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External Debt Ana|y3i5 Domestic and External Financial Equilibrium

Objectives: What is disposable income?

Y = gross income - imports & taxation

. Examining the robustness of debt-driven growth Y=C+I+G+X—M-T+ (KM= K flight)
and the sources of vulnerability

. . S Savings=Y -C
. Assessing debt servicing sustainability , i.e.,
liquidity & solvency prospects (S-1)+ (T-G) = (X-M) +(KM-KF)
Early warning indicators of upcoming debt crisis?
. Analyzing debt restructuring workouts
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http://www.developingfiannce.org/

Boosting savings to finance investment
without external deficit

ifS<lI X<M
< atrade imbalance is always rooted in low
savings and excessive domestic spending
(absorption).
It requires macroeconomic correction
(interest rate hike, devaluation, 1 taxation,
credit reduction, 1 reserve requirements...)
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Number of sovereign debtor countries in default/year

Roots of external financial crisis

.

* Exchange rate adjustment + control of the money
supply: decrease in creation of reserve money +
decline on money multiplier of the deposit money
banks + interest rate rise + increase in reserve
requirements

* Fiscal adjustment + cuts in public spending

* Structural measures to stimulate competitiveness
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Source - Standard and Poor's, Crédit Agricole S.A.
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External sovereign debt defaults and reschedulings, 1800-2007 /13
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Fitch-Rated Sovereign IDR Defaults (1995-2011)

Argentina: Defaulted on more than USD8O0 billion of sovereign foreign currency bonds in December 2001, most of
which were held by non-residents. Debt default partially cured in 2005, but some holdout investors remained,
constraining the rating to ‘RD’ until July 2010

Dominican Republic: Distressed debt exchange in 2005 affected more than USD1.1 billion of eligible foreign
currency-denominated bond debt.

ador: Missed coupon payment on its 2012 global bor lowed by an announcement that the government
would selecfivel rating was lowered to ‘RD’ in December 2008

Indonesia: Paris and London Club rescheduling operations in June 1998; further rescheduling in 2000 and 2002.
Indonesia maintained payments on the single Fitch-rated sovereign bond outstanding at the time.

Moldova: USD75 million eurobond restructured in 2002, followed by a Paris Club deal.

Russian F ion: E; i , Fitch dates default to August 1998. Although this was when the
Russian Federation defaulted on its local currency debt, it began to incur arrears on foreign currency debt owed to
the Paris Club official bilateral creditors very quickly afterwards. Defaults on foreign currency debt instruments held
by private creditors occurred in 1999, although payments on Russian Federation eurobonds were maintained and
honored

Uruguay: Distressed debt exchange in March 2003 affecting more than USD5 billion of sovereign foreign currency
debt, mostly held by non-residents.

amaica: A coercive debt Ex:hange in Februaly 2[!10 affected>the country’s domestic debt, which included foreign

currency currency rating applied

RD - Restricted default.
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Why/When does a financial crisis erupt?
Gross and Net Flows

Ne't' Transfers=
> Net Flows - Interest Payments
= Total debt service payments=
¥ Principal payments + Interest payments
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External Debt Analysis

FLOWS: Balance of payments analysis and capital flight

= Liquidity

= Sustainability of external debt strategy (refinancing,
market access, rescheduling, restructuring..)

STOCKS: Structure of debt by creditors, maturity (ST/LT),
currency and interest rates (fixed/floating)

= Solvency ratios
« London Club debt : secondary market discounts
= Spread/margin over US T Bills and CDS
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IIF’s analysis of Capital Flows 2011-2014

e=IIF estimate, 1=IIF forecast



The current account of the balance of payments US$ 6-month LIBOR

From less liquid items _
Export of goods f.o.b.  toward more liquid items! USSLIBOR
Imports of goods f.0.b.

Exports of non-financial services

Imports of non-financial services

Investment income (credit)

Investment expenditures (debit) FPESIPLPPF S O O IR
+ (-) Private unrequited transfers
+ (-) Official unrequited transfers
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Time lag, elasticities and the adjustment
mechanism: “J curve” 4 Reducing the trade deficit?

Trade Balance

= Import elasticity of domestic economic
growth

OM/ &Y = Income elasticity of demand for
imports: percentage of (induced) change in
imports divided by the percentage of

Time path of the trade balance adjustment change in income: if M double while Y is
growing 50%, the value of income
elasticity = 2.

TIME
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Trade elasticities: What about the price effects of
exchange rate changes on the BOP?

Import demand elasticity to prices =
OMD/ AP $<07?

Terms of trade (deterioration post devaluation): it takes more units of
Exports to buy x units of imports

Export elasticity to foreign demand change =
OXIOFDS$ >0?
This elasticity depends on foreign demand and on trade competitors

Supply elasticity to foreign demand =
AS/ AFD > 0?

This elasticity depends on the availability of finance, equipment,

(imported) inputs, labor...
MH BOUCHET/Skema (c) 2014 17

The Capital Account

From less liquid items to more liquid items!

Capital account
+ (-) Direct investment (non debt creating flows)
+ (-) Portfolio investment (NDCF)
+ (-) Other long-term capital (private + official)
+ (-) Other short-term capital (private + official)
+ (-) Net errors and omissions
+ (-) Counterpart items
+ (-) Change in reserves

= Capital account balance

+ Exceptional Financing (or arrears) g

MH BOUCHET/Skema (c) 2014

Devaluation: the day after
key role of elasticities = ratio of two variations

Supply elasticities

Demand elasticities H

A +Domestic production = A - Domestic consumption

A +Foreign demand A+ Import prices

N
A Foreign demand

A - export prices
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GREECE: BOP Errors and Omissions ($ million)
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GREECE: Current Account/GDP in %

" "
1981-2019 Brazil: Current Account/GDP in %

$1/9891-2000098 1999 2000 2001 2002 2003 2004 2005 2006 20 08 2009 2010 2011 2012 2013 2014

OCA/GDP
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Liquidity and Solvency Thresholds

External Debt Analysis:
The dual face of Country Risk

Liquidity Risk Solvency Risk = Debt/GDP < 66%*
Debt/Exports < 150%

< Debt Service Ratio: = Debt/Export ratio
(P+1/X) + Debt/GDP ratio Reserves/months of Imports > 6 months

= Interest Ratio (1/X) = Debt/Reserves
< Current account/GDP = ST Debt/Total Debt
= Growth rate of exports/ - ST Debt/Reserves

PRI GABIE] = Reserve/Import ratio
Interest rate

= Debt Service ratio < 33% of X
Interest/X ratio < 25%

* average debt crisis threshold 1970-2010 Reinhart/Rogoff (Maastricht)
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OVERALL NATIONAL DEBT BURDENS % GDP GREECE: Public Debt/GDP in %

2001 2002 2003 2004 2005 2006 2007 2008 2009 2010 2011 2012 2013 2014 2015 2016 2017
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Brazil: Reserve/Import Coverage Ratio 180 Thailand: External Solvency ratios 120
months of import
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The debt trap in a nutshell External Debt Analysis |

How to stabilize the Interest/Export ratio?
« » « »

- ioi inki i = Large primary fiscal deficit =
= Deficit Sh”nkmg with ge p y Necessary condition: the growth rate of exports must be at least

spending cuts + wage higher consqn_wptlon = larger equall to the average interest rate on total external indebtedness
external deficit = larger

reduction + tight f'scal unfunded financing Interest payments grow every. year at the average
and monetary policy = requirements = interest rate time * overall indebtedness

GDP fall = - GDP rises = « stop & go » =
= solvency ratios worsening < Rating downgrading! LIBOR
= Rating downgrading = Higher borrowing
= Higher borrowing costs requirements

S += Average growth rate df Exp
Goods & Services
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External debt Analysis Il

r = average rate of interest and g = average GDP growth rate

« DEBT t= DEBT t-1 * (1+r) — Primary Budget Balance
= GDPt=GDP t-1* (1 + Q)
< DEBT t= DEBT t-1 * (1+r) — Primary Budget Balance

GDP  GDPt1 *(l+g) GDP

Reducing DEBT= Reducing r, increasing g, or boosting primary surplus
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External Debt Analysis 1V
How to stabilize the Debt/GDP ratio?
Necessary: condition: Deficit must be < (Debt/GDP * GDP growth rate)
g = growth rate of GDP and d = deficit/GDP ratio
DEBTt=DEBTt-1+DEFt-1 DEF=d*Yt AYt=Yt1(1+g)

DEBTt =DEBTt1 +d*Yt1
Yt Yt

DEBTt = DEBTt1 * Yt1 + d
Yt Y t-1 Yt 1+g
=(1)* DEBTt1 + d = di+g

1+g Y t-1 1+g 1-(1/1+g)

So, if DEBT/Y < 120%, DEF should be < 3% for a 2,5% GDP growth rate
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External Debt Analysis 111
How to stabilize the Debt/GDP ratio?
Necessary condition: Deficit must be < (Debt/GDP * GDP growth rate)
If Debt/GDP= 85%

If GDP growth = 2%
Then deficit must be < 1,7%

(g
Deficit —\\@__

Average Debt/GDP

OR : OB/ 0 MIANAGEMENT |
Risk Categories || no. Indicators Risk Data Source
1. Real Economy Assessment Frequency
-0 1 GDP growthrate - % perfarmance quarterly WB
"0 2 Budget Deficit/GDP - % overheating quarterly WEB/IMF
only >0 3 REER 2005=100 competitiveness | quarterly BIS
-, 0 4 Credit growth % overheating quarterly WB/IMF
"+, -, 0 5 CPI% overheating quarterly IMF & CB
2. External Finance
"+,-,0 6 current account/GDP - % competitiveness | quarterly IMF&IIF
only >0 7 DSR - % XGS. liquidity quarterly IMF&IIF
only >0 8 Ext. Debt/Exports % liquidity quarterly IMF&IIF
only >0 9 Ext. Debt/GDP - % solvency quarterly IMF&IIF
"+, 0 10 | Reserves coverage - months liquidity quarterly IMF&IIF
only >0 11 Net Ext Liabilities/GDP% sustainability | quarterly BIS/IMF
only >0 12 Reserves/ST DEET - % liquidity quarterly IMF
3. spill-over
only >0 13 | Trade openness ratio - % ‘l performance | quarterly | WB
only >0 14 | Capital Flight / Reserves - % | capital flight | quarterly | BIS
4. Risk Ratings
inbp 15 S-year CDS default weekly Bloomberg
only =0 16 Corruption Index governance annual T
only =0 17 Credit Rating risk assessment | randomly S&P
only=0 18 Human Developt Index governance annual UNDP
only >0 19 Doing Business index performance annual WB




Vietnam’s external debt outstanding

Total external debt: US$56 billion

= Debt/GDP= 55%
= Debt/XGS= 50%
= Debt service ratio/XGS < 5%
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Vietnam’s international bank debt
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Vietnam’s total external debt: uss$s6 billion ()
o/w <30% ST

OBanks
20566; 36% | OIFls
\ O Bonds
m Paris Club
OOther
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VIETNAM’s international bank debt
on Vietnam= US$ 20,6

b|II|on as of end-12 (o/w 24% from UK banks,

17% from French banks, 11% from US banks)

= 0/w US$4,8 on the non-bank private sector.

= Short-term debt: US$8,5 billion

< Undisbursed credit commitments: US$0,92 billion
e in international banks:

US$ 4,9 billion

< o/w Deposits of private nonbank agents:

US$1213 million (US$360 million end-2005)

MH BOUCHET/Skema (c) 2014

10



Vietnam-Net Liquidity Ratios

VIETNAM me o ww o we o om oamo
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