics should be taken with 
skepticism. Amid the heavy press coverage and 
public attention directed to the Diaoyu Islands, 
China has embarked on heavy fiscal spending to 
increase growth. Infrastructure projects started this 
year amounted to 10 trillion Yuan. Furthermore, 
the People’s Bank of China has been periodically 
pumping money into the economy, with the latest 
one a 265 billion injection into the banking 
system in Oct. 9th. All these measures will result in 
a short boost to the economy during the fourth 
quarter, which will result in the party’s benefit as 
Xi Jinping steps in during a convenient economic 
recovery.  

 
Whether China can maintain this bounce back 
will depend on a couple of factors. The first player 
is the global economy. A recovering global 
economy, especially growth in the US and a 
healthy trade recovery with Japan after the dispute, 
will definitely help China to get back on its feet 
and acquire momentum towards further growth. 
Secondly, the new party leadership under Xi 
Jinping will have to open up the party’s control in 
the markets. Looking back on the leadership of the 
past ten years, we see that Hu’s government 
followed a strong Keynesian approach that 
ultimately led to the huge real estate bubble that 
China has now.  
 

 
 
Of course, there are a lot of other currents in the 
Chinese economy that may become a wildcard in 
the future. Bad assets that are held by national 
corporations, heavy investments in real estate, an 
irrational populace that blindly follows market 
trends, as well as a huge savings culture all have 
strong implications on the Chinese economy 
going forward.  However, as far as Q4 2012 is 
concerned, China is poised to see a small bounce 
back during this critical period of leadership 
transition. 
 
Given the current state of the matter, it is most 
likely that China will experience an economic 
bounce back in the short term. Furthermore, there 
is a recent surge in trading activity as investors are 
starting to turn bullish on Chinese stocks. Given 
strong sentiments and clear indicators of both a 
global recovery and a Chinese one, it is highly 
probable that the Chinese economy will bounce 
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back in Q4 and that annual GDP growth will hit 
the target of 7.5% set out by the Communist 
government.  
 
However, projecting any further is more 
complicated. The big confounding factor is 
China’s new team of leadership.  

China's 18th Party Congress has just closed on 
Thursday, Nov. 15. As expected, Xi Jinping will 
lead China in the next 10 years as President and 
General Secretary. However, more importantly, 
the Standing Committee members have now been 
disclosed and the suspected coup by Jiang Zemin 
and his hardliners has now been confirmed. 
Members of the committee are overwhelmingly 
conservatives that are under Jiang's influence. 
Reformist contestants such as Wang Yang and Li 
Yuanchao failed to obtain seats in the Standing 
Committee. Unlike previous leadership transitions, 
Hu Jintao stepped down cleanly without assuming 
any other post in the military or the party, further 
indicating a loss of power. Thus, this implies that 

for the next five years, the largely conservative 
Standing Committee will mostly be a reactive 
government, which is in line with previous 
forecasts for FY2013. This also implies that from 
now on the party may actually adopt a more 
Classicalist approach towards running the 
economy, indicating a possible lax in regulations 
and perhaps a dangerous yet possible rise in real 
estate. 
 
In terms of the general growth and state of the 
economy, again, as stated earlier, long term 
rebound will depend on several currents such as 
the saving culture, the obsessive investments in 
fixed assets, an aging population, etc. We hesitate 
in making any statement on the likelihood of any 
particular scenario, but we believe that the 
following two scenarios are most likely going to 
happen in 2013: 
 
First, the Chinese economy is able to continue 
sustainable growth (i.e. around 6-7%), as helped 
by the recovering global economy (especially in 
the US). During this period the Chinese 
government will aim to boost consumer spending 
by employing similar tactics under the Hu 
government (e.g. restrict real estate investment, 
eliminating tolls during holidays to encourage 
travel, etc.; notice that lowering taxes, a 
Classicalist approach, is absent). Since sustainable 
growth is achieved, the government aims to keep 
everything under the status quo so no major 
policies will be implemented. 
 
Second, the Chinese economy recovers too fast (as 
the fiscal spending and money printing done 
during 2012 takes full effect). This will be 
reminiscent of the period of 2008 to 2009 when 
the fiscal package implemented by the government 
over-stimulated the economy. However, there will 
be some differences. First of all, the Chinese 
government will do its best to direct money away 
from fixed assets (restoring confidence in a super 
bearish stock market seems to be a good idea). 
Secondly, this will definitely force the government 
to lean towards a more laissez-faire policy in future 
years. The end result might be an increase in 
inflation, a slight increase in real estate, and a curb 
on infrastructure spending. 

Standing  
Committee 

Committee of 7-9 members 
that oversee all operations 

Politburo 
15 Party members that hold 

signi!cant positions in the State 

National People’s 
Congress 
Body of representatives that 
decide on all party policies 

Structure of the Chinese 
Communist Party 



 

 

4 

W h a r t o n  T r a d i n g  G r o u p  –  U n i v e r s i t y  o f  P e n n s y l v a n i a  

 
Notice that these scenarios are all driven by the 
growth of the economy, which ultimately is tied to 
government policies, the state of the global 
economy, and investor perceptions of China. 
Based on past experiences, the government will 
probably react to economic growth rather than try 
to catalyze it in the next year. However, its 
ultimate goal will probably still remain the 6-7% 
growth target that’s set out now.  
 

 European Debt 
Crisis 

 
The European outlook remains grim at best, as 
countries such as Spain and Greece still have to 
deal with the immense amount of debt they 
accrued on their accounts. For over a decade, the 
EU ran on the fallacy that a common currency 
and one central bank could allow the economies to 
flourish. Fundamentally, this notion makes little 
sense. A single monetary policy cannot be 
administered to multiple sovereign nations when 
each one of them makes their own fiscal policy. 
With borrowing rates making debt so cheap, it 
seems only natural the nations would accumulate 
debt and increase their spending on public welfare 
projects. Some policy makers have now jumped in 
horror of the last few years as the actual amount of 
debt in Europe became public.  
 

 
 

The European Central Bank and its Chief, Mario 
Draghi, have taken it upon themselves to “do 
anything to save the euro.” This year, the 
European Stability Mechanism was set up as a 
bailout fund from which countries could draw 
upon in order to pay their bills. However, the 
larger, more economically sound nations such as 
Germany and France, have grown tired of freely 
absorbing the mistakes and poor economic policy 
making of their neighbors. For this reason, any 
bailout money now comes with the stipulation 
requiring that nations adhere to strict austerity 
measures in order to qualify for money. At the 
current moment, Spain and Greece are at most 
need for aid, and much of the world has been 
giving them most of the attention.  
 
After months of protests, Greece finally 
announced that they had passed austerity measures 
to cut down on their spending and qualify for 
emergency loans. Such a decision has, as expected, 
angered the populace who will now lose critical 
welfare programs, and see reductions in pensions 
and services. Mario Draghi has also stated that 
Spain’s fate is in its own hands, and decided to 
keep ECB interest rates on hold, abandoning their 
quantitative easing measures. The markets have 
reacted negatively to the news, with the 
Euro/USD falling on the news.  
 
For weary investors in the U.S. trying to predict 
how Congress to deal with the upcoming fiscal 
cliff, it may not be clear why the situation in 
Europe is important. The world today is so 
interconnected, that a failure to understand how 
the macro environment will affect business will 
lead to poor investment decisions. Most 
companies have sought to expand globally, and 
now have interests all across the world. These 
assets mean that these companies have significant 
exposure in Europe, and would undoubtedly 
suffer if the continent began to suffer extreme 
issue with its fiscal policy.  
 
It is entirely possible that the Greek people could 
try to overthrow the government, and put in place 
an anti-austerity legislation that would be willing 
to reverse the progress made. This kind of decision 
could result in Greece withdrawing from the euro, 
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starting a domino effect that would result in the 
collapse of the currency. Global markets around 
the world would go into freefall, wiping out many 
assets. Capital is already extremely hard to come 
by as it stands right now; a collapse of the euro 
would only make this situation worse, sending 
many countries back into a recession. It is 
absolutely vital that investors be prepared to 
handle this situation and protect their assets.  
 
It can be difficult to judge exactly what is going to 
happen with Europe, as each country has a slightly 
different circumstance. Greece has announced that 
it has passed austerity measures, and looks to be 
on track to salvaging its finances and balancing its 
budget. For this nation alone, there appears to be 
some certainty moving ahead. The key will be to 
see if the nation is able to achieve GDP growth in 
the coming quarters. Strong growth will give the 
markets some confidence, and put the nation on 
the track for sustainability. A lack of growth will 
force the ECB to lift its hold on interest rates to 
try to spur economies.  
 
The outlook for Spain is less clear. Prime Minister 
Rajoy has said that Spain would take its time in 
determining whether or not to accept a bailout, 
saying his government would need to fully 
understand what affect it would have on Spanish 
borrowing costs. Galician elections ended in late 
October, with Rajoy’s People’s Party winning an 
overwhelming majority in the Galician Parliament. 
Over the past few months, he has taken no action 
to ask the Troika for bailout money, likely because 
of how it would reflect on his party during these 
elections. In lieu of asking for aid, Rajoy has 
already implemented some austerity measures such 
that when Spain does need funding, the country 
can ease into the austerity measures and retain 
some pride. Now that Galician elections are over, 
Rajoy is much more likely to ask the Troika for 
funds. It seems highly unlikely that Spain would 
not accept a bailout, as the alternative would be to 
default on its own debt or leave the euro entirely. 
The main opposition to the bailout is the 
population itself, who oppose the austerity 
measures that Spain would enact in order to 
qualify for funding. At this juncture, the question 
is more when will Spain seek aid, rather then if.   

 

 U.S Economic 
Outlook 

 
The future of the United States economy must be 
analyzed using both a short and long term 
timeline. In the short term, the impending fiscal 
cliff is a reminder of political influence on the 
economy. At the same time, the unconventional 
monetary policy QE3 has and will tinker with 
interest rates for an unknown duration. Thus, we 
must consider quantitative easing effects as both a 
key factor in the short and long term of the U.S. 
economy. Finally, the projected increases in 
natural gas production will be a core driver of the 
U.S.’s future growth and economic advancement. 

Fiscal Cliff 

The implications of the presidential election 
results are deeply intertwined with the looming 
fiscal cliff. As current policies stand, the Bush tax 
cuts are set to expire along with a huge drop in 
discretionary spending. The Congressional Budget 
Office’s “baseline prediction” encompasses poor 
outcomes for the short term economy, but also 
predicts future deficit decreases ($7 trillion in the 
next ten years) and a drop in public debt (14% 
lower in the next 10 years). However, GDP 
growth could drop from 1.1% to 0.5% and overall 
GDP could drop 5%. Employment will also creep 
back up another percentage point creating a very 
high probability of recession in 2013. The 
Congressional Budget Office’s alternative scenario 
would simply extend current tax cuts and only 
make minor cuts to discretionary spending. The 
deficit recovery would not be as strong, but 
recession-like conditions in the next year would be 
avoided. One of the major concerns with the fiscal 
cliff is the surrounding tax policy changes. Not 
only will the capital gains tax rate increase from 
15% to 20%, but the AMT will be retroactively 
applied to millions of taxpayers. A new patch 
would remove deductibles from childcare costs, 
charitable donations, and real estate taxes not only 
for future taxes paid in 2013, but also for those in 
2012 as well.   
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Congress and President Obama will likely resolve 
the fiscal cliff with a bipartisan agreement. 
Congressional leaders on Nov 16 began discussing 
a bipartisan solution, which involves a two-stage 
approach. The strategy is to make a down 
payment on the deficit for this year, then focus on 
overhauling the tax code and cutting government 
spending in the next year. However, the damage 
to the economy will not be completely avoided. 
First, uncertainty in the markets will worry 
consumers and drop consumer confidence which 
has only been increasing since the lull of the 
summer months. During the debt ceiling debacle, 
congress waited until the absolute last moment to 
finalize a deal. Overall consumer spending was not 
harmed, but then again, the debt ceiling is an 
abstract concept to the average consumer—a large 
tax increase on the average consumer’s income 
(especially during the holiday season) is easily 
understood. When a consumer hears about tax 
increases, the last thought on their mind is 
spending more money even in an economy that 
desperately needs a booming holiday season. 
Educated investors are affected as well. The threat 
of tax hikes occurring in a mere month and half 
has scared many wealth advisors into convincing 
their clients to sell off profitable stocks. Stocks 
sold next year come with a 5% capital gains tax 
increase. If those stocks are not expected to 
increase in value by at least 5%, selling now is a no 
brainer. Massive stock sell offs are never good for 
the markets, but the more important question is: 
where does that money go? The U.S. is doing little 
to keep its investors in good faith.  

In the short term, the U.S. economy will remain 
stagnant. Short term improvements in 
unemployment numbers will quickly revert to 
distressing values once temporary holiday season 
related jobs expire. Fiscal cliff uncertainty and the 
surrounding tax policy will coax investors out of 
the stock market further removing capital from an 
economy in dire need of investment. Unless an 
adjustment to QE3 or innovative developments in 
the natural gas sector improves economic 
conditions, investors will be incentivized to look 
outside of the U.S. 

 

QE3 

 

The Federal Reserve reaffirmed its commitment to 
quantitative easing in the minutes released from 
their most recent Federal Open Markets 
Committee meeting.  The Federal Reserve 
indicated that quantitative easing will continue 
into 2013.  Quantitative easing is an 
unconventional monetary policy in which the 
Federal Reserve buys long-term securities, in this 
case mainly mortgage backed securities, in an 
attempt to lower long term interest rates.  Low 
long-term interest rates reduce borrowing costs 
and supposedly stimulate the economy by 
incentivizing investment.   In September of this 
year the Federal Reserve released the third round 
of quantitative easing which consisted of a $40 
billion monthly mortgage backed securities 
purchase program.  In addition to that, the 
Federal Reserve indicated yesterday that it intends 
to reinstitute or replace “Operation Twist,” which 
is a program in which the Federal Reserve uses 
proceeds from the sale of short term securities to 
purchase long-term securities, lowering the long 
term interest rate and reducing the spread between 
the short and long term interest rates.  

In the short run, it is likely that the continuation 
of quantitative easing will inflate asset prices and 
positively impact the stock market.  Although 
major indices in the U.S. have gone down in 
recent months, one of the overall effects of 
quantitative easing is to raise stock prices since the 
resulting low bond yields motive investors to enter 
the stock market in search for higher returns.  By 
boosting the price of stocks, quantitative easing 
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could indirectly lead to higher consumer spending 
through the wealth effect.  However, quantitative 
easing could lead to negative economic impacts in 
the long run by causing further inflation and 
increases in commodity prices.  Since the first 
round of quantitative easing in 2008, the 
commodities index has increased 27% and the 
price of oil has increased over 100%.  Although, 
these price increases have not led to high inflation, 
a continuation of quantitative easing, which 
would further expand the money supply, could 
lead to high inflation in the long run. 
 

 

While QE3 had a positive effect on the stock 
market in the short term, there is only so much 
that lowering interest rates can do. The issue here 
is that there simply is not enough confidence in 
the market for people to invest, and rather, they 
are sitting on cash or investing them in 
government bonds. Interest rates are low but the 
demand for borrowing is not there. The Fed has 
exhausted its resources and the government must 
turn to its fiscal policy if it wants to see any long-
term changes. 

However, quantitative easing could prove to be 
overall beneficial to the economy in the long term.  
Over the past year we have seen housing prices 
increase substantially.  Lower interest rates could 
provide for a continued recovery in the housing 
market by opening the market to new buyers, as 
well as providing home owners with the means to 
refinance their mortgages.  By creating increased 
demand for housing, quantitative easing helps 
alleviate the downward price pressure created by 
the “shadow inventory,” which are homes in the 

foreclosure process.  Also, since quantitative easing 
promotes business investment, one of the key 
drivers of long term growth, by lowering interest 
rates, quantitative easing may help sustain a 
recovery in long term.  On the whole, the 
continuation of quantitative easing will likely 
manifest itself positively in the economy in the 
short run by boosting consumer confidence and 
spending.  However, in the long run the effect of 
quantitative easing is less certain as quantitative 
easing leads to inflation while at the same time 
promoting business investment. 

Although quantitative easing has the potential to 
spur business investment and consumer spending 
on housing, tighter lending standards prevented 
much of the money provided to the banks from 
entering the economy.  In fact, the Federal 
Reserve currently holds approximately $1.5 
trillion in excess reserves.  Prior to the recession, 
the Federal Reserve possessed at most several 
billion dollars in excess reserves.  This 
unprecedented level of excess reserves indicates 
that banks are not lending the money that has 
been provided to them in the various rounds of 
quantitative easing.  The Federal Reserve Chief, 
Ben Bernanke, acknowledged this problem earlier 
this week when he stated that lending standards 
have become too stringent and have prevented 
many credit worthy consumers and businesses 
from receiving loans.  Therefore, the United States 
cannot fully benefit from quantitative easing until 
lending standards are relaxed.  However, the 
entrance of a significant portion of the $1.5 
trillion in excess reserves into the market could 
cause inflation.  Further increases in commodities 
prices could derail the recovery by decreasing 
consumer spending in other sectors of the 
economy.  Given the current level of excess 
reserves, further quantitative easing may be unwise.  
Clearly, the money provided to banks is not 
stimulating the real economy as much of it 
remains in reserves.  Also, further increases in 
excess reserves create the potential for inflationary 
pressure in the future.  Apparently, the most 
effective way to stimulate the economy and prop 
up the recovery in the short run is to focus on 
lowering lending standards to a reasonable level. 
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Natural Gas 

Natural gas will be a major growth driver for the 
United States in the immediate and long term.  
Hydraulic fracturing, fracking, has allowed the 
U.S. to tap into reserves of natural gas, which has 
increased the natural gas supply at an exponential 
rate.  Consequently, the shale gas industry has 
grown 45 percent a year.  While five years ago, the 
U.S. was projected to become a liquefied natural 
gas importer, the question now is whether the 
U.S. should export natural gas, which will result in 
an increase in prices as demand rises to match 
supply. 
 
Already, shale gas accounts for 10 percent of the 
U.S. energy supply, and, since 2008, U.S. oil 
production has increased by 25 percent, higher 
than any other country’s increase in oil production.  
HIS predicts that this has resulted in a direct 
increase in 1.7 million jobs through extraction rigs, 
manufacturing equipment, and information 
technology related to pipe construction. According 
to HIS, this number is projected to be 3 million 
by 2020.  Even more importantly, natural gas 
from home is able to catalyze growth regardless of 
whether the U.S. decides to export its reserves.  
Supply outpacing demand decreased natural gas 
prices to a stable state around an average of $2.66.  
BCG recently estimated that the total cost of 
electricity, labor, and gas to make machinery in 
the U.S. is now lower than that in Japan, 
Germany, the U.K., France, and Italy. Averaging 
manufacturing costs in China is still projected to 
be lower than that of the U.S. in 2015 without 
taking into account transportation and taxes, a cut 
in cost advantage by 100 percent relative to China 
10 years ago. BCG further projects that U.S. 
exports in the manufacturing industry could add 
2.5 to 5 million additional jobs, with the biggest 
exports in machinery, transportation equipment, 
electrical equipment, and chemicals. 

In addition, U.S. companies are looking to 
reinvest in onshore plants.  Cheap natural gas is 
able to balance against the eroding cheap labor 
advantage in China.  International companies are 
also seeking to expand production plants to the 
U.S.  Examples include Toyota creating major 

plants in Kentucky and then shipping out to 
Korea and Siemens creating a gas turbine 
production plant in North Carolina to ship to 
Saudi Arabia.  The U.S. electric utility industry is 
also unsustainable, with Braggle Group estimating 
that the industry will need $1.5 trillion to $2 
trillion upgrades by 2010. Companies who are 
able to capitalize on infrastructure 
construction and infrastructure information 
technology for the natural gas pipeline 
network will be big winners to look out for in this 
field.  The network currently is able to transfer gas 
to locations within 48 states with above 90 percent 
efficiency without the risk of failure from natural 
disasters like Hurricane Katrina. 

U.S. companies have also made arguments against 
exporting natural gas reserves to keep demand 
from catching up with supply and driving prices 
up.  Yet, Obama will most likely drive Congress to 
allow exports to increasingly scale up because of 
external pressure to push economic growth.  
Economically, this is the most logical decision.  
China is currently in a difficult situation where 
they have the necessary technology but a shortage 
of water hinders the fracking process which 
requires millions of gallons to frack a single well.  
The most promising sign is the number of 
liquefied natural gas import terminals China’s 
building up with five under construction and a 
dozen currently being planned.  Argentina is 
having difficulty raising foreign investment, 
despite their natural gas supplies, after the 
country’s largest oil firm was grabbed by the 
government.  Europe’s pipe network lacks the 
coordination and information technology to keep 
it competitive while France has banned fracking.  
While Europe has imported from Russian 
Gazprom previously, it’s been adding more import 
infrastructure and is looking for new suppliers.  
The challenge now is getting approval with 
countries such as Japan, Britain, and India to 
begin exports.  The most successful export 
companies will be the largest here both because of 
economies of scale and the ability to secure 
government contracts. 

One challenge is the ambiguous environmental 
effects of fracking, which has been pointed at as a 
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source of drinking water contaminant.  The EPA 
is currently conducting an environmental effects 
study that will be completed in 2014.  However, 
given Obama’s stance throughout the campaign, 
priority to economic recovery was given over 
environmental concerns, giving natural gas an 
endorsement to create jobs.  Even with the 
additional costs to ensure the safety of fracking, 
additional costs are estimated by the IEA to be 
only an additional 7 percent. 

Ultimately, look to natural gas being a huge driver 
of growth especially from 2015-2020 when 
infrastructure currently being constructed will take 
off, and trade agreements will be finalized for 
exports.  The U.S. manufacturing industry has 
been largely stagnant, but, with decreasing input 
costs, we expect it to be soon on the rise again.  
Any industries that latch onto this wave will be 
brought up along for the ride. 
 

 India’s Opening 
Economy 

 
India has recently been viewed as a strengthening 
Asian economy; its tremendous labor force and 
cultural focus on education has given the economy 
the impetus it needs to grow at tremendous rates. 
With a current GDP of $1.85 trillion USD, it is 
the tenth largest economy in the world, with the 
second largest population. This growth and 
prosperity, however, is a recent achievement.  
 
Until the early 1990s, India adopted a very strict 
protectionist trade policy, aiming to support 
domestic industries through high tariffs and 
import quotas. While it aligned its policies with 
the theories of infant industry protection and 
import-substituting industrialization, it hurt its 
own national welfare. India was poorer relative to 
the United States in 1980 than it had been in 
1950, one year after its independence. Even today, 
India continues to actively use trade policy to 
encourage domestic manufacturing; it pursues 
liberalizing and protectionist trade policies 
concurrently to have limited effect on world 
markets. Still, India’s tariffs have lowered 

considerably from their prior levels, while they are 
higher than many other countries, including 
China’s. In 2009, the mean weighted tariff rate in 
India as 8.2 percent while China’s was 4.2 percent. 
In 1990, India’s mean weighted tariff rate was 56 
percent. 
 

 
 
While India continues to liberalize its tariffs slowly, 
there is a great deal of political pressure within the 
country, especially from the agricultural sectors, to 
maintain high tariff rates and protect home 
markets from fluctuating foreign prices. India is, 
however, opening its economy in other ways. By 
allowing more foreign competition within its 
borders, the new, more open Indian market will 
increase productivity through an increase in 
foreign competition and foreign direct investment. 
This will allow for investment opportunities in 
markets such as retail and air travel.  
 

 
 
Traditionally, Indian aviation and supermarkets 
have remained closed to foreign firms. Foreign 
supermarket chains such as Wal-Mart and 
Carrefour SA were not allowed to set up any stores in 
India, but they were allowed to participate in the 
wholesale market. However, increasing political 
pressure on Singh’s government due to the slowing 
economy has caused these regulations to be relaxed. 
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Foreign firms can now own up to 49 percent of 
Indian aviation firms and 51 percent of domestic 
supermarket chains. In an effort to make peace 
with concerned state departments over the 
displacement of millions of small storeowners, 
states are allowed to choose whether to implement 
the new supermarket policies or not. It is 
undeniable that states such as Delhi and 
Karnataka, whose business have always received 
great support from foreign investment, will choose 
to adopt this policy moving forward. In fact, Wal-
Mart is already pursuing a 51 percent in a new 
front-end retail company with whole giant Bharti 
Enterprises. 
 
Additionally, these new measures will help to save 
the airline industry from collapse. Due to cash 
shortages in Indian aviation, airlines have been 
defaulting on their payments and delaying salaries. 
Now they are free to pursue foreign investors who 
can provide them with the capital they need to 
make ends meet. In addition, the inefficiencies 
that airlines are currently experiencing can be 
alleviated through the help of foreign firms with 
more experience. Indian airlines have been posting 
losses for several quarters and revenues have been 
unable to cover operating costs for several large 
firms.  For instance, the operating margin for 
Kingfisher stands at 0.12 while it is negative for 
Jet Airways  at -8 .25 percent and Spice Jet at -6 .7 
percent. By allowing foreign companies to come 
in and invest in these firms, they will have 
renewed access to capital, new technologies and a 
wealth of knowledge to save the hurting industry. 
Analysts speculate a great potential for growth in 
the Indian airline industry; the number of 
passengers is rapidly increasing and the steady 
increase in PPP allows consumers to consume 
more.  
 

 
 

Overall, these two measures indicate a new shift in 
Indian economic policy: one towards an 
increasingly open market that is responsive to 
foreign direct investment. In 2011 alone, the 
number of foreign direct investment projects 
increased in India by 25 percent, a figure the 
government wholeheartedly welcomed. In fact, 
they have been working to further increase this 
figure.  In addition to the new allotments of FDI 
in aviation and multi-brand retail, they have also 
allowed up to 74 percent investment in the 
broadcast sector, 100 percent investment in single-
brand retail and 100 percent investment in 
developing cold chain, which will help to satisfy 
demand for efficient food supply systems.  
 
These new initiatives all lead to an optimistic 
outlook for India’s future. With increased foreign 
direct investment, Indian firms and the economy 
as a whole could have more access to stable capital 
and technology. Most importantly, the partnering 
firms will be able to draw on the experiences of 
larger foreign firms to make Indian markets more 
efficient and cost-friendly. Perhaps the most 
encouraging sign is the willingness of the Indian 
government to open the economy to foreigners. 
With increasing investment and efficient business, 
the Indian economy could soon be looking to 
rebound to the fast growth that they have been 
accustomed to over the past few years.  
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 Brazil 
 

Brazil is the world’s sixth largest economy and the 
largest economy in South America with an annual 
GDP of $2.5 trillion. Soon after the start of the 
millennium, Brazil came to be referred as the 
“Country of the Future”- a tag that reflected the 
impressive growth rates achieved by its economy. 
Over the last two decades, Brazil’s Annual GDP 
growth rate has averaged at 3.18% with a 
maximum of 10.1 % in 1995 and a record low of 
-3.15%. There have been periods of  high and low 
growth but the general trend has helped the 
economy in pulling millions of people out of 
poverty. However, the economy still has lots of 
ground to cover if it is to compete with the 
economic superpowers of the world. Surpassing 
UK’s GDP value was a major talking point 
regarding Brazil’s potential of being the “country 
of the future”. This potential, however, is not as 
simple as it seems. For example, Brazil has a 
population three times that of the UK and in 
terms of being close to British standards of living, 
the country still has a long way to go. This is best 
illustrated by a comparison of GDP per capita 
figures. Yes, Brazil has a larger economy than 
Britain but with per capita GDP of around 11,720 
USD compared to Britain’s 36,510 USD, it has 
lots of ground to cover. 
 

 
 
The impact of the global financial crisis in the post 
2008 period was definitely felt by the Brazilian 
economy. However, Brazil was one of the first 
emerging markets to enter recovery mode from the 
dip in 2008-2009 with annual GDP growth rate 
picking up as high as 9.3% in 2010. Following 
this impressive recovery in the immediate 

aftermath of the financial crisis, however, the 
economy started slowing down once again. Even 
though GDP growth rates are positive, current 
growth is extremely slow, bordering at around 
0.5% in Q3 2012. The Brazilian government 
often argues that growth could not be sustained 
because of austerity measures in the Eurozone and 
the slowing down of China– both regions are 
major trading partners. However, many analysts 
argue that Brazil’s lack of sustained growth has 
more to do with domestic constraints rather than 
with the cyclical slow down in the global economy. 
 
These domestic constraints can be attributed to a 
lack of investment in infrastructure by the 
government. Fixed investment in Brazil is just 
around 20% of GDP compared to about 30% in 
India and around 48% in China. This has meant 
that the country’s road and telecommunication 
network are not sufficient to support the 
economic growth it hopes for.  
 
According to the World Economic Forum, Brazil’s 
quality of infrastructure ranks 104th out of the 142 
countries included in the survey. Brazil is behind 
all the other BRICS in this particular aspect of its 
economy (China, India and Russia rank 69th, 86th 
and 100th, respectively). Brazil’s infrastructure 
worries have been worsened by ineffective 
administrative agencies and political uncertainties. 
The government has planned to inject a total 
amount of $83 Billion into the country’s 
infrastructure between 2011-2014. This, however, 
is just 1% of GDP and analysts predict that this 
rate is still insufficient if Brazil is to keep up with 
the rest of the BRICS.  
 
The Rio Times Newspaper made note of domestic 
constraints in an article earlier this year in which it 
discussed important results from a recent KPMG 
2012 Competitiveness Alternatives survey. The 
survey, which studied the economies of Brazil, 
India, China, Mexico and Russia, found Brazil to 
be the most expensive country for doing business. 
In terms of competitiveness, Brazil had the least 
cost advantage of all the countries measured, only 
7% higher than the United States. The report 
highlights important shortcomings in the 
domestic economy that have hurt its climate for 
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business. The most important of these 
shortcomings are high labor costs and complicated 
and burdensome tax structures that keep changing. 
While Brazil has a low minimum wage rate, one 
must take into account that the cost of 
maintaining labor is high in Brazil due to the high 
level of benefits that businesses have to pay their 
employees in line with the government’s policies 
that have been largely welfare-focused in the past. 
These benefit payments, together with high taxes, 
reduce cost advantages for Brazilian businesses. 
From an investment standpoint, this requires a 
well thought-out strategy that allows for a 
significant margin for fluctuations in tax burdens. 
 
The uncompetitive environment for business in 
Brazil is also fueled by various other complexities 
such as high leasing costs for industrial facilities. 
These issues that greatly undermine any efforts to 
stimulate investment by lowering the interest rate. 
It is generally understood that Brazil is an export-
based economy. Though, upon closer inspection it 
becomes clear that domestic consumption and 
expenditure by government are the biggest engines 
for stimulating the economy. Exports are a mere 
9% of GDP for Brazil – considerably low 
compared to other emerging economies. (India 
and China’s exports contribute approximately 
15% and 27% to GDP, respectively) Moreover, 
Brazil’s Current Account deficit as a percentage of 
GDP has been increasing recently, indicating a 
strong presence of domestic forces in the economy. 
Even though such figures are contrary to Brazil’s 
international perception in terms of exports, they 
present an interesting upside for the economy. An 
immediate effect of changing expenditure patterns 
due to the effects of a global slow down would be 
a reduction in expenditure on imports and more 
reliance upon the domestic economy. Since 
imports are a greater part of  Brazil’s interaction 
with the international economy, reduced 
expenditure on imports will outweigh the effect of 
reduced revenues from declining exports and will 
help catalyze growth. 
 

 
 
Brazil is not as exposed to international economic 
events as other emerging economies, allowing it to 
have substantial growth in times of global 
meltdowns, which has been the case in the past. 
However, now at the brink of overheating with 
unemployment fairly low and a rising middle class 
fueling consumption expenditure, Brazil needs to 
expand – not just its GDP but also its supply 
potential.  
 
Government and Regulation 
 
The country’s president is currently Dilma 
Rousseff from the Workers’ Party. Guido Mantega 
heads the Finance Ministry. 
 
The Brazilian capital markets and financial 
systems are regulated and monitored by the 
National Monetary Council (Conselho Monetário 
Nacional - "CMN"), the Brazilian Central Bank 
(Banco Central do Brasil - "Central Bank") and 
the Brazilian Securities and Exchanges 
Commission (Comissão de Valores Mobiliários - 
"CVM"). 
 
The BM&FBOVESPA is the main stock exchange 
in Brazil. 
 
As of now, President Rousseff’s government is 
faced with a number of challenging policy trade-
offs—all in an attempt to steer the economy to the 
path of growth it enjoyed in the past. 
Traditionally, inflation has been one of Brazil’s 
most persistent worries. Demand-led growth has 
exerted inflationary pressures on the economy. 
These pressures have often been escalated by the 
rise in input costs owing to the country’s weak 
overall infrastructure. In the years of growing 
exports, the Brazilian government had been very 
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active in terms of its open market operations to 
calm down appreciation of the currency. In the 
past, this increase in money supply and the 
additional pressure on price levels have increased 
the opportunity cost of maintaining a competitive 
exchange rate.  
 
More recently, however, particularly due to the 
slowing down of Western economies, demand for 
commodities has fallen considerably. This has also 
had an impact on Brazilian currency. The 
Brazilian Real has weakened considerably, 
currently trading at almost 2.0462 BRL to the US 
dollar. This also signals the need for Brazil to 
initiate measures to strengthen its domestic 
framework and move away from commodities-led 
growth to other sectors in the manufacturing and 
services industries. 
 
The government suggests that the low exchange 
rate will help revive exports especially by 
increasing competitiveness in the battle with other 
low cost producers for many common exports 
such as Argentina and China. On the other hand, 
Rousseff’s government has used the country’s 
interest rate as the chief policy instrument to boost 
recovery. Brazil’s interest rate – currently at 7.25% 
after being dropped recently in the beginning of 
Oct ’12 – is at a historic low (5% points lower 
than in August 2011). 
 
Bullish on Brazil 
 
According to the IMF, the Brazilian economy 
should grow 3% in 2012 and 4% in 2012. 
 
Due to the size of its internal market, Brazil is not 
as dependent on foreign trade as much as other 
successful economies are.  In the past, especially in 
times when its major export partners have been 
reducing their import bills, Brazil has enjoyed 
significant and sustained economic growth. As of 
now, the structural trends in the composition of 
the population and the income structure are 
signaling a strong potential for growth, at least in 
the long term, if not in the immediate period 
ahead.  
 

 
 
51% of Brazil’s population is under 30 years of 
age. Urban unemployment is at 5.4% - much 
lower compared to other emerging economies of 
the region such as Argentina or Venezuela (both 
are in the higher 7% range). Brazil has a growing 
middle class. As of now, the middle class accounts 
for about 50% of Brazil’s population compared to 
40% in 2000. This trend in an increasingly large 
middle-class that is reasonably employed suggests 
that particular consumer oriented sectors of the 
economy are likely to see growth in the long term. 
Amongst these are many consumer durables such 
as electronic appliances, apparel manufacturers, 
fast food chains etc. These sectors generally have 
relatively limited exposure and a dependency on 
the global economy, in general, and the Western 
economies, in particular.  
 
Therefore, if Brazil can work towards investing in 
its infrastructure to remove the current bottlenecks 
faced by its local industry, the current trend of low 
unemployment combined with wage increases and 
the present boom in credit will help fuel 
consumption-led growth in GDP. 
 
Telecommunication and 
Infrastructure 
 
Even though there are a lot of uncertainties in the 
current climate surrounding Brazil, most of which 
are tied with situations in the global economy and 
the lack of fixed investment in infrastructure, the 
onset of the 2014 FIFA World Cup and the 2016 
Summer Olympics has prompted the government 
to take decisive action. The government has 
repeatedly expressed its desire to encourage 
improvements in infrastructure to allow for greater 
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domestic efficiency as well as to prepare the 
country for two major international sporting 
events. 
 
On August 15 2012, President Rousseff indicated 
her government’s interest in holding auctions in 
order to invite the private sector into investing and 
managing the infrastructure sector. The venture is 
focused on toll roads totaling around 4700 miles 
and railways covering around 10000 Km. The 
total level of investments involved in these plans 
has been predicted to be around $66 billion, with 
the government suggesting that half of this 
expenditure is to be made in the next 5 years. This 
initiative and many more that seem to be in the 
pipeline have the potential to rally the various 
commodities’ industries such as steel, iron ore and 
cement that have been slowing down due to the 
global recession. 
 
For a population of around 200 million people, 
there are about 250 million cellular lines in Brazil. 
For a country that is looking to expand its wireless 
networks including 3G and other forms of cellular 
data coverage, telecom companies such as 
Telefonica Brasil and Oi (both traded at NYSE) 
might be worth consideration. Again, in light of 
the coming attractions in Brazil, together with the 
boost in the tourism industry, the telecom 
industry has substantial potential for growth. 
 
Also, from an investment point of view, the largest 
injection of capital in the future seems to be 
heading towards the electricity sector followed by 
telecommunication, toll roads and construction. 
 
One apparent area to exercise caution seems to be 
the Brazilian housing market. Given the 
macroeconomic situation that the economy is 
going through, it seems like housing prices, 
especially because of the recent increase in 
mortgage financed homes, are in a bubble which is 
likely to burst soon. 
 
Banking Sector 
 
In the previous years, Brazilian banks have been 
looked upon favorably. The banking sector has 

been viewed as fairly reliable in terms of managing 
risk. A particular factor that has had a significant 
influence on the stability of Brazilian banks, in the 
past, is that the five largest banks in the country 
handle around 76.1% of the country’s deposits. 
Brazilian banks have also maintained quite strict 
capital ratios, significantly above the country’s 
regulatory minimum ratio of 11% and the Basel 
minimum requirement of 8%. More recently, 
however, stocks of Brazilian banks have shown 
volatility because of a recently sluggish economy at 
home, low interest rates and a rising default rate 
on loans as consumers engage heavily in credit-
financed consumption.  
 
Stocks 
 
Investors, especially those in the US, who have 
been focused on stocks in Brazil, have looked at 
huge multinational corporations in various 
industries, which have shown continuous promise 
of long-term growth.  Among the Brazilian 
companies that are often looked at are oil 
manufacturer Petrobras, steel producer Vale and 
aircraft producer Embraer. However, there are 
other retail companies such as Brasil Foods that 
can witness higher revenues due to the increase in 
consumption, which seems quite likely in the 
future. 
 
Since 2000, the Brazilian stock market has grown 
by about 235 % compared with 1% for the S&P 
500 and 5% for Hong Kong’s Hang Seng Index. 
The general trend in the Brazilian stock market 
has, therefore, been better relative to other 
emerging economies. The best opportunities for 
generating higher returns on investment are, again, 
in companies fueled by consumption of retail 
goods and in others that will expand operations in 
preparation of the two upcoming international 
sporting events.  
 
Debt 
 
Brazil’s credit rating stands at investment grade 
BBB. Government bond yields are currently at 
around 9.4%. This, coupled with the fact that the 
government is going to lure more money into the 
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economy in light of its recent efforts at boosting 
infrastructure, suggests that Brazilian debt is a 
reasonably safe investment at this point in time. 
Also, buying Brazilian bonds may prove to 

generate higher returns in the long run compared 
to other asset classes that are subject to taxes on 
foreign investment. 
 

  



 

 

16 

W h a r t o n  T r a d i n g  G r o u p  –  U n i v e r s i t y  o f  P e n n s y l v a n i a  

Global Macro Team 
 

 
Head:  Anson Hwang 
 
 
Editor: Bharat Nagaswami 
 
 
Contributors: Calvin Casalino 
 Pratyusha Gupta 
 Bilal Khan 
 Nick Liu 
 Olivia McKelway 
 Bharat Nagaswami 
 Chris Nugent 
 Kirill Peretoltchine 
 Michael Sacks 
 Yaou Wang 
  

 

 
 
 

The Wharton Trading Group was founded in the Fall of 2006 by Michael Dworkis and Krishna 
Kantheti. While the club’s leaders have changed, the goal of the club has not. The Wharton Trading Group 
aims to familiarize students with the world of investing/trading, focusing on equity and commodity 
markets.  We also aim to connect financial firms with top undergraduate students from Wharton and the 
broader Penn community. 

It is currently led by Ronak Gandhi and Bobby Rubin, along with a dedicated board.  


