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SKEMA BUSINESS SCHOOL
Country Risk Assessment

“Turning uncertainty into opportunity”
Introduction Sophia Campus

O 7

WHY IS COUNTRY RISK ON THE
FRONT BURNER IN FALL 20187

* Political upheaval in Tunisia, Spain, Ukraine, o
Turkey, Brazil, Greece, Venezuela ....

* Debt default in Cuba?

* Geopolitical turmoil in North Korea

* European export headwinds from stronger €

* Soft/Hard landing in China? Bubble bursting?

* Upcoming rate hike = Looming bond crisis?

* Risk of currency crisis in EMCs + Capital flight

Risk of spill-over is permanent!

MH BOUCHET/SKEMA (c) 2018
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TURKEY’S VULNERABILITY AT END-2018=
EXCESSIVE BORROWING REQUIREMENTS IN FOREIGN CURRENCY + LARGE ST DEBT TO BE ROLLED-OVER +
LARGE AMORTIZATION ON LT EXTERNAL DEBT ($170BN DUE FOR THE WHOLE YEAR 2018) + SUBSTANTIAL
CURRENT ACCOUNT DEFICIT
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THE BANKER GLOBAL RISK ASSET MANAGEMENT SURVEY=
WHERE DOES RISK COME FROM?

Risk criteria

B Economic Growth
= Regulatory
environment

W Legal framework

B Socio-political stability

63%-= socio-political risk!

Source: FT
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DELOITTE’S SURVEY OF RISK
MANAGEMENT:

« IS YOUR
ORGANIZATION
EFFECTIVE IN
MANAGING
RISKS? »

e | 2
————
iy I
courerpary [ <o
property and cascalty” | 76
Regulatory/compliance _ 76%
Budgeting/finandial _ 73%
voraiy: [ 735

Catastrophe’— 56%
N
~eegporics [ %~

e —————

MH BOUCHET/SKEMA (c) 2018

SOVEREIGN DEBT IN DEFAULT, BY DEBTOR

Latin America + Asia +
Latin America
Brady Plan
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SOME OF THE BIGGEST SOVEREIGN DEFAULTS SINCE 2000:

Argentina, $82 billion, December 2001: Insolvency cycles since 1827. New partial
default in end-2014

Ecuador, $3.2 billion, December 2008: Default on $31 million interest payment, in
the wake of Ecuador’s 1999 default. In June 2014, $2 b. of 10-year bonds in return to
capital markets

Jamaica, $7.9 billion, February 2010: Public debt as a share of GDP (both domestic
and external) reached 130% in 2010.

Greece, $138 billion, March 2012: (first sovereign default in the 4th century BC, by
10 Greek municipalities). Greece failed to record a budget surplus since 1973. €110
billion bailout from the European Union and IMF in May 2010 + €86 billion bail-out in
mid-2015

Many defaults in EMCs in 2017-2018, including Mozambique and Congo

MH BOUCHET/SKEMA (c) 2018

COUNTRY RISK SEMINAR

P Five key objectives:

Identifying the key components of

» 7 academic tools

1. ABook (McMillan-Palgrave 2018)

country risk (economic, financial, 2. 12 course sessions with lectures and
socio-political, regional) debates

Grasping the new challenges of 3. Students’ group work: oral presentation of
country risk in the global economy breaking news

(spill-over and contagion!)

Identifying the sources of
information and economic
intelligence

Exploring the various techniques for
risk analysis and risk mitigation

Focusing on both EMCs ... and OECD

4. Solvencia Case study
5. Country Risk Research report
6. A Mooc (15 videos + slides)
7. Background documents

http:www.developingfinance
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WHAT IS RISK?

» “Risk means more things can happen than will happen.”

Elroy Dimson

Risk is always related to uncertainty, i.e.,
a deficit of information!

“It is always wise to look ahead, but difficult to look further than you
can see.”
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DEVELOPING FINANCE

La globalisation

Country «
50 o Introduction a l'économie
Political Risk  du nouveau monde

IMF, World Bank, IFC & MIGA
UNCTAD & UNDP

BIS, OECD, EBRD

Coface, Euler-Hermes
Moody’s, S&P, Fitch \(
Euromoney, Institutional Investor .
CIA & US State Dept, ICRG - -

20 Edition

Transparency International MANAGING
HiSCOX, AON, COntrO| Group 2 GUUNTHY HISK E'.{ EULER HERMES Empower Results®
DEFI www.developingfinance.org S IN AN AGE OF et 0] [a]6(S
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TEXTBOOKS & RESEARCH PAPERS

1. Bouchet, Goguel, Fishkin: Country Risk Management, Palgrave, 2018
2. Bouchet, Clark & Groslambert, « Country risk assessment », N.Y. Wiley

3. Bouchet, M & Groslambert, B: « Governance & Country Risk », in
Governance and Risk in Global and Emerging Markets, Palgrave

4. Bouchet MH, « In search of a country risk barometer? », World
Financial Review, Summer 2013

5. Bouchet MH: « Capital Flight as early warning indicator of country risk »:
Oxford Economics-2015

6. Peter Bernstein, « Against the gods- The history of Risk », Wiley 1998
7. L.van Efferink, Country risk analysis, FMS, NIBESVV, Amsterdam

ALL FILES on : www.developingfinance.org
+ Skema Knowledge K2 + UDEMY MOOC

skema ‘Lo (&) 4o
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WHY DAILY REVIEWS OF COUNTRY RISK NEWS ARE SO IMPORTANT
FOR THE SEASONED RISK ANALYST?

Market Data ———> Economic

Intelli \ - 1
ntelligence Risk Analysis

Risk/Opportunity:
Options analysis
and scenarios

Strategy map —_ Market-based
decision

MH BOUCHET/SKEMA (c) 2018
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» What we shall not do: learning a few techniques and using
tools just for the sake of making abstract calculations!

»What we shall do : Using a wide range of methods of risk
analysis to enhance the quality of economic intelligence

> Don’t present breaking news but instead break the news down
while keeping a close eye on the markets (FT, Reuters,
Bloomberg, EIU, The Economist, CIA reports, IBRD news, IMF...)

Get access to key websites with reliable sources of risk
information: Bloomberg, S&Ps, Moody’s, CIA, BIS, IMF, WB, IIF,
Paris Club, WEF, Coface, DEFI: www.developingfinance.org

ORGANIZATION OF THE COURSE

10 groups of 3 students

» 10 sessions with concise “Country Risk Hot Spots” < 15 minute
oral interventions focused on country risk topics: what is on the
front burner? Random calls!

» Each group works on a specific Country risk strategy report
(Word or PPT : to be submitted on final session) 25 slides or 12 pages

» Case study: Solvencia
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COURSE ORGANIZATION FMI SOPHIA CAMPUS

MONDAY MONDAY THURSDAY FRIDAY TUESDAY THURSDAY
SEPT 17 SEPT 24 SEPT 27 SEPT 28 OCT 16 OCT 18
SESSION 1 SESSION 3 SESSION 5 SESSION 7 SESSION 9 SESSION 11
Introduction: Group 1 Group 3 Group 5 Group 7 Group 9
What is Risk? BOP Debt restructuring Political Risk Political Risk Capital Flight
Liquidity analysis PRINCE MODEL
Quiz Solvency
SESSION 2 SESSION 4 SESSION 6 SESSION 8 SESSION 10 SESSION 12
What is Group 2 Group 4 Group 6 Group 8 Group 10
Country Risk? | - Debt Analysis Ratings & Assessing Governance Assessing Assessing
rankings And corruption Governance in Governance
OECD countries Wrap up!
SOLVENCIA

MH BOUCHET/SKEMA (c) 2018

COUNTRY RISK STRATEGY REPORT - METHODOLOGY:

1. WHERE? In which country?

2. WHAT? Define your “risk exposure” : MNC, FDI, investment
fund, banking? Lending, investing, trading, exporting?
3. WHEN? Time horizon

» Specify the main types of risks (economic or socio-political,
financial, labor costs, infrastructure, institutions...)

» Identify a wide range of information sources

» Think “global” : never lose sight of the global environment
(regional contamination and spill-over effects)

» Work burden sharing in each team

» Conclude with specific strategy decisions
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COUNTRY RISK STRATEGY REPORT - METHODOLOGY:
A Country Risk Report is NOT a Country report

Aim 1: Students propose a solution to implement a specific
country risk strategy.

Aim 2: The report is focused on a specific risk exposure in a
foreign country (investing, lending, advising, exporting, or
importing)

Aim 3: Identify the main country risk features and the range
of hedging options (including not investing or not lending!)

MH BOUCHET/SKEMA (c) 2018

COUNTRY RISK RESEARCH TOPICS ?

Portfolio investment in Vietnam: the HCMV stock market
Venezuela’s bond yields

Secondary market trading in West Africa?

CDS : Brazil versus Lebanon

Greece: real estate investment bonanza?

Cocoa market : Ghana-lvory Coast-Malaysia

Tunisia’s debt structure vs Morocco

Political risk turmoil in Brazil

Spain-Portugal: tourism investment target?

10 FDI project: China versus Cambodia/Bangladesh/Vietnam

LCONOUEWNE

MH BOUCHET/SKEMA (c) 2018
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COUNTRY RISK RESEARCH PROJECT?

« Success » or « horror » stories in country risk

11.Suez in Argentina pre- and post peso devaluation
12.SIEMENS in China

13.Total’s strategy in Angola

14.0il companies in Chad

15.LVMH in China (Yuan?)

16.Repsol in Argentina and Bolivia (nationalization)

17.Lafarge-Holcim in North Korea between 2008 and 2017
(Sangwon Cement)

MH BOUCHET/SKEMA (c) 2018

COUNTRY-RISK-ANALYSISY
Republic-of-Solvencia-and-the-International-Capital-

Markets
GETTING READY FOR |
SEASONED COUNTRY Annexy|

RISK ANALYSIS! “

CASINO-BANKY

Background-Information-for-Solvencia’s‘Eurobond-Request-to-

avOB4,

N
Pranc®
1

For-further-information:q

MH BOUCHET/SKEMA (c) 2018
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Fall 2016 Source: Solvencia National Statistics Agency SNSA - October 2016
COUNTRY RISK ANALYSIS SOLVENCIA
I | | |
A DOMESTIC ECONONY 2003 200 2005 2006 07 2008 2009 i} 21 nz 2013 01 M5 2016
DOMESTIC ECONOMY ( constant prices )
Real GOP { local curency billion ) 5085 5300 5785 6340 7000 7150 7100 730 7600 7855 8240 8750 9350 9260
Nominal GOP { local cumrency billion ) 5112 53000 57000 63 000 72000 85000 8000 91000 96000 | 103000 | 116000 | 130000 | 148000 | 170000
(GDP deflator % change 5,00% 36T 1,55 10,53% | 1429% 18,06% 3,53% 34 54%% 1.9% 1262% | 1201% | 1385% 14,86%
Nominal GOP (§ billion ) 5113 5121 52,05 5455 5180 50,00 4344 4919 4923 50,74 57,00 63.73 2.0 68,00
Nominal GOP per capita § 8521 8351 8323 8850 7960 754 737 71581 703 7118 7863 8643 9628 8917
Exchange Rate 1000 1035 109 1155 1330 1700 1780 1850 1950 2030 2035 2040 2050 2500
Rate of ER depreciation
| | | | | | | | | | | | | | |
B BALANCE of PAYMENTS {$ million) 2003 2001 2005 2006 m7 2008 009 [ M0 01 [ 21 2013 014 M5 2016
Trade Balance 1130 411 1677 -2434) <4000 -1080 1040] 1210 30 500, -1500 4.000] -3850 50)
Merchandise exports 4882 6151 7310 6081 3000 10500 11000 12000 13800 14000 13400 12000 13650 15000
Merchandise imports 5012 -6 562] -9487]  -0ER| 3000 11440 9960 -10730] 13500 14500, -15000 -16000 17500 14240
Balance on Senvices, Income & Transfers -699) 529 -1 044 2201 -3 281 2107 -5 629, 403 465 -184] -1 967 -3010 -1263
Senices & income receipts 824 1008 1464 1652 1447 1629 2251 2534 2710 2590, 2769 2244 2150 2750
Exparts of services 697] 87| 1130 1182 1286] 1400 1671 1714 1800 1750 1929 1714 1500 1850
Interest receipts 12 120 317) 486) 146 0, 650 850 900 800 800 500, 600 850
(Other sewvices & income receipts 2 El 17] 15 15 £9) Kl 30 0 40 40 0 50 £
Senvices & income payments -1 737} -1832| 3133 -4 448 5 197] - 362} -3 077) 2786 -3207] 282 -3462| 461 5388 4513
Imports of senvices 902 984 1423 -1583 1940 733 -1434) 1610 2028 2178 2260 2 4% 262 2138
Interest payments 831 835 -1681 2831 -3197) -1006 -SSj 450, -802] A 2235 2224
(Other senvices & income payments 4| -12| 29| Jj -50 -180 -1% -200 400 -500) -525 551
Transfers, fet 214) 285 626 594 488 616 750 830 480 00, 500 400] pri] 900
Private transfers, net 103 182 n 354 268 568 600 630 630 450, 400 30 126 650
(Offcial transfers, net 1 3 308 200, 20 il 150 20 280) 250, 100 100] 100 240)
\
Current Account 1829 340 2621 46% | 1281 3187 965 1839 03 -3 -1684 T 513
MH BOUCHET/SKEMA (c) 2018

D5 S9/10 =

Risk analysis metiods

Ratings 7

Wrap ugsSOLVENCIA
7’

PROGRAM D4S7/S8=
Political rigk

10 SESSIONS PRINCE MODEL
7

D3 S5/S6¢
Liqyim’ty/solvency
ZOLVENCIA

D2 s3/54= pob
BOP Analysis (Greece vs Spain)
7’

D1 S1/S2= letroduction
Countr} Bk assessment

[
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GRADING SYSTEM =

i
v/CR Oral Presentations and participation = 20% ==
(random calls + debates)
vSolvencia Case study= 20%
v'Research projects = 25%
v'Final exam = 35%

2100% !

ORGANIZATION

» D] Michelhenry.bouchet@skema.edu
» Appointments @ 0493954596
1. Urgency 1: & 0033-658176702
2. Urgency 2: ‘& 0034-633335422
3. Urgency 3: @ 00216-21016000
» Course slides on Skema-K2
» Web site of Global Finance Center:

https://www.developingfinance.org
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COUNTRY RISK QUIZ TIME!

MH BOUCHET/SKEMA (c) 2018
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SKEMA BUSINESS SCHOOL

Country Risk Assessment

“Turning uncertainty into opportunity”
Introduction Paris Campus

Loowo  FEN s Ao
sRema - ‘~J TP ANMER

External + in-house
sources of Country Risk!?
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WHY IS COUNTRY RISK ON THE
FRONT BURNER IN FALL 20187

Political upheaval in Tunisia, Cataluna, Turkey,
Brazil, Greece, Venezuela ....

Debt default in Cuba?

Trade protectionism US-China

European export headwinds from stronger €
Soft/Hard landing in China? Bubble bursting?
Upcoming rate hike = Looming bond crisis?
Risk of currency crisis in EMCs + Capital flight

Risk of spill-over is permanent!

MH BOUCHET/SKEMA (c) 2018
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TURKEY’S VULNERABILITY AT END-2018=

EXCESSIVE BORROWING REQUIREMENTS IN FOREIGN CURRENCY + LARGE ST DEBT TO BE ROLLED-OVER +
LARGE AMORTIZATION ON LT EXTERNAL DEBT ($170BN DUE FOR THE WHOLE YEAR 2018) + SUBSTANTIAL

CURRENT ACCOUNT DEFICIT
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THE BANKER GLOBAL RISK ASSET MANAGEMENT SURVEY=
WHERE DOES RISK COME FROM?

Risk criteria

B Economic Growth

M Regulatory environment
= Legal framework

B Socio-political stability

M Taxes

63%= socio-political risk!

Source: FT

< —T
SKema -z

, iouicity [ =%
DELOITTE’S SURVEY OF RISK B e
—
MANAGEMENT: ——

popenyons sty [
regrycorpiorce I -
« IS YOUR sudgetngrinence! [ -
vy I
ORGANIZATION _—

EFFECTIVE IN F2EEEoes, I AR 2 - >

MANAGING g ———————p
RISKS? » Operstons) N -

— B
——— ~
- K o~
(z Systemic _ 55% \\
i /
0,
~ceopotics [ o __-

-
- -
e ——— o =

MH BOUCHET/SKEMA (c) 2018




01/10/2018

SOVEREIGN DEBT IN DEFAULT, BY DEBTOR
USS$ billions
Greece + Ireland + Portugal 1%
I { 450
3 1 400
[ Latin America + Asia + 1 350
3 Latin America 1 300
L Brady Plan { 2850
! \ { 200
3 150
100
50
0
1875 1980 1985 1960 1985 2000 2005 2010 2015
mAdvanced economies = Emerging/frontier s HIPC Other developing
Source: CRAG database Last observation: 2016
MH BOUCHET/SKEMA (c) 2018

SOME OF THE BIGGEST SOVEREIGN DEFAULTS SINCE 2000:

Argentina, $82 billion, December 2001: Insolvency cycles since 1827. New partial default in
end-2014

Ecuador, $3.2 billion, December 2008: Default on $31 million interest payment, in the wake
of Ecuador’s 1999 default. In June 2014, $2 b. of 10-year bonds in return to capital markets

Jamaica, $7.9 billion, February 2010: Public debt as a share of GDP (both domestic and
external) reached 130% in 2010.

Greece, $138 billion, March 2012: (first sovereign default in the 4th century BC, by 10 Greek
municipalities). Greece failed to record a budget surplus since 1973. €110 billion bailout from
the European Union and IMF in May 2010 + €86 billion bail-out in mid-2015

ol A

5. Many defaults in EMCs in 2017-2018, including Mozambique and Congo, and Cuba in 2019?

MH BOUCHET/SKEMA (c) 2018
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CHINA’S LOCAL CURRENCY CORPORATE BOND MARKET

Yields near 7% flag danger for corporate refinancing
WChina AA- Corporate Bond Yield

\W Wikd

2015
Source: ChinaBond

2016 2017 2018

MH BOUCHET/SKEMA (c) 2018
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Sourca! Blasmberg, PEOC

COUNTRY RISK SEMINAR

P Five key objectives:

1. Identifying the key components of
country risk (economic, financial,
socio-political, regional)

2. Grasping the new challenges of
country risk in the global economy
(spill-over and contagion!)

3. ldentifying the sources of
information and economic
intelligence

4. Exploring the various techniques for
risk analysis and risk mitigation

5. Focusing on both EMCs ... and OECD

1.

P4 Academic tools

ME
1. ABook (McMillan-Palgrave 2018)
2. 8course sessions with lectures and debates
3. A Mooc (15 videos + slides + quiz)
4. Background documents

ME & YOU

Students’ group work: oral presentation of breaking
news

2. Solvencia Case study
3. Country Risk Research report
4. SOLVENCIA

http:www.developingfinance

MH BOUCHET/SKEMA (c) 2018
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WHAT IS RISK?

» “Risk means more things can happen than will happen.”

Elroy Dimson

Risk is always related to uncertainty, i.e.,
a deficit of information!

“It is always wise to look ahead, but difficult to look further than you
can see.”
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ANALYSIS AND INFORMATION SOURCES @EH B £Conomics

DEVELOPING FINANCE

La globalisation

Country «
50 o Introduction a l'économie
Political Risk  du nouveau monde

IMF, World Bank, IFC & MIGA
UNCTAD & UNDP

BIS, OECD, EBRD

Coface, Euler-Hermes
Moody’s, S&P, Fitch \(
Euromoney, Institutional Investor .
CIA & US State Dept, ICRG - -

20 Edition

Transparency International MANAGING
HiSCOX, AON, COntrO| Group 2 GUUNTHY HISK E'.{ EULER HERMES Empower Results®
DEFI www.developingfinance.org S IN AN AGE OF et 0] [a]6(S

© GLOBALIZATION |
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TEXTBOOKS & RESEARCH PAPERS

1. Bouchet, Goguel, Fishkin: Country Risk Management, Palgrave, 2018
2. Bouchet, Clark & Groslambert, « Country risk assessment », N.Y. Wiley

3. Bouchet, M & Groslambert, B: « Governance & Country Risk », in
Governance and Risk in Global and Emerging Markets, Palgrave

4. Bouchet MH, « In search of a country risk barometer? », World
Financial Review, Summer 2013

5. Bouchet MH: « Capital Flight as early warning indicator of country risk »:
Oxford Economics-2015

6. Peter Bernstein, « Against the gods- The history of Risk », Wiley 1998
7. L.van Efferink, Country risk analysis, FMS, NIBESVV, Amsterdam

ALL FILES on : www.developingfinance.org

+ Skema Knowledge K2

WHY DAILY REVIEWS OF COUNTRY RISK NEWS ARE SO IMPORTANT
FOR THE SEASONED RISK ANALYST?

Market Data > Economic

Intelligence\ _ _
Risk Analysis

Risk/Opportunity:
Options analysis
and scenarios

Strategy map —_ Market-based
decision

MH BOUCHET/SKEMA (c) 2018
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» What we shall not do: learning a few techniques and using tools
just for the sake of making abstract calculations!

»What we shall do : Using a wide range of methods of risk
analysis to enhance the quality of economic intelligence

> Don’t present breaking news but instead, break the news down
while keeping a close eye on the markets (FT, Reuters,
Bloomberg, EIU, The Economist, CIA reports, IBRD news, IMF...)

> Get access to key websites with reliable sources of risk
information: S&Ps, Moody’s, CIA, BIS, IMF, WB, IIF, Paris Club,
Coface, DEFI: www.developingfinance.org

ORGANIZATION OF THE COURSE: 8 SESSIONS

9 groups of 3-4 students

» 8 sessions with concise “Country Risk Hot Spots” < 15 minute
oral interventions focused on country risk topics: what is on the
front burner? Random calls!

» Each group works on a specific Country risk strategy report
(Word or PPT : to be submitted on last session)
25 slides or 12-15 pages

» Case study: Solvencia
»MO0O0C
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COURSE ORGANIZATION FMI PARIS CAMPUS

TUESDAY WEDNESDAY THURSDAY FRIDAY TUESDAY- THURSDAY-FRIDAY
OCT?2 OCT3 OCT 4 OCT5 WEDNESDAY
OCT9-10 OCT 11-12
SESSION 1 SESSION 2 SESSION 3 SESSION 4 SESSION 5-6 SESSION 7-8
Introduction: Group 1 Group 3 Group 5 Group 6-7 Group 8
What is Risk? BOP Debt restructuring Political Risk Political Risk Capital Flight
Liquidity analysis PRINCE MODEL & Wealth Gaps
Quiz Solvency
What is Group 2 Group 4 Assessing Governance Assessing Wrap up!
COUntry RISk7 Debt Analysis Ratings & & Corruption Governance SOLVENCIA
rankings
MH BOUCHET/SKEMA (c) 2018

COUNTRY RISK STRATEGY REPORT - METHODOLOGY:

A Country Risk Report is NOT a Country report

Aim 1: Students propose a solution to implement a specific
country risk strategy.
Aim 2: The report is focused on a specific risk exposure in a
foreign country (investing, lending, advising, exporting, or

importing)
Aim 3: Identify the main country risk features and the range
of hedging options (including not investing or not lending!)

MH BOUCHET/SKEMA (c) 2018
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COUNTRY RISK STRATEGY REPORT - METHODOLOGY:

1. WHERE? In which country?

2. WHAT? Define your “risk exposure” : MINC, FDI, investment
fund, banking? Lending, investing, trading, exporting?

3. WHEN? Time horizon

» Specify the main types of risks (economic or socio-political,
financial, labor costs, infrastructure, institutions...)

» Identify a wide range of information sources

» Think “global” : never lose sight of the global environment
(regional contamination and spill-over effects)

» Work burden sharing in each team

sKema -5 (&) 4

COUNTRY RISK RESEARCH TOPICS ?

Portfolio investment in Vietnam: the HCMV stock market
Venezuela’s bond yields

Secondary market trading in West Africa?

CDS : Brazil versus Lebanon

Greece: real estate investment bonanza?

Cocoa market : Ghana-Ilvory Coast-Malaysia

Tunisia’s debt structure vs Morocco

Political risk turmoil in Brazil

Spain-Portugal: tourism investment target?

10 FDI project: China versus Cambodia/Bangladesh/Vietnam

LoONOURAWNE

MH BOUCHET/SKEMA (c) 2018
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COUNTRY RISK RESEARCH PROJECT?

« Success » or « horror » stories in country risk

11.Suez in Argentina pre- and post peso devaluation
12.SIEMENS in China

13.Total’s strategy in Angola

14.0il companies in Chad

15.LVMH in China (Yuan?)

16.Repsol in Argentina and Bolivia (nationalization)

17.Lafarge-Holcim in North Korea between 2008 and 2017
(Sangwon Cement)

MH BOUCHET/SKEMA (c) 2018

COUNTRY-RISK-ANALYSISY
Republic-of-Solvencia-and-the-International-Capital-

Markets
GETTING READY FOR |
SEASONED COUNTRY Annexy|

RISK ANALYSIS! “

CASINO-BANKY

Background-Information-for-Solvencia’s‘Eurobond-Request-to-

avOB4,

N
Pranc®
1

For-further-information:q

MH BOUCHET/SKEMA (c) 2018
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Fall 2016 Source: Solvencia National Statistics Agency SNSA - October 2016
COUNTRY RISK ANALYSIS SOLVENCIA
I | | |
A DOMESTIC ECONONY 2003 200 2005 2006 07 2008 2009 i} 21 nz 2013 01 M5 2016
DOMESTIC ECONOMY ( constant prices )
Real GOP { local curency billion ) 5085 5300 5785 6340 7000 7150 7100 730 7600 7855 8240 8750 9350 9260
Nominal GOP { local cumrency billion ) 5112 53000 57000 63 000 72000 85000 8000 91000 96000 | 103000 | 116000 | 130000 | 148000 | 170000
(GDP deflator % change 5,00% 36T 1,55 10,53% | 1429% 18,06% 3,53% 34 54%% 1.9% 1262% | 1201% | 1385% 14,86%
Nominal GOP (§ billion ) 5113 5121 52,05 5455 5180 50,00 4344 4919 4923 50,74 57,00 63.73 2.0 68,00
Nominal GOP per capita § 8521 8351 8323 8850 7960 754 737 71581 703 7118 7863 8643 9628 8917
Exchange Rate 1000 1035 109 1155 1330 1700 1780 1850 1950 2030 2035 2040 2050 2500
Rate of ER depreciation
| | | | | | | | | | | | | | |
B BALANCE of PAYMENTS {$ million) 2003 2001 2005 2006 m7 2008 009 [ M0 01 [ 21 2013 014 M5 2016
Trade Balance 1130 411 1677 -2434) <4000 -1080 1040] 1210 30 500, -1500 4.000] -3850 50)
Merchandise exports 4882 6151 7310 6081 3000 10500 11000 12000 13800 14000 13400 12000 13650 15000
Merchandise imports 5012 -6 562] -9487]  -0ER| 3000 11440 9960 -10730] 13500 14500, -15000 -16000 17500 14240
Balance on Senvices, Income & Transfers -699) 529 -1 044 2201 -3 281 2107 -5 629, 403 465 -184] -1 967 -3010 -1263
Senices & income receipts 824 1008 1464 1652 1447 1629 2251 2534 2710 2590, 2769 2244 2150 2750
Exparts of services 697] 87| 1130 1182 1286] 1400 1671 1714 1800 1750 1929 1714 1500 1850
Interest receipts 12 120 317) 486) 146 0, 650 850 900 800 800 500, 600 850
(Other sewvices & income receipts 2 El 17] 15 15 £9) Kl 30 0 40 40 0 50 £
Senvices & income payments -1 737} -1832| 3133 -4 448 5 197] - 362} -3 077) 2786 -3207] 282 -3462| 461 5388 4513
Imports of senvices 902 984 1423 -1583 1940 733 -1434) 1610 2028 2178 2260 2 4% 262 2138
Interest payments 831 835 -1681 2831 -3197) -1006 -SSj 450, -802] A 2235 2224
(Other senvices & income payments 4| -12| 29| Jj -50 -180 -1% -200 400 -500) -525 551
Transfers, fet 214) 285 626 594 488 616 750 830 480 00, 500 400] pri] 900
Private transfers, net 103 182 n 354 268 568 600 630 630 450, 400 30 126 650
(Offcial transfers, net 1 3 308 200, 20 il 150 20 280) 250, 100 100] 100 240)
\
Current Account 1829 340 2621 46% | 1281 3187 965 1839 03 -3 -1684 T 513
MH BOUCHET/SKEMA (c) 2018
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GRADING SYSTEM

v/CR Oral Presentations and participation = 20%
(random calls + debates)
vSolvencia Case study= 20%
v'Research projects = 25%
v'Final exam = 35%

2 100% !

) AMEE

O £ wrwo
sKe..mQ ~EQuIs

ORGANIZATION
» ><I Michelhenry.bouchet@skema.edu

» Appointments & 0493954596
1. Urgency 1: @ 0033-658176702
2. Urgency 2: @ 0034-633335422
3. Urgency 3: @ 00216-21016000

P Course slides on Skema-K2
» Web site of Global Finance Center:
https://www.developingfinance.org

Country Risk in the Age of Global Turbulences

https://www.udemy.com/country-risk-in-the-age-of-global-
turbulences/learn/v4/overview

1% (- TN A AR AT
SREMA iz () UPANER

N
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https://www.developingfinance.org/
http://e.udemymail.com/wf/click?upn=mgiJjRGoxDSTvHaJ6xFuG5N1apYvX5tXY4bzYJmlP-2BZ-2FJJ-2FcSGnA-2BAShcg96TkNNYoZp9chRnA4sTS3AGCIWddnv-2Bt-2B6knb-2Fujz9GUk67xy9egZLOdUAjCIKbx4K3oyOqll2lEqtoEOFprhVgSj-2Bk-2B9tycY24kQPV4Or5kGvmZpEn5mmr9XqFKW-2FuY9Eq0yq_e2j-2BQ5XecpppIn4UAbtBScO2I9QdpBcQjEP554fTVgOen-2BPaGhKnpPY8a9dWtRiqs2-2Fp1Ume6ovdXaP9Pifr5xkmGLgfkJjgzAMjRY983VSDZgxmN2ULhxiWOrJbzrA67vo-2Bq2OVocbTji9PNx-2FcEPJ-2F2WL3AXenYxS-2FS9E-2FO2KY59oV-2FY8Jsl1uWl-2BQOB4fnYD1-2F-2FVrCbQv0y2Yo4uw4BD-2FWpaBkv4iMG3oGvZhG4uoNrTl1ROn0-2FW12Dj5A2TmEv2rMUyxDLeflTS0OopvvffDrkw7d08jJ45Q057SQx9zBeyg2-2F-2Bp5rkIxtKoICPe4sJz68GNlV5hS-2BvS3QvnFg-3D-3D
https://www.udemy.com/country-risk-in-the-age-of-global-turbulences/learn/v4/overview
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COUNTRY RISK QUIZ TIME!

MH BOUCHET/SKEMA (c) 2018
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CAN YOU PREDICT RISK?
RISK = UNCERTAINTY = INFORMATION DEFICIT

v

SKEMA BUSINESS SCHOOL

What is Risk all about?

4 “Converting risks into springboards of success”
Michel Henry Bouchet

Michel H. Bouchet (c) 2018

‘WHAT IS RISK? WHAT IS RISK ABOUT?
P Risk stems from all the negative consequences of the unknown » Risk stems from all the uncertainty regarding current or
, , ) ' future situations, where information about the situation’s
P “Risk means more things can happen than will happen.” Elroy Dimson .. - L .
outcome is insufficient, lacking or simply wrong

P “Risk” derives from the early Italian risicare = “to dare” : risk is a
choice rather than a fate.
Peter L. Bernstein- Agalnst the GOASAThe feggrkable Story of Risk « Information availability = measure of risk (BOP, debt data,
governance, corruption...)
« Information scarcity = taking action might produce negative and

Risk is always related to Uncertainty!
costly consequences (investigation time, transaction cost, delays...)
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= ~ = = = = = ~
o - ~ 7 N - ~ - ~
RISK & UNCERTAINTY p N S b . B Sy
£ Strong N/ Weak ‘)/ Ambisuity. /| Complexity |
/ R N Y / y
P Frank Knight: 1921 Risk stems » Harry Markowitz: / Uncertainty ,’ ' Uncertainty A N s * \
from outcomes that are unknown 1959: Risk = probability of loss I 1 \l ,: \l 1 \‘ \‘
but can be tackled with probability = historical volatility in returns 1 [ 1. substantiveuncertainty= || 't oape — pocicr Unforeseen || Individuals are exposed to |
distribution.... Uncertainty stems as measured by standard E paccoisthanionmatonlly | ':':: x Dec'mn'madl;e{:‘l : contingenciesand : | theoccurrence of !
e . necessary to make decisions l} « l} ith
from a deficit of information, hence | | deviation or Beta. But risk A | “wihceranoucomes | for additive and fully | 1 uncertainty=How 1/ “"SPecedevens !
randomness of results diversification and tolerance \| 2 Fundamentaiuncertainty= |/ reliable probability '/ specifyingwhichofaset % | Lo ouorooigeor !
I tter! \  Listof possible eventsisnot % distributions to N of distributions s Ry C ’
also matter! \ predetermined or knowable ex,’ \ >4\ appropriateinagiven /1 spill-overeffects /
“ante, asthe futureisyettobe’ | Measure uncertainty £\ situation? S ’
~ created e N . . N /!
»J M. Keynes: (Treatise on » Ulrich Beck: 2010: « Global risk S - ~o -7 NP So, .
Probability 1921): Non-linear nature society where current == - - o
of risks and danger of expecting decisions and technological 3. Procedural uncertainty = '”d"(f:ztsi‘:’;fa:‘ on | High sm‘lﬂguilv ‘e\‘len:ﬂlh
; Lack of complete knowled; ample quantity o
the future as simple projection of develcpmeﬂts(rlgger long- e S;QZ&Z o] ility that is i due to
the past: Role of animal spirits in term global impact » ) asenﬁszh7u;1hevbe‘rv objective (any conflicting opinionand
volatility spill-over and herd (warming, terrorism, pollution, thse';ufa‘x;iSer‘v;Sr;aﬂsaTﬂe reasonable person e:," e(ncz,_or p?ﬂ‘
inanci i i understanding of the
behavior. financial deregulation...) e would af;zmn it) and e
Michel H. Bouchet (c) 2018 5 6
Wichel . Bouchet (0 2018
ILLUSTRATION OF COUNTRY RISK EXAMPLES OF . . .
RISK HAS TO DO WITH UNCERTAINTY REGARDING THE FUTURE,
EVENT UNCERTAINTY
HENCE THE NEED OF TACKLING FUTURE PROSPECTS!
CountryRisk: Strong: , Weake&" Ambiguityo Complexitys
Evertc |7y mncertaintys |,/ measurable |
H / i H H
Economic- FDIdecision in- ! Exchangerate [\ Inflation- Sharp fallin-
eventsa theUKpost- /|  depreciations |\ decreased commodity-prices
Brexitn | \
Socio-political | Revolution, sirikes-| Newmarket- | | Highrateof Upcoming
eventsa adcoupdétat? | ouemiedandpro- | | electoral elections «Ancient times » = circular time.. until the Middle Age
i business- 1 abstentiono
1| povemments | !
Financit '““"“,"]”5‘;“"“"?\ et || O‘z;fejc“ha“m Ag‘;‘g‘ma" XV® century Renaissance = « Modern time » = merchant time
bankngsystem | increas ' Ftech- defanlt = . . - h .
| companiess = linear time of economic & financial transactions!
Spill-over- Regionalenisis, |, US-economue | UsD- Regional crisis-
eventsn | confaminationand | © recessions,’ |  appreciations |  contaminations ‘
cpialligt | . ,
7 Michel H. Bouchet (c) 2018 8
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THE DISCOVERY OF THE MEASURE OF RISK

Michel H. Bouchet (c) 2018

THE « DISCOVERY » OF KISK

Michel H. Bouchet c) 2018

NICOLAS DE CONDORCET: 1765: PROBABILITY DISTRIBUTION
AND STATISTICS (BEGINNING OF BIG DATA?)

Robert Brown: Scottish botanist: in 1827, while examining
grains of pollen suspended in water under a microscope, Brown
observed minute particles ejected from the pollen grains,
executing a continuous jittery motion

Jules Regnault (1863): « Le calcul des chances » : random
walk model of stock price variations (good/bad speculation)

Louis Bachelier (1900): stock price forecasting is impossible
due to endless number of influences though it is possible to
study probability distribution of price variations (sigma) =
volatility risk

Alfred Cowles (1933): forecasting stock market prices is
impossible (large gap between actual stock prices and
professional forecasting)

Michel H,_Bouchet (c) 2018

LOOKING TOWARD EARLY WARNING SIGNALS OF
UPCOMING FINANCIAL AND SOCIO-POLITICAL CRISIS?

» IMF reports?
P Rating agencies?
» CDS prices?
P Stock market volatility
P> Spreads and yields
» Minsky’s speculative bubbles and herd-instinct
» B. Mandelbrot’s fractal geometry
»N. Taleb’s Black Swans
P D. Sornette’s Dragon-Kings (extreme events)

P Capital Flight?
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CHALLENGE? HOW PREDICTING A CURRENCY CRISIS? ARGENTINA: SWEEPING AUSTERITY MEASURES AND A $50 BILLION IMF CREDIT LINE HAVE
Seven emerging economies at risk of an exchange-rate crisis: Sri Lanka, South Africa, Argentina, FAILED TO PROP UP THE PESO DESPITE THE WORLD'S HIGHEST INTEREST RATES

Pakistan, Egypt, Turkey and Ukraine (Nomura Holdings Inc.-Sept. 2018)
~ 37.9493 ... 04883 (1.30%)

v Ci 34820 - 4580

CHALLENGE? HOW PREDICTING A CURRENCY CRISIS? BUT NOW HOW TACKLING AN « ABNORMAL » RISK?

LARGE, ABRUPT, AND OUTSIDE THE STANDARD TOOLKIT OF RISK INDICATORS?

Liquidity indicators Solvency and structural indicators Gradual trend of mounting riskiness Abrupt turmoil and crisis

P Foreign-exchange reserves P debt levels (Debt/GDP, Debt/X, ST P Liquidity indicators > War

» interest rates Debt/R) » Solvency ratios » Coup d’état and Revolution
» import cover » Worsening terms of trade P Ratings and rankings P Commodity crisis

» debt servicing ratio » Productivity’s protracted weakness » Surveys and polls » Exchange rate devaluation

>
R . " R L N - » Behavioral change Bank ru.nl
> S political and > and global » Growth slowd » Debt crisis and default
rowth slowdown

= Socio-political turmoil * Systemic risis » Nationalization & confiscation
= Capital flight * Regional contagion
= Bank run : number of customers withdraw their deposits  *  Commodity prices =« Gaussian law »

= « fat tails and black swans »
simultaneously due to concerns about banking solvency

Interest rate differentials
$/€ Exchange rate volatility
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NORMAL
DISTRIBUTION i
AND FAT TAILS?

95% is 2 standard
deviations either
side of the mean

As the number of discrete

events increases, the function
looks like a normal distribution
Values < one standard deviation
away from the mean account — —
foromaetthe st 085 11 125 14 155 17 185

Height of students

Solvency ratios
Current account deficit:

BLACK SWANS AND DRAGON KINGS

» Nassim Taleb’s Black Swans: Major catastrophes are just events that started small
and did not stop growing to develop into extreme sizes. These events are unpredictable!
Black Swans are quantified by heavy-tailed distributions of event sizes (“fat tails” in
Gaussian distributions). These outliers are anomalies with an abnormal distance from
other values in a random sample from a population.

» Sornette’s Dragon Kings: Very large in impact and born out of unique origins: non-
linear systems. These extreme events are generated by herd-instinct, feedbacks, and
unsustainable super-exponential acceleration before collapse. DKs are beyond the
extrapolation of the fat tail distribution of the rest of the population. Their occurrences
can be diagnosed ex-ante, bringing back responsibility and accountability.

Lichel 4 Bouchet

POWER LAWS AND EXTREME RISKS?

Power law probability distributions = Functional relationship between 2
quantities, where a relative change in one quantity results in a proportional
relative change in the other quantity, independent of the initial size of those
quantities: one quantity varies as a power of another.

Considering the area of a square in terms of the length of its side, if the  Income
length i doubled, the area is multiplied by a factor of four!

Car exhaust is distributed according to a power-law among cars : very few cars
contribute to most contamination

Wealth gap and Pareto distribution: The net worth of Americans is distributed
according to a power law with an exponent of 2 (the average income hides fat-
tails!)

Power-law distributions are plotted on doubly logarithmic axes, which emphasizes
the upper tail region (“extreme events”)

Log-log plot and power-law graph of cumulative distribution of ranking of
popularity: right= long tail and left= the few that dominate, also known as the 80-
20 rule

v

v

v

v

v

Population cumulative distribution ™

A GLOBAL BANK LIKE SOCIETE GENERALE MEASURE
THE RISK OF « BLACK SWANS »?

HOW DOE

SG Swan Chart

o ek (33%)

Chine hard e (30%) ‘ [rp—

Isanomsm N S

and Fade wars (15%) b1

'Downakde fisks 10 the Growth outisok Upsiae rigks 1o the prowth outieok

The i o

euros: 80 Crous Asset ResaareivEcaramis
Michel H. Bouchet (c) 2018
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CONCLUSION

P Transforming information into economic
intelligence =

Best risk mitigation strategy!

MOROCCO

» GDP per capita ppp= $7200
> HDI =123

> Life expectancy= 74

P CPI corruption= 81

» Gender inequality = 0,49

» Infant mortality= 23,7/1000
» Doing Business = 68

» FDI= Tunisia * 2

BETTER OFF IN TUNISIA OR IN ALGERIA?

TUNISIA
» GDP Per capita = $10500
» HDI=97
> Life expectancy f = 77
P Infant mortality= 13/1000
» Gender inequality: 0,28
» Doing Business= 88
» Corruption = 74

ALGERIA
» GDP Per capita=13500
» HDI=83
> Life expectancy f= 75
» Infant mortality= 22/1000
» Gender inequality: 0,43
» Doing Business= 166
» Corruption = 112

B

Michel H. Bouchet (c) 2018
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A glance at academic approaches to risk

from Keynes to Stiglitz
Michel Henry Bouchet

HOOL

J. Stiglitz

F. Hayek Ayn Rand

.
T. Pikettv

25/09/2018

GLOBAL RISKS = A POLARIZED DEBATE

Positive sum game >0
“win-win”

Distorted growth process
Zero-sum game

Neo-classical economists

‘Adam Smith, David Ricardo, Benjamin
Constant, Frédéric Bastiat,
Fridriech Hayek

Karl Mar, F. Engels, Lénine, Rosa
Luxembourg

C economists

‘Walter Rostow, Robert Lucas,
Jaguish Bhagwati, Anne Krueger,
Stanley Fisher, Rdiger
Dornbusch, Alan Greenspan,
Kenneth Rogoff

Paul Prebish, Hans Singer, Paul Baran,
Paul Sweezie, Arghiri Emmanuel,
Harry Magdoff, Immanuel
Wallerstein, Samir Amin, Gunther
Franck

P. Krugman, J. Sachs, 1. Stigltz, Michel
Aglietta, Thomas Piketty, MH.
Bouchet,James Galbraith

Social scientists

Martin Wolf, Francis Fukuyama,
Kenichi Ohmae, Peter Drucker
Ayn Rand (writer)

Pierre Bourdieu, Alain Joxe, Dominique
Wolton, Joel Bakan, Susan
Strange, M. Foucault, Bernard
Stiegler

‘Academic institutions, thinktanks
&NGOs

Heritage Foundation, Cato Institute
Freedom House, The Economist, FT

ATTAC, Oxfam, Alternatives
Economiques

IFIs)

IMF, OECD, IIF; BIS, WTO

UNCTAD, ECLA, UNDP

GLOBAL CRISIS = CONFLICTING DIAGNOSIS =

CONFLICTING CRISIS MANAGEMENT STRATEGY = DIFFERENT POLICY TOOL-KIT !

MH Bouchet SKEMA-2018
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The « founding fathers » of the analysis of risk and uncertainty

» Frank Knight: 1921 « Risk, Uncertainty and Profit »:
Risk stems from outcomes that are unknown but can
be tackled with probability distribution....

P Uncertainty stems from a deficit of information,
hence randomness of results

P J M. Keynes: Treatise on Probability 1921: role of
animal spirits in volatility spill-over and herd behavior.

P Non-linear nature of risks and danger of expecting
the future as simple projection of the past

MH Bouchet SKEMA-2018

A glance at modern approaches to risk and uncertainty

1. P.Krugman
2.). Stiglitz
3.Hyman Minski
4.B. Mandelbrot
5.T. Piketty

The « Modern » are often Neo-Keynesians

P> For short hand: don’t buy the assumptions of Chicago Economics
regarding market rationality and self-regulation: markets don’t get
things wrong, but governments do!

1.We don’t know much about the future and we cannot thus predict and price
risk accurately (hence markets crash)

2.Risk of falling back on conventions: the future replicates the past and probabilities
are distributed along a bell-shaped curve without « fat tails »

3.No self-correction of markets, hence risk of protracted depression

4.Governments must inject extra spending to provide stimulus and shorten level
and duration of crisis (multiplier)

5.Markets need regulation to correct unequal income and wealth distribution
and to promote sustainable full employment

6.Financial intermediation must be regulated to provide long-term financing to
the real economy

Financial Globalization and Country Kisks?
TWO SCHOOLS OF THOUGHT
> 1- Stiglitz, Sachs, » 2. Quinn, Edwards, Edison,

Eichengreen, Krugman, Greenspan, Fischer,
Rodrik... Financial and Summers...
capital account liberalization | | - Fruitful openness to global
= capital flow volatility + capital flows = higher capital
financial crises = capital efficiency North-South +
controls + Tobin taxes + technology spillover +
pressure to promote finance | | financial market liberalization
sustainability +EDl = A GDP
(Environmental + social
concerns-IFC)

Prasad-Rogoff IMF-Harvard 2006 and IMF: ¥ imf. pl 20.pdf

M




THE VOLATILITY OF GLOBAL CAPITAL FLOWS HAS DEEP CONSEQUENCES ON
COUNTRIES’ BALANCE OF PAYMENTS AND GROWTH PROSPECTS

Global cross-border capital flows have declined 65 percent since the 2007 peak

12
10
8 5%
6
38
N 26 2 3
2\/\W
0
1990 % 9 20 03 [ 10 1 206E

[Source: McKinsey August 2017 Financial Globalization Report

PAUL KRUGMAN:
THE “DARK SIDE” OF GLOBALIZATION

P In the 1980s, openness to trade was widely believed to
reduce the likelihood of economic and financial crises.

P Today, growing global integration does predispose the
world economy toward more crises because it creates
pressures on governments to relax restrictions: de-
regulation + privatization!

P Economies are doing better in good times but are far
more vulnerable to sudden crises due to volatile capital
flight. The ride will continue to be very bumpy for many
years to come!

> 14/opinion/14k html?.

skema &
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PAUL KRUGMAN: THE “WAY FORWARD"?

P Myth: Globalization and modern technology displace low-qualified jobs to EMCs, while
well-educated workers are clear winners (true in the 1980s !)

> Facts: Both high-wage and low-wage employment have grown rapidly, but medium-wage
jobs of the middle class have lagged behind. The combination of NTIC and growing
international trade in services will further “hollow out” the OECD job market: white collars
and college graduates are NOT sheltered!

» Facts: EMCs’ low-wage competition is driving down U.S. wages: When the US imports labor-
intensive manufactured goods from the third world, the result is reduced demand for less-
educated American workers, hence lower wages for these workers. And cheap consumer
goods does not compensate for lost jobs!

»The key is not protectionism but labor standards and higher wages in EMCs. Global
growth is possible only if rising economies can expand into new markets.

Krugman’s view on Asia’s 1997-98 economic crisis

* IMF’s shortsighted approach to the crisis:

« The logic of catastrophe was pretty much the same in Thailand, Malaysia,
Indonesia and South Korea. In each case investors--mainly, but not
entirely, foreign banks who had made short-term loans--all tried to pull
their money out at the same time.

The result was a combined crisis:

1. abanking crisis because no bank can convert all its assets into
cash on short notice;

2. acurrency crisis because panicked investors were trying to
convert baht or rupiah into dollars.

3. agovernance crisis



http://www.nytimes.com/2007/05/14/opinion/14krugman.html?_r=1&ref=paulkrugman
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Krugman: CHALLENGING THE IMF'S APPROACH TO CRISIS MANAGEMENT IN ASIA IN 1998

P There vas no « fundamental » reason for Asia’s financial
calamity
= Budgets were in balance or surplus
= Low inflation
= High private savings rates
= Economies were poised for export growth

= The IMF’s tough macro-economic conditionality for approving
financial support led to recessionary monetary policy, capital
flight, domino effect and increased panic

Paul Krugman’s view on Asia’s crisis and
the role of governance

“Was the crisis a punishment for bad economic management?”

Like most clichés, the catchphrase “crony capitalism" underlies
something real: excessively cozy relationships between government
and business lead to bad investments, speculation, corruption, low
investment efficiency

The still primitive financial structure of Asian business--too little
equity, too much debt and too much of that debt consisting of soft
loans from accommodating banks--also made the economies
peculiarly vulnerable to a loss of confidence:

Governance is key to promote inclusive growth and sustainable
development

MEA CULPA AT THE IMF IN 2016: IS THE NEOLIBERAL AGENDA OVERSOLD?

» Neoliberal agenda’s 4 key features:
. Increased competition (opening up of domestic markets)

-

. Deregulation (interest and exchange rates)
. Capital account liberalization
. Smaller role for the state (privatization and fiscal austerity)

ENNTN]

Do austerity and competition pay off?

1. Trade off between growth and inequality

2. Wealth gap lowers growth (hurts domestic demand and increases
unemployment)

3. Volatility, stop & go, and crisis frequency

4. Decreasing debt does not boost growth!

Source: IM Finance & Development,June 2016

Tommpiion There STGOF
\. / —
7
- ~
- . l('\r -
GLOBAL FINANCIAL CRISIS & N
ROOTED IN RISING .
HOUSEHOLD DEBT TO
EEEEEIEREIEREEREER AR
OFFSET RISING INCOME

INEQUALITY! Savings/disposable income

Debt/disposable income

Stigltz, Rajan, Krugman 2011-12 NIPA, Flow af Funds; authors® calculations
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JOSEPH STIGLITZ’ view of Global Risk

WHAT IS ASYMMETRY OF INFORMATION?

P Itis the difference in information between two economic agents within
an economic relation (e.g.: « the worker and his employer, the lender
and the borrower, the insurance company and the insured »)

P> According to Stiglitz, financial markets cannot regulate themselves
because anyone do not have the same information at the same
moment. Therefore the aim is to find the best structure to regulate
markets (and not to let them work by themselves).

P Deregulation will not promote financial development when information
is asymmetric and competition inadequate. The economic efficiency is
not secured. It will spur corruption and create an oligarchic elite that
opposes the emergence of competitive markets.

ASYMMETRY OF INFORMATION’S CONSEQUENCES

>

Mismatch between national regulation/globalized markets
lead to weak multilateral governance in finance

Weak governance = short-sighted behaviour, self interest,
speculation and greed

Wrong incentive structure for excess risk taking and leverage
(credit bubbles)

The partisans of the « Washington consensus » overlook the
importance of economic and corporate governance,
underestimate the difficulty of building institutions, and
forget that many countries lack the sophisticated public
administrations needed to ensure adequate competition.

skema &=

STIGLITZ’S CORE IDEAS

P Global crisis challenges not only the capitalist financial and economic system
but also the intellectual edifice of Economics thinking (and teaching!)

P No perfect information nor perfect competition: Markets are not efficient,
economic agents are not rational, there is no self-regulation. The « invisible
hand » is simply not there!

P> Poverty is an « affront to human dignity ». Globalization does not work well as a
wealth distribution engine

P G7 governments urge liberalization on developing countries while maintaining
trade restrictions and pushing intellectual property protection into the WTO.

P The IMF's policies, in part based on the outworn presumption that markets, by
themselves, lead to efficient outcomes, failed to allow for desirable government
interventions in the market which can make everyone better off

skema -
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JOSEPH E. STIGLITZ ON THE IMF...

» When crises hit, the IMF prescribes outmoded,
inappropriate, if standard solutions, without considering the
effects they would have on the people in the countries told
to follow these policies.

P No discussions of the consequences of alternative policies.
Ideology guides policy prescription. IMF structural
adjustment policies worsen poverty.

P There is no Wall Street or IMF conspiracy. There is ideology
at work and antidemocratic policy-making.

HYMAN MINSKY

(1919-1996)

MH Bouchet SKEMA-2018

MINSKY AND THE RECURRING FRAGILITY OF FINANCIAL STRUCTURES

» Economic stability brings about speculation, which creates
a rift between asset prices and output prices. That breeds
economic volatility, credit contraction and the need for
central bank intervention.

P> Crisis cycles: economic stability itself encourages excessive
credit creation, leading to financial instability and
speculative euphoria, then credit restraint and contraction
and, finally, economic contraction and volatility!

MINSKY : WEALTH EFFECT AND DEBT CRISIS?

P Prolonged economic stability encourages
deregulation + financial innovation + debt
accumulation =
higher leverage, leading to liquidity and solvency
crisis
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MINSKY’S THREE STAGES OF A FINANCIAL CRISIS

1. Hedge finance = debt is typically a small proportion of liabilities and
readily renewable because of the adequacy of cash flows in relation to
contractual payments.

. Speculative finance = future cash flows < payment commitments, but the
present value of expected cash receipts is greater than that of payment
commitments. Need to keep issuing new debt to finance maturing debt
commitments.

N

w

. Ponzi finance = Ongoing need to raise ever greater amounts of debt to
finance all commitments and to repay principal or even debt service.
Asset values will collapse with serious deflationary consequences and
damaging implications for the economy.

THOMAS PIKETTY:
INCOME INEQUALITY AND WEALTH DISTRIBUTION
INXXI" CENTURY CAPITALISM

P Marx: capital accumulation leads to wealth concentration

P Kuznets: growth, competition, and technological progress lead to reduced
inequality and greater social harmony

P> Piketty: rate of return on capital (r) > overall growth rate of
output (g), hence rising ratio of capital/income, reflecting the
rising size of countries’ total weath stock relative to the income
generated (K=5xY)

BENOIT MANDELBROT

(1924-2010)

Markets are not rational nor self-regulating!

» World of winner take-all : extreme wealth concentration.

» The economic world is driven primarily by random jumps. Yet the common tools
of finance were designed for random walks in which the market always moves in
small steps.

» Despite increasing empirical evidence that concentration and volatility better
characterize market reality, the reliance on the bell-shaped curve still prevails

» The global market economy has become an echo chamber leading to
contamination and spill-over effect: volatility breeds volatility

»1970s-80s: Fractal geometry: a new analytical tool for predicting and managing
crisis

Mandelbrot & Hudson: (Mis)Behavior of Markets
o5 doff-mathintell Jes.htmi

CONCLUSION

P Country Risk has had a spectacular increase since the
emergence of the globalized market economy in the 1980s. This
is due to crisis contamination and volatility contagion.

P Globalization makes considerably more complex country risk
analysis given the interplay between a country’s economic and
socio-political system and the regional and global environment.

P Abrupt increases in financial and geopolitical volatility can
destabilize countries and lead to spill-over effects!




GLOBALIZATION: A POLARIZED DEBATE

THE “ANTI-MARKET GLOBALIZATION” SIDE

2. THE NEO-KEYNESIANS

Michel Henry Bouchet

www.developingfinance.org
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GLOBAL CRISIS = CONFLICTING DIAGNOSIS =
CONFLICTING CRISIS MANAGEMENT STRATEGY =
DIFFERENT POLICY TOOL-KIT !

MH BOUCHET/SKEMA CMIGHTS

GLOBALIZATION = A POLARIZED DEBATE

Positive sum game > 0
“win-win”

Distorted growth process
Zero-sum game

Neo-classical economists

Adam Smith, David Ricardo, Benjamin
Constant, Frédéric Bastiat,
Fridriech Hayek

Karl Marx, F. Engels, Lénine, Rosa
Luxembourg

Contemporary economists

Kenneth Arrow, Milton Friedman,
Walter Rostow, Robert Lucas,
Jagdish Bhagwati, Anne Krueger,
Stanley Fisher, Rudiger
Dornbusch, Alan Greenspan,
Kenneth Rogoff

Paul Prebish, Hans Singer, Paul Baran,
Paul Sweezie, Arghiri Emmanuel,
Harry Magdoff, Immanuel
Wallerstein, Samir Amin, Gunther
Franck

P. Krugman, J. Sachs, J. Stiglitz, Michel
Aglietta, Thomas Piketty, MH.
Bouchet, James Galbrait

Social scientists

Martin Wolf, Francis Fukuyama,
Kenichi Ohmae, Peter Drucker
Ayn Rand (writer)

Pierre Bourdieu, Alain Joxe
Wolton, Joel Bakan, Susa
Strange, M. Foucault, Bel
Stiegler

inique

Academic institutions, thinktanks
& NGOs

Heritage Foundation, Cato Institute
Freedom House, The Economist, FT

ATTAC, Oxfam, Alternativ
Economiques

IFls

IMF, OECD, IIF, BIS, WTO

UNCTAD, ECLA, UNDP

MH BOUCHET/SKEMA CJ!!&IGHTS




THE « OFF MAIN-STREAM »
DISSIDENDS (Keynesian tradition)

1. P. Krugman
2. J. Stiglitz
3. J. Sachs
4. James Galbraith
5. Hyman Minski
6. B. Mandelbrot \
7. The « French School »

MH BOUCHET/SKEMA COM?IGHTS

THE « DISSIDENTS » ARE NEO-KEYNESIANS

@ For short hand, they don’t buy the assumptions of Chicago
Economics regarding market rationality and self-regulation:
markets don’t get things wrong, but governments do!

1. We don’t know much about the future and we cannot thus predict and
price risk accurately (hence markets crash)

2. Risk of falling back on conventions: the future replicates the past and
probabilities are distributed along a bell-shaped curve without « fat tails »

3. No self-correction of markets, hence risk of protracted depression

4. Governments must inject extra spending to provide stimulus and
shorten level and duration of crisis (multiplier) \

5. Markets need regulation to correct unequal income and wealth
distribution and to promote sustainable full employment

6. Financial intermediation must be regulated to provide long-term
financing to the real economy

MH BOUCHET/SKEMA COM&IGHTS




FINANCIAL GLOBALIZATION AND ECONOMIC GROWTH?
TWO SCHOOLS OF THOUGHT

= 1- Stiglitz, Sachs, = 2. Greenspan, Fischer,
Krugman, Rodrik... Summers...

Financial and capital account| | . Openness to global

liberalization = capital flow capital flows= higher

volatility + financial crises = ital effici North
capital controls + Tobin Capital erticiency Nortn-

taxes + pressure to promote South + technology
finance sustainability spillover + financial \
(Environmental + social market liberalization
concerns-I1FC) FDI = A GDP

Prasad-Rogoff IMF-Harvard 2006 -
MH BOUCHET/SKEMA COPYRIGHTS

+=TWO-FOLD EMANCIPATION

(Bouchet-Pearson, Paris 2006)

» 1960s: Economic system from Political system
(MNCs, trade openness, privatization, economic
liberalization, deregulation...

» 1980s-90s: Financial system from Economic syStem
(global investment funds, offshore centers,
derivatives...) The financial system cut loose
its economic base, hence dwarfing it

MH BOUCHET/SKEMA COM&IGHTS




HA-JOON CHANG: STRATEGIC TRADE
PROTECTIONISM TO PROTECT INFANT INDUSTRY IN
EMCS

Globalization is too important to be left to free-trade economists’ policy
advice!

Japan, the US and the UK have based their economic take-off on trade
protectionism

= |n the UK: 1721: average industrial tariff rate of 40-50 per cent,
compared with 20 per cent and 10 per cent in France and Germany
respectively. Britain moved to free trade only in the 1860s

= |n the US: 1789: protective tariffs, subsidies, import liberalisation of

industrial inputs, patents for inventions and support of development of
the banking system. Following the Anglo-American war in 1812,
US started shifting to a protectionist policy; by the 1820s, its ave
industrial tariff had risen to 40 per cent. By the 1830s, America's
average industrial tariff rate was the highest in the world and, ex
for a few brief periods, remained so until WWII, at which point i
manufacturing supremacy was absolute

http://www.prospect-magazine.co.uk/article_details.php?id=9653 MH BOUCHET/SKEMA COPTRIGHTS

PAUL KRUGMAN’S VIEW ON
GLOBALIZATION

Ph.D. in 1977 from MIT.

Council of Economic Advisors (1982)
John Bates Clark Medal (1991)

Nobel Prize 2008. NY Times columnist. Currently at Princeton.

“New trade theory* deals with the consequences of increasing
returns, preference for diversity in consumption, and imperfect trade
competition.

Ricardo and Hecksher-Ohlin theories emphasize trade based o

the comparative advantage of countries with different characterr\&
(agriculture/industry productivity). But an ever larger share of
occurs between countries with similar characteristics. Krugma:
argues that trade is welfare enhancing because the scale of
production can increase, hence reducing costs and prices.

MH BOUCHET/SKEMA COPYRIGHTS




KRUGMAN AND INTERNATIONAL
TRADE

= Challenge: consumers prefer a diverse choice of brands, but
production favors economies of scale.

< In each country, consumers have a preference for variety but there is a
tradeoff between variety and cost: consumers want variety but since there are
economies of scale — a firm’s unit costs fall as it produces more — more
variety means higher prices. Preferences for diversity push in the direction
of wider choice, economies of scale push in the direction of less.

« Trade, largely shaped by economies of scale, remains beneficial, even
between similar countries: it permits firms to save on costs by producing at a
larger, more efficient scale: it increases the range of brands availableai
sharpens the competition between firms.

= Economies of scale in production and a preference for diversity i
consumption lead each country to specialize in producing a few bragds
of any given type of product, instead of specializing in different types

of products.
p MH BOUCHET/SKEMA COM?IGHTS

PAUL KRUGMAN: THE “DARK SIDE” OF
GLOBALIZATION

< In the 1980s, openness to trade was widely believed to
reduce the likelihood of economic and financial crises.

< Today, growing global integration does predispose the
world economy toward more crises because it creates
pressures on governments to relax restrictions: de-
regulation + privatization!

= Economies are doing better in good times but are far
more vulnerable to sudden crises due to volatile capi
flight. The ride will continue to be very bumpy for m
years to come!

MH BOUCHET/SKEMA COM&IGHTS



http://www.nytimes.com/2007/05/14/opinion/14krugman.html?_r=1&ref=paulkrugman

PAUL KRUGMAN: THE “WAY FORWARD?

Myth: Globalization and modern technology displace low-qualified jobs to
EMCs, while well-educated workers are clear winners (true in the 1980s !)

Facts: Both high-wage and low-wage employment have grown rapidly, but
medium-wage jobs of the middle class have lagged behind. The combination
of NTIC and growing international trade in services will further “hollow out”
the OECD job market: white collars and college graduates are NOT
sheltered!

Facts: EMCs’ low-wage competition is driving down U.S. wages: When the
US imports labor-intensive manufactured goods from the third world, the
result is reduced demand for less-educated American workers, hence lower
wages for these workers. And cheap consumer goods does not com ate
for lost jobs!

The key is not protectionism but labor standards and higher wage§ in
EMCs. Global growth is possible only if rising economies can expand

into new markets.
MH BOUCHET/SKEMA COM?IGHTS

Krugman’s view on Asia’s 1997-98 economic crisis

IMF’s shortsighted approach to the crisis:

The logic of catastrophe was pretty much the same in Thailand,
Malaysia, Indonesia and South Korea. In each case investors--
mainly, but not entirely, foreign banks who had made short-term
loans--all tried to pull their money out at the same time.

The result was a combined crisis:
1. a banking crisis because no bank can convert all its assets

into cash on short notice;
2. a currency crisis because panicked investors were t
to convert baht or rupiah into dollars.

3. a governance crisis

MH BOUCHET/SKEMA COM&IGHTS




Krugman: CHALLENGING THE IMF’S APPROACH TO
CRISIS MANAGEMENT IN ASIA IN 1998

= There vas no « fundamental » reason for Asia’s
financial calamity
— Budgets were in balance or surplus
— Low inflation
— High private savings rates
— Economies were poised for export growth

— The IMF’s tough macro-economic conditionality fo
approving financial support led to recessionary mon
policy, capital flight, domino effect and increased p

y

MH BOUCHET/SKEMA COM?IGHTS

IMF DECLARATIONS ON THE EVE OF THE
ASIAN CRISIS
(04/1997)

« Directors welcomed Korea’s continued impressive
macroeconomic performance [and] praised the
authorities for their enviable fiscal record »

« Directors strongly praised Thailand’s remarkable
economic performance and the authorities’ consist
record of sound macroeconomic policies »

IMF, 1997 annual report

MH BOUCHET/SKEMA COM&IGHTS




Paul Krugman’s view on Asia’s crisis and
the role of governance

“Was the crisis a punishment for bad economic
management?”

Like most clichés, the catchphrase "crony capitalism"
underlies something real: excessively cozy relationships
between government and business lead to bad investments,
speculation, corruption, low investment efficiency

The still primitive financial structure of Asian business--too
little equity, too much debt and too much of thatsdebt
consisting of soft loans from accommodating banks-"also
made the economies peculiarly vulnerable to a lo f
confidence
Governance is key to promote inclusive growth™ and
sustainable development MH BOUCHET/SKEMA COPRRIGHTS

KRUGMAN ON GLOBALIZATION
AFTER THE CRISIS

2\

MH BOUCHET/SKEMA COM&IGHTS



http://www.youtube.com/watch?v=VJiQsgikZeM
http://www.youtube.com/watch?v=VJiQsgikZeM
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MEA CULPA AT THE IMF IN 2016:
IS THE NEOLIBERAL AGENDA OVERSOLD?

= Neoliberal agenda’s 4 key features:

Increased competition (opening up of domestic markets)
Deregulation (interest and exchange rates)

Capital account liberalization

Smaller role for the state (privatization and fiscal austerity)

A wonpoe

Do austerity and competition pay off?
1. Trade off between growth and inequality

2. Wealth gap lowers growth (hurts domestic demand and increases
unemployment)

3. Volatility, stop & go, and crisis frequency
4. Decreasing debt does not boost growth!

Source: IM Finance & Development, June 2016
MH BOUCHET/SKEMA COM?IGHTS
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JOSEPH STIGLITZ’S VIEWS

MH BOUCHET/SKEMA COM?IGHTS

WHAT IS ASYMMETRY OF INFORMATION?

It is the difference in information between two economic agents
within an economic relation (e.g.: « the worker and his
employer, the lender and the borrower, the insurance company
and the insured »)

According to Stiglitz, financial markets cannot regulate
themselves because anyone do not have the same information at
the same moment. Therefore the aim is to find the best structure
to regulate markets (and not to let them work by themselves).

Deregulation will not promote financial development whe
information is asymmetric and competition inadequate. Th
economic efficiency is not secured. It will spur corruption
create an oligarchic elite that opposes the emergence of
competitive markets.

MH BOUCHET/SKEMA COM?IGHTS
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ASYMMETRY OF INFORMATION’S CONSEQUENCES

= Mismatch between national regulation/globalized
markets lead to weak multilateral governance in finance

= Weak governance = short-sighted behaviour, self
interest, speculation and greed

= WWrong incentive structure for excess risk taking and
leverage (credit bubbles)

= The partisans of the « Washington consensus » overlook
the importance of economic and corporate governa
underestimate the difficulty of building institutions,
forget that many countries lack the sophisticated pd
administrations needed to ensure adequate competiti

MH BOUCHET/SKEMA COM?IGHTS

STIGLITZ’S CORE IDEAS

< Global crisis challenges not only the capitalist financial and
economic system but also the intellectual edifice of Economics
thinking (and teaching!)

= No perfect information nor perfect competition: Markets are not
efficient, economic agents are not rational, there is no self-
regulation. The « invisible hand » is simply not there!

< Poverty is an « affront to human dignity ». Globalization does not
work well as a wealth distribution engine

< G7 governments urge liberalization on developing countries while
maintaining trade restrictions and pushing intellectual prope
protection into the WTO.

= The IMF's policies, in part based on the outworn presumptio
markets, by themselves, lead to efficient outcomes, failed t@
allow for desirable government interventions in the market
can make everyone better off

t

ch

MH BOUCHET/SKEMA ComIGHTS
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APPLE, GOOGLE AND STIGLITZ:
THE PROBLEM OF MULTINATIONAL CORPORATE TAX
AVOIDANCE

= Globalization has made us increasingly interdependent.

= MNCs are the big beneficiaries of globalisation. Multinationals
have learned how to exploit globalization in every sense of the
term — including exploiting the tax loopholes that allow them to
evade their global social responsibilities. Big corporates are
gaming one nation's taxpayers against another's.

= |t is time the international community faced the reality: we have
an unmanageable, unfair, distortionary global tax regime.’lt
tax system that is pivotal in creating the increasing inequalit
that marks most advanced countries today!

&

MH BOUCHET/SKEMA COM?IGHTS

JOSEPH E. STIGLITZ ON THE IMF...

= When crises hit, the IMF prescribes outmoded,
inappropriate, if standard solutions, without
considering the effects they would have on the
people in the countries told to follow these
policies.

= No discussions of the consequences of alternative
policies. Ideology guides policy prescription. IMF
structural adjustment policies worsen poverty.

= There is no Wall Street or IMF conspiracy. Th
Is ideology at work and antidemocratic policy-
making.

MH BOUCHET/SKEMA ComIGHTS

13


http://www.guardian.co.uk/commentisfree/2013/may/27/globalisation-is-about-taxes-too

THOMAS FRIEDMAN:

GLOBALIZATION, THE LEXUS AND THE OLIVE TREE (2000)

= He dramatizes the conflict of "the Lexus and the olive tree" —
the tension between the globalization system and ancient forces
of culture, geography, tradition, and community.

= He also details the powerful backlash that globalization
produces among those who feel brutalized by it

= Against the « Washington consensus »: the « golden
straitjacket » sums up today's neoliberal orthodoxy : countries
should privatise state-owned enterprises, maintain low inflation,
reduce the size of government, balance the budget, liberalise
trade, deregulate foreign investment and capital markets, nﬁ

the currency convertible, reduce corruption and privatise
pensions.

« All this leads to volatility, social disruption, crises, regio
global recession

http://www.columbia.edu/cu/news/vforum/03/globalization_inequality/index.html

d

MH BOUCHET/SKEMA CMIGHTS

HYMAN MINSKY

(1919-1996)

MH BOUCHET/SKEMA CCM?IGHTS
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MINSKY AND THE RECURRING
FRAGILITY OF FINANCIAL STRUCTURES

= Economic stability begets speculation, which
begets a rift between asset prices and output prices,
which begets economic volatility, credit
contraction and the need for central bank
Intervention.

= Crisis cycles: economic stability itself encourages
and nurtures excessive credit creation, leading K
financial instability and speculative euphoria, t
credit restraint and contraction and, finally,
economic contraction and volatility

MH BOUCHET/SKEMA COM?IGHTS

MINSKY
WEALTH EFFECT AND DEBT CRISIS?

=Prolonged economic stability encourages
deregulation + financial innovation +
debt accumulation =

higher leverage, leading to liquidity and
solvency crisis N\

MH BOUCHET/SKEMA ComIGHTS
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MINSKY’S THREE STAGES OF A
FINANCIAL CRISIS

Hedge finance = debt is typically a small proportion of liabilities
and readily renewable because of the adequacy of cash flows in
relation to contractual payments.

. Speculative finance = future cash flows < payment
commitments, but the present value of expected cash receipts is
greater than that of payment commitments. Need to keep issuing
new debt to finance maturing debt commitments.

Ponzi finance = Ongoing need to raise ever greater amount
debt to finance all commitments and to repay principal or e
debt service. Asset values will collapse with serious deflatig
consequences and damaging implications for the economy.

MH BOUCHET/SKEMA COM?IGHTS

BENOIT MANDELBROT

(1924-2010)

Markets are not rational nor self-regulating!
World of winner take-all ;: extreme wealth concentration.

The economic world is driven primarily by random jumps. Yet
the common tools of finance were designed for random walks in
which the market always moves in baby steps. Despite increasing
empirical evidence that concentration and volatility better
characterize market reality, the reliance on the bell-shaped curve

still prevail \
The global market economy has become an echo chamber le

to contamination and spill-over effect: volatility breeds volat
1970s-80s: Fractal geometry: a new analytical tool for predi

and managing crisis
(Mis)Behavior of Markets MH BOUCHET/SKEMA COPRIGHTS
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THE « FRENCH SCHOOL »
=F. Braudel

=R. Aron
=M. Foucault
«P. Bourdieu
=C.A. Michalet
+B. Stiegler

= T. Piketty

MH BOUCHET/SKEMA COPYRIGHTS
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THOMAS PIKETTY: INCOME INEQUALITY AND WEALTH
DISTRIBUTION IN XXI° CENTURY CAPITALISM

= Marx: capital accumulation leads to wealth
concentration

= Kuznets: growth, competition, and technological
progress lead to reduced inequality and greater
social harmony

= Piketty: rate of return on capital (r) > overall
growth rate of output (g), hence rising ratio of
capital/income, reflecting the rising size of
countries’ total weath stock relative to the inco
generated (K=5xY)

MH BOUCHET/SKEMA COM?IGHTS
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http://www.youtube.com/watch?v=Z3UwC5omncc

SKEMA BUSINESS SCHOOL

What is Country Risk all about?

Michel Henry Bouchet

11/09/2018

«YESTERDAY’S» COUNTRY RISK

P> Traditional definition of cross-border financial risk:

Assessment of a foreign entity’s ability and
willingness to meet its external obligations

in full and on time

P Foreign entity? Private firm, country government, bank,
supplier, client, partner..

P Country risk is composed of a complex combination of
political, financial and macro-economic risk

« TODAY’S » COUNTRY RISK IN THE AGE OF GLOBALIZATION

Operational definition:

Set of interdependent economic, financial and socio-political factors, specific
for a particular country in the global economy, which can affect both domestic
and foreign economic agents, relating to savings, investment, and credit
transactions.

» Domestic agents? Private firms, households, banks, merchants, exporters and
importers, students...

» Country risk is composed of a complex combination of

political, financial and macro-economic risk that must be assessed in the
globalized system

Michel H. BouchetSKEMA (c) 2018

WHAT COUNTRY RISK IS NOT

> Country risk is not a monopoly of foreign creditors, exporters,
importers, or investors

» Domestic residents (households, investors, corporate sector) also face
country risk from their own country’s socio-economic and political
situation: The country’s goverment can take arbitrary decisions that
will affect the residents’ well-being

> The country can be contaminated by adverse regional or global forces

® A deterioration in the risk perception by capital markets and rating agencies will
feedback on domestic residents’ environment: downgrading + capital flight!




11/09/2018

2017 Terrorism & Political Violence Risk Map mam EUROMONEY 2017

COUNTRY RISK IN THE AGE OF DONALD TRUMP

~  Risk materialization directly hurts US business: outbreak of a military

Direct conflict between North Korea and the United States; sharp rise in

«hard interest rates and fall in bond prices; stock market crash; sharp

risks» weakening of USD; protracted renegotiation of NAFTA ; mounting trade
and geopolitical tensions with China

« Risk materialization stems from a more hostile environment: protracted

I"d"e:.t stalemate between White House and Congress regarding budgetary
‘s":;::s"» ing policy; ongoing saber-rattling with North Korea; trade retaliation by

Mexico and Canada; regional crisis in the Western Hemisphere

C * Risk as of
«soft between power groups: Impeachment of Donald Trump; global
N protectionism, fiscal uncertainty, mounting wealth gap, pressure
risks» groups and hostile NGOs
M
o By TACKLING COUNTRY RISK MOST ATTRACTIVE EMERGING MARKETS?

= COMBINING RISK EXPOSURE + MARKET OPPORTUNITIES

COUNTRY + RISK Low %0 5 On the radr screen | Sizs of he bubte
Risk © To consider e e
10bacco in $ bilions,
@ Lower priority excluding taxes, in 2005
P Country = sovereign entity, culture and values, : 5 &g
geographical distance, national laws and regulations, g
socio-political parameters 8
§ =
2
P> Risk = lack of perfect information in real time, spill-over -5
effect, abrupt changes ] NG 3 -
19| T T v
Risk — #  Low * Markot potential® High

(0= low potential; 100 = high potential)
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INTERPLAY OF COUNTRY RISK WITH
THE GLOBAL MARKET ECONOMY

apital flows
Exchange rates
Interest rates
IFIs
Global trade
Market access
Rating agencies
Global GDP
Global terrorism

{ Macroeconomic :
Financial
% Socio-political

THE TOP GLOBAL GDP 1950-2050

Gemany

1960 975 200 2010 200 2030 2050
Michel H. Bouchet/SKEMA (c) 2018 \World Bank, PWCs, Credit Suisse Michel H. Bouchet/SKEMA (c) 2018 0
Capital controls, debt default, UiiEidm Gzt .de“ms’ el
[T ey productivity, rising labor costs,
WHAT ABOUT THE KEY COMPONENTS iz Macr stock market bubble
&Transfer ~ Economic
al Risk i
OF (JOUNTRY RISK? Risk Exchange rate imbalances,
deteriorating competitiveness,
Political s i inflati
Bad governance and . LEELES
Risk i
corruption, political turmoil, COUNTRY rate Risk
strikes, nationalization, RISK
. 5
orrelation Socio-
and Cults
Systemic Risk Xenophobia, cultural and
Risk Legal and religious intolerance
Spill-over, commodity price Regulatory
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rating downgrading, confiscation, opacity,
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MAIN COMPONENTS OF GLOBAL RISK

» Economic risk

> Financial and transfer risk Quantifiable but ultimately
> Exchange risk judgmental
» Commodity risk

> Political risk

» Cultural environment risk

> Operational risk

< . Subjective,
» Legal and contractual risk insurable and
7 (repudiation, confiscation, bribes...) diversifiable
7 Regional contamination risk

> (spill-over effect)

> Systemic risk (global crisis) 3

Payment delays, capital controls,
customs bribes, exchange rate

Drop in commodity prices,
regional recession, competitive
devaluations, debt default, stock

market crisis

devaluation
Exporter Creditor
Defective supplies, exchange rate
over-valuation, corrupt customs
officers
Importer  COUNTRY

RISK
EXPOSURE

Investment
M&As

nd
Domestic
economic
agents

Wiche! TBOUENEHSRERTA (c) 2015

Payment arrears, rescheduling,
refinancing, default and write-off

Capital controls, contract
repudiation, bureaucracy,
corruption, deficient
infrastructures

FDI

Devaluation, strikes, bad
governance, weak productivity,
nationalization

Inflation, banking crisis, negative
interest rates, protectionism,
political turmoil

COUNTRY RISK ASSESSMENT

Reliable and updated information
= Economic intelligence

> Robust risk analysis

MAJOR SOURCES OF COUNTRY RISK INTELLIGENCE

Paris Club IMEy
Central Banks T
0ECD
ciA UNCTAD & UNDP

Investment banks
HF

Michel H. Bouchet/SKEMA (c) 2018

IIE, Brookings Rating agencies:
= Moody's, S&s, Fitch,|
Global Finance-Skema, Dagong, Incra




4 MAIN APPROACHES TO COUNTRY RISK ASSESSMENT

1. Qualitative approach: financial, macroeconomic,
legal, regulatory and political parameters

2. External debt analysis: Balance of payments +
liquidity and solvency

3. Quantitative approach : rating and scoring
4. Econometric approach and modelization

Michel H. Bouchet/SKEMA (c) 2018 /A 17
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SKEMA BUSINESS SCHOOL

Global risk and the mounting wealth gap

Michel Henry Bouchet

- MYTH = GLOBALIZATION GENERATES GROWING
ECONOMIC WEALTH AND WELL-BEING FOR ALL...

Fact: Economic growth boils down to rising
GDP, that is not development!

» GDP says nothing regarding wealth distribution nor
regarding inclusiveness and sustainability

SRemMa =i & WrANEA
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FACTS: THE JURY IS STILL OUT

® 2016 research report: World Bank re-definition of extreme
poverty: moving from $1,20 to $1,90/day

" 10% of world population still < poverty line (767 million down
from 881 million in 2012), mainly in South Asia and Sub-saharan
Africa

" Small number of countries experiencing declining inequality
since 2008 (UK, Germany, US, Brazil, China)

% Awrmo TN v
sKema iz (4 ap
BusiEssscooL Lt el

B FACT: INCOME UNEQUALITY IS NOT A MONOPOLY
OF DEVELOPING COUNTRIES!

1. GINlindex of revenue inequality worsens for many OECD countries since the
global financial crisis (including France)

2. Since the mid-1980s and the worldwide extension of the market economy,
unprecedented distortion in value-added distribution in developed countries

3. Rising share of profits in GDP/falling share of wages: income equality has
worsened

According to McKinsey, 2/3 of households in 25 advanced economies, the
equivalent of 550 million people, had their wages and income flat or falling in
2015 compared with 2005.

MH BOUCHET/SKEMA (c)
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Share of labour wages in GDP %

e France — Germany

FALLING SHARE OF
WORK SALARY IN
GLOBAL VALUE
ADDED

1980-2015
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== United Kingdom = United States
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THE RACE BETWEEN WAGES AND PRODUCTIVITY IN THE US
(AND MOST OECD COUNTRIES!)
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GLOBALIZATION & INCOME INEQUALITY:
AFTER DECLINING IN THE FIRST HALF OF THE 20TH CENTURY,
INCOME INEQUALITY MAKES A COMEBACK!
Share in income distribution
of top 1 percent
30 : _
Hyperfinance’s emergence - E“E i:;‘:ﬁ :“‘:‘t:"ﬂ
. - - 25 — Ui om —reda
in the 1980s coincides  Canada — New Zealand
with the rising share of 20
income for capital owners
and top executives 1o
10
5
0 T T T [ T T T R AN T [ T I B
1800 10 20 30 40 50 60 70 80 90 2000
Source: IMF
0,50
. GINI INDEX OECD COUNTRIES The ugly
0,40
0,35 The bad
0,30 * r
" The good
0,25
0,20
0,15
0,10
0,05
0,00
-E_gO.:'Uﬂ.'gE:'gm'gr>'uaﬂm'ggomg_:_ggﬁsz-><8g
OECD 2016 MH BOUCHET/SKEMA (c)
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US FAMILIES’ INCOME DISTRIBUTION GAP
GINI INDEX 1947-2015
= RISING INEQUALITY + SHRINKING MIDDLE-CLASS

0.460

=== Gini Coefficient
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Source: U.S. Census Bureau, Historical Income, Families

MH RBOILICHET/SKEMA (o)

US REAL MEDIAN HOUSEHOLD INCOME 1980-2014

In 2010-15 growth has been slow, and big businesses and wealthy investors have been its major beneficiaries, rather than
middle-class wage earners, but it has not been a job-less recovery with wage stagnation. However, median income is still
<1999, and it does not say anything regarding distribution. Moreover, income is a flow and can hide wide wealth gaps.

Pretax income growth in the United States

1980-2014

600%

400%

200%

0%

SOURCE: Chicago Booth

<® ,.o‘oQ

Piketty et al., 2016
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THE SHIFT IN
US INCOME
DISTRIBUTION
1971-2015

Household income in 2014 dollars (% of adults)

1971 | midl.:lle .incnme

v
$50k $100k §150k $200Kk+
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CHINA’S RISING WEALTH GAP
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Sources: SYII0.
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US WEALTH ACCUMULATION: TOP 0,1% 1913-2013 = 22%
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Notes: Wealth is total assets fincluding real estate and funded pension wealth) ner of all debrs, Wealth excludes the present
value of future government transters (such a5 Social Security or Medicare benefits).

Source: Saez, Emmanuel and Gabriel Zucman “Wealth Inequality in the United States since 1913: Fvidence from Capitalized
Income Tax Data”, NBER Working Paper, October 2014, onfine at http.gabrief-zucman.ew/uswealthy

MH BROLICHET/SKENMA (o)

RISING GROWTH OF CAPITAL RETURN> ECONOMIC GROWTH RATE
= LARGER INCOME INEQUALITY

Share of total income of the richest 10 percent

50% UNITED STATES ERITAIN GERMANY FRANCE SWEDEN

2 1A
0 I

: I
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1800 2010 1900 2010 1300 2010 1800 2010 1900 2010

Source: T. Picketty 2014 MH BOUCHET/SKEMA (c)
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FRANCE: EVOLUTION IN PER CAPITA INCOME BETWEEN
10% POOREST AND 5% RICHEST 1996-2010

45 Dase 100 en 1996 Richest 5% w_
120 ',.-"::_:::‘
115
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100 i ! . . . . . . . . . . . .
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|NSEE 09/2012 i ] ML ROLICLICTICICENA (o)

How Rich are the Top 1Percent, Really?

The wealth held by the top 1 percent of households is probably underestimated, according to an ECB paper
that offers an adjusted estimate relying partly on Forbes Billionaires data.

Percentage of a nation's wealth held by the top 1 percent of households!

B Surveydara M Adjusted data! Percentage point difference between Adjusted CONCENTRATION
survey and adjusted data Estimates
A N 13 37% IN THE OECD

Austria | s 15 36
Germany e 0 33
Portugal | s £ 25
oty Y s 16 20
France [ 1 19
Netherlands e 5 17
Belgium [ s 5 17
Spain [ 15
Finland [ . 13

1 - One adjustment by Philip Vermeulan using
aregression method and Forbes Billonaires data
Source: Philip Vermeulan at Eurapean Central Bank Bloomberg Visual Data §

ASSESSING WEALTH

MH BOUCHET/SKEMA (c)
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WHAT 10O DO, THENY
NO SILVER BULLET SOLUTION

P STIGLITZ

Capitalism is
failing: Need of
fiscal stimulus to
boost consumer
spending, minimum
wage increase, and
tax incentives for
labour-intensive
investment

+ Kuznets and
Liberal school

Patience! Trickle-
down economics

Better education,
life-long learning
and retraining,
labour market
mobility, human
capital investment

MH BOUCHET/SKEMA (c)

» PIKETTY
After WWII,

« golden age » of
capitalism, followed
by soaring
inequality?

= Global wealth tax

Brookings Inst., 03-2015
IMF 08-2016

PIKETTY'S GROWING WEALTH GAP: RIGHT OR WRONG?

P Rate of return k (5%) on financial assets > g real economy’s

P Rising value of K due to monopoly power, rents, stock markets,

ueEwNPRe

6

growth rate (2,5%) = rising share of K in GDP = growing inequality

= patrimonial capitalism

land value speculation

Each and every « capitalist » is not a rentier

However, rate of return on K lower than assumed by Piketty
Innovation and technology lead to temporary higher income for entrepreneurs
Only real estate owners and not financial capitalists get richer and richer!

Change in savings rate can offset change in income distribution
Decreasing share of wages due to lower union membership and de-skilling process

MH BOUCHET/SKEMA (c
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MEASURING SOCIO-ECONOMIC PROGRESS ACROSS TIME AND ACROSS COUNTRIES?

Social Progress Index
L Y
Opportunity p
| |

~ Nutrition and Basic Medical Care Access to Basic Knowledge ~ Personal Rights
~ Water and Sanitation Access to Inf ion and Ci ication ©  ~ Personal Freedom and Choice
~  Shelter Health and Wellness ~ Tolerance and Inclusion
~ Personal Safety Environmental Quality ~ Access to Advanced Education

T ~ —

Social Progress Tier

M Very High

1 High
M Upper Middle
M Lower Middle
M Low
M Very low

1 Incomplete

MH BOUCHET/SKEMA (c)

COUNTRY RISK HAS TO DO WITH INCOME DISTRIBUTION,
WEALTH GAP, INCLUSIVE GROWTH AND SOCIO-ECONOMIC
DEVELOPMENT!

SUSTAINABLE GROWTH REQUIRES SOCIAL MOBILIZATION AND POLITICAL
STABILITY WITHIN A « NATION » RATHER THAN IN A « COUNTRY »

P Development = social inclusiveness

2 (policy choice + political choice)

10
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Country Risk Economic Intelligence and

y Information Sources
Michel Henry Bouchet
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COUNTRY RISK ASSESSMENT

" Economic intelligence + reliable
and updated information sources

robust risk analysis

KEY INFORMATION SOURCES

IMF, World Bank, IFC & MIGA
UNCTAD & UNDP

BIS, OECD, EBRD

Coface, Euler-Hermes

Moody’s, S&P, Fitch

Euromoney, Institutional Investor
CIA & US State Dept
Transparency International
Hiscox, AON, Control Group

DEFI www.developingfinance.org

MANAGING
COUNTRY RISK

IN AN ABE OF
GLOBALIZATION

% OXFOAD
ECOMOMICE

DEVELDPING FINANCE.

La globalisation

Empo

EULER HERMES
it

Hﬂ"ﬂﬂmn @

coface

wer Besults”

THE ORLD B

ECONOMIC INTELLIGENCE =
TRANSFORMING INFORMATION INTO RISK STRATEGY

Macro-Eco ) ati Shadow Economy
Debt  Banking& goernance REBUIALION i) plight

Structures &BoP  Finance &leverage (oruntion

1960-70 1980 1990 2000 2008 201018
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http://www.developingfinance.org/

11/09/2018

MAJOR SOURCES OF COUNTRY RISK INTELLIGENCE

[ T T T 1
COFACE inks

Paris Club ey
@ World Bank (s s SINOSUR IIE, Brookings, E1U Rating agencies:
5 BIS Hermes Euromoney, Tl, InstInv
Jovernment agencies OECD nF Dikroirs Global Findnce-skema Mooy’ S&Ps, Fitch,
ciA UNCTAD & UNDP EceD AON, OPIC, Control Dagong, Incra
Grodp
Michel H. BouchetSKEMA (c) 2018 5

FINANCIAL, MACROECONOMIC AND SOCIO-POLITICAL
INFORMATION AND INTELLIGENCE SOURCES

Official sources
1. Multilateral sources
> IMF

2. Official bilateral
sources

» Country governments (CBs, CIA)

» ECAs (Coface, Hermes, Eximbank,
ECGD, SACE, CESCE)

» Paris Club

1.

6. Rating agencies (S&Ps, Dagong,

Private sources

Insurance agencies (Coface, AON

OPIC)

» World Bank 2. Research institutes (IIE, IIF,
» BIS, OECD Brookings, Transparency Int.)
» RDI’SS 3. Thinktanks (Cato, Heritage,

Freedom House, Heritage F. )
4. Magazines (Euromoney,
Institutional Investor...)

5. Academic centers (CforGD,
Global Finance...)

Incra)

Michel H. Bouchet/SKEMA (c) 2018

OFFICIAL INFORMATION SOURCES

* 4 |Fls = IMF + World Bank + BIS + OECD

* 4 RDBs=AsDB, AfDB, EBRD, IADB

* 2 UNs= UNCTAD + UNDP

* Export credit agencies (Coface, EFIC, Hermes...)
* Paris Club

¢ Central Banks

* Governments and Intelligence agencies

(https://www.cia.gov/library/publications/the-world-

factbook/wfbExt/region eur.html)

IMF AS SOURCE OF RISK INFORMATION

International Financial
Statistics (monthly)

Global tables:
IMF Credits
Official reserves and MS

Exchange rates (nominal
and real effective rates)

Country data
Balance of payments
Government budget

National accounts
(GDP/GNP)
International liquidity

Monetary survey (bank
credit, money and quasi-

CPl and interest rates money)
Trade Flows (M/X) Interest rates
Commodity prices Debt ratios

Michel H. Bouchet/SKEMA (c) 2018
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IMF AS SOURCE OF MACRO-ECONOMIC INFORMATION

Tahle 5. Ecuador: Balance of Payments, 2008-21
(Millions of US. dollars, unless otherwise indicated)

E P,

Ms me WM M Wp MW We A5 xS NG AW M8 m0 mm

G e UE B 1M M G s 20 2m SR W W Bt
Takam o B @ om 8w m m W LM I
Bgom fak. BE MO ED AW MW NS NG G X KO LE WS RS LG
nm U1 IS W WM RR G0 $e 6w €M T8 B8 s
N TH KO G W WU LI RN DB 0@ AW LT B LU 20
e k] IS G RS RE AT NI NS B IS 0S5 LS AALH G35 I
TS Im 08 AF WL ST LT AW 36 AW M AW w48
=] G IS KT S ROI S LM AR MED NE M ME ¢8-S
s WB 2 I AW IS UR AN WS AR AW @ AB Be AW
Tegepe Wz W@ R Im P N R D NS 1M IS A% T

China: Selected Economic Indicators

THE IMF AS SOURCE OF EXCHANGE RATE AND MONETARY DATA:

CHINA

Real Effective Exchange Rate
(2000= 1000
125 —REER  -—-KEER

2008 e zoa2 2004

Michel H. Bouchet/SKEMA (c) 2018
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THE IMF'S WEO

World BOutiook. UPDA

FOR RELEASE STRICTLY CONFIDENTIAL
Washington, DC. July 16,2018, 10:00 am_ EST UNTIL RELEASED

Less Even Expansion, Rising Trade Tensions

o Global growth s projected to reach 3.9 percent in 2018 and 2019, in line with the forecast of the
April 2018 World Ecovomic Outlook (WEQ), but the expansion is becoming less even. and risks to
the outlook are mounting. The rate of expansion appears 1o have peaked in some major economies
and growth has be ss synchronized. In the United States, near-term momentum is
strengthening in line with the April WEO forecast, and the US dollar has appreciated by around 5
percent in recent weeks. Growth projections have been revised dawn for the ewro area, Japan, and
the United Kingdom, reflecting negative surprises 10 activiry n early 2018, Among emerging
market and developing economies, growth prospects are also becoming more uneven, amid rising
oil prices, higher yields in the United States, escalating trade tensions, and marke! pressures on
the currencies of some economies with weaker fundamentals. Growth projections have been
revised down for Argentina, Brazil, and India, while the owtlook for some oil exporters has
strengthened

WORLD BANK AS SOURCE OF RISK INFORMATION

Global Development
Finance (annual)
»Vol. 1 = Global tables
Total debt stock and flows
of EMCs broken down by
creditors & maturities
»\Vol.2 = country tables
Total debt and debt
servicing payments

Country economic reports
P Structural indicators
» Economic policy issues
» WB project lending
P Debt sustainability

analysis
P Governance analysis

Michel H. Bouchet/SKEMA (c) 2018
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ORLD BANK: CROS5-COUNTRY COMPARISON OF GOVERNANCE INDICATORS:

TUNISIA VS MOROCCO

Worldwide Governance Indicators

Voics ana Accountabiny | Mococen 2008

Bt o 2008 ——
Absence of
Vicknce/Tes £
018
2008 ——
2015 E—
Contral of Comuation Morocca 2005

rsin 2005

http://info.worldbank.org/governance/wgi/#reportsindicators: Tunisia vs Morocco

BIS AS SOURCE OF FINANCIAL RISK INFORMATION

http:/stats.bis.org/statx/srs/table/b4

Global tables

International Banking
statistics (quarterly)

+ Annual BIS report

» International banking
market

P International debt
securities market
» Derivatives market

Country Tables
» External positions of BIS
reporting banks: assets
(claims) and liabilities
(deposits) vis a vis all
sectors and the non-bank
private sector
» Breakdown by creditor
banks and by maturities
P Real effective exchange
rates

Michel H. Boucheu/s

SKEMA (c) 2018

THE BIS: NOMINAL AND REAL EFFECTIVE EXCHANGE RATES

20 Algeria: Nominal and Real Effective Exchange Rates 1994-2018

Nominal

Wichel . Bouchet/SKEMA (

BIS: A SOURCE OF CAPITAL FLIGHT DATA

Vietnam - Private dpis hld i mersssonal bk 1992 204]
Smlian

Private capital outflows in international banks as measure
of socio-political volatility or exchange rate distortions

Tunisia: Change in private deposits held in internatianal banks 200014 §

e Al sath rasleron
mountingregressan
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PARIS CLUB AS SOURCE OF DEBT-RELATED INFORMATION

» There are no established institutionalized mechanisms for
» Ex. FFIEC: US Federal Financial Institution Examination dealing with private sector cross-border debt in arrears! This
is not the case of official-source debt that is renegotiated
under the auspices of the Paris Club since 1956! Cf.
» US banks’ claims on CHILE = US$ 3.22 billion o/w Argentina’s debt crisis
On banks=$ 903 million » The P.ari.s Club: A confidential ad-hoc foru'm of debt '
On public sector= $320 million ) . gzﬁ?ct)Last|ons between OECD country creditors and sovereign
On private sector= $1970 million
Total ST debt <1 year loans=51%

OECD, CENTRAL BANKS AND TREASURIES

Council

P It only deals with official or officially-guaranteed credits
(Coface, Hermes, ECGD, US Eximbank...).

P Consensus-based agreements.

PwnpeE

Michel H. Bouchet/SKEMA (c) 2018 Michel H. Bouchet/SKEMA (c) 2018

THE PARIS CLUB
P The first ti ith a debt t in 1956 when Argenti THEPARIS CLUBIN 2018
e first meeting with a debtor country was in when Argentina
agreed to meet its public creditors in Paris. Since then, the Paris Club KEY NUMBERS
has reached >430 agreements concerning 90 debtor countries. The
total amount of debt covered in these agreements has been $583

f debtor countries %0

billion.
563 Bilon'$
P> The Paris Club has remained strictly informal. It is the voluntary
gathering of creditor countries willing to treat in a co-ordinated way
the debt due to them by the developing countries. It can be described
as a "non institution".

Total amount of debt

Michel H. Bouchet/SKEMA (c) 2018 20
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TSP T TR 0% PR ST T SECHEre Z0TE. FOry TRASTS 55 e o Wreey PARIS CLUB DEBT RESTRUCTURING TERNS
::gnmrfnpnﬁf;:: R;?:Luﬁpnﬁl:h rAPD Restructuring |  Eligibility Rescheduling Debt Reduction Terms | Debt
Terms term (T/Grace) Conversion
TOTAL CLAIMS OF s cresncen A7 | Creances AP Toral = ODA__NonQDA =050
b - = — Houston 09/90 | GDP per | ODA: 20/10 Rescheduled | Repayment | ODA: no
[Armigue ou Sud 766 73 939 capita <$2995 | Non ODA: 15/2- |ataninterest |periodsare | limit
PARIS CLUB M:E S ] 517 and 3 rateat least | lengthened | Non ODA:
_—_ = debt/GDP>50 as favourable up to 20% of
MEMBERS ON o= e = Tt % e s
P — o T o Toronto 10/88 | Poorest ODA 254 |oniginal 333305 | outstanding
EMERGING . b O P amountor
758 34 751 interest rate 15-30 million
sv.vl 431 3 5621 London, 12/91 | 23 countries | ODA: 30/12 applyingto | 50% SDR
MARKET Non ODA: 23/6 | these loans
5 ) i
= rE) E Naples 12/94 | Poorest ODA: 25/14 67%
COUNTRIES 2 = countries | Non ODA: 1478
250 574 524
. . 10 - i)
AS OF JANUARY 1, 2017 L] " 2] Lyon 11/96 | Poorest ODA: 40/16 80%
- countries Non ODA: 23/6
03 =) FET)
837 28 562 Cologne 11/99 |41 HIPC ODA: 40/16 90%
- = e Non ODA: 23/6
e ) 5740
Michel H. Bouchet/SKEMA (c) 2018 Michel H. Bouchet/SKEMA (c) 2018
NIGERIA: 10/2005 PARIS CLUB DEBT RESTRUCTURING UNDP AND UNCTAD
> Total stock of public sector debt= US$ 36.2 billion, o/w US$ 30 billion due to the
Paris Club
UNDP UNCTAD
» Debt agreement follows the IMF’s Policy Support Instrument (PSI) on 17 October
2005, including a debt reduction under Naples terms on eligible debts and a buy
back at a market-related discount on the remaining eligible debts after
reduction. Two conditonal phases: > HDI > Trade, FD.I ar)d
» 1. Nigeria undertakes to pay arrears due on all categories of debts and Paris » Social and development development indicators
Club credltor§ grant.a 33% cancellation of eligible debts; o indicators » Role of MNCs in EMCs
P> 2. After the first review of the PSI, planned for March 2006, Nigeria will pay
amounts due under post-cut off date debt, and Paris Club creditors will grant a
further tranche of cancellation of 34%, and Nigeria will buy back the remaining
eligible debts.
P Total debt cancellation of US$ 18 billion (including moratorium interest)
representing an overall cancellation of about 60% of Paris Club debt. Paris Club
creditors will be paid an amount of US$ 12.4 billion, representing regularization
of arrears.
Michel H. Bouchet/SKEMA (c) 2018 %




1 Norway %‘ 171 | Céte d'lvoire CIA O FEURCHASIG POVEREARTY]

2 Australia 172 Djibouti

2 Switzerland 17 Garlnb!a » The World FactBook

4 Germany 174 Ethiopia RANK countay GOP (PURCHASING POWER PARITY)

5 Denmark 175 Mali > https://www.cia.gov i $21,140000,000000 2016 €57
5 | Singapore 176 |Conge (Dem R A T D —
7 | Netherlands UNDP 177 | Liberia focbook/wtbExt/reh P
8 Ireland 178 | Guinea-Bissau actbook/wibExt/regi NITED STAT e

9 Iceland HUMAN DEVELOPMENT INDEX 179 Eritrea on_eur.html INDIA $8,721,000,000,000 2016 EST.
10 Canada Sierra Leone aBAN $4,992,000,000,000 2016 EST.
10 | United States LT Mozambique 3 $2,879,000,000,000 2016 EST
12 Hong Kong “Often rich South Sudan : PR $3,745,000,000,000 2016 EST.
13 | New Zealand 7 countries \ Guinea a3

14 Sweden : .u i Burand] 3 S $3,081,000,000,000 2016 £ST.
15 | Liechtenstein ".‘ with poor! /185 | Burkina Faso 3 INDONESTA $3,029,000,000,000 2016 EST.
16 |United Kingdom)| 186 Chad o - $2,788,000,000,000 2016 EST.
17 Japan 187 Niger

18 Korea Michel H. BoucheUSKEMA (c) 2018 188 | Central Af Rep
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DATE OF INFORMATION

SPECIALIZED COUNTRY RISK ANALYSIS INSTITUTIONS

P 1IF (Washington) The Institute for International Finance
P 1IE (Washington), EIU (London), Brookings (D.C.)

» Bond rating agencies: Dun and Bradstreet, Moody’s, S&P,
FITCH IBCA, Dagong

P BERI (Business Environment Risk Index)
P Institutional Investor, Euromoney

P Frost & Sullivan

P INCRA (Bertelsmann Foundation)

P> Transparency International

P Heritage Foundation, Davos-WEF, Cato Institute, IMD, AT
Kearney, Global Finance-SKEMA

P Insurance companies: AON

RATING AGENCIES

P Bond rating: Moody’s, Fitch, S&Ps

» DAGONG

P Risk rating: COFACE

»INCRA (non-profit credit-rating agency for sovereign risk)
P Country risk rating: BERI, Euromoney, Institutional Investor
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GOVERNMENTS ARE BYPASSED BY MARKET FORCES AND UNDER THE

SCRUTINY OF IFIS AND RATING AGENCIES

Rating Distribution of Sovereign Issuers on Selected Dates

Rating 1683 1990 1995 2000 2005 2010 201 2012
Aaa 9% 33% 16% 12% 9% 15% 14% 13%

Aa 21% 8% 25% 15% % 5% % 12%

A 0% % 18% 10% 2% 13% 4% 8%

Baa 0% 8% 18% 2% 4% 18% 2% 26%

Ba 0% 8% 16% 19% 15% 16% 15% 6%

0% 6% S% 18% 7% 2% 2% 2%

Caa-C 0% 0% 0% 5% 5% 1% 2% 3%
Investment-grade 100% 86% 8% 59% 63% 61% 59% 59%
Speculative-grade 0% 14% 2% 4% 7% 9% 4% %

Michel H. Bouchet/SKEMA (c)
Moody's-Summer 2013

MOODY'S INVESTORS SERVICE LONG-TERM
FOREIGN CURRENCY RATINGS

Chite

Mesico
Colombia
Peru
Brazil
Yenezuela

Investment Grade

Argentina

Michel H. Bouchet/SKEMA (c) 2018

FITCH IBCA, DUFF AND PHELPS LONG-TERM
FOREIGN CURRENCY RATINGS

chile A
Mesica BBB-
Colombia
Peru
Beaz
Yenezuela
Argentina Investment Grade

Michel H. Bouchet/SKEMA (c) 2018

STANDARD AND POOR'S LONG-TERM FOREIGN
CURRENCY RATINGS

Chile

Colombia

Peru

Venezuala

Argentina Investment Grade

Michel H. Bouchet/SKEMA (c) 2018
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Information sources: Standard & Poor”

Sovereign risk indicators

THE INSTITUTE OF INTERNATIONAL FINANCE (IIF)

nvemens sresnens SG0F. Begae
e () 7258 1) Cor el i
014e ke I0i6e  20i6e awide. - — A
NS — INSTITUTE OF
WA WA WA WA £ INTERNATIONAL
oy e wa o FINANCE
1] 3 ns ne s —
Gm w1 w1 s w
i - w w we w o The Institute of Interational Finance is the global association of the financial industry, with
EET v o Gy Wi s e close to 500 members from 70 countries, Its mission is to support the financial industry in the
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COFACE: (COMPAGNIE FRANGAISE D’ASSURANCE POUR LE
COMMERCE EXTERIEUR)

»The Coface Group facilitates and secures trade
throughout the world. The Group offers a range
of solutions spanning rating, protection and
services, including country risk data and analysis.

»Country risk analysis is expressed in a
rating/ranking format but based on a qualitative
analysis aimed at integrating the socio-political
and economic specificities of each country.

COFACE

P Coface takes into account several types of country risk around six
different analytical modules:

1. political risk;
2. liquidity and non-transfer risk;
3. sovereign risk;
4. market crisis risk;
5. systemic banking crisis;
6. macroeconomic growth risk.

» www.coface.org

COFACE COUNTRY RISK MAP
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BRAZIL 2017 COFACE’S MACRO-ECONOMIC PROSPECTS
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TUNISIA 1994-2011 PAYMENT ARREARS INDEX (COFACE)

PAYMENT INCIDENTS INDEX
(12 months moving average -base 100 : World 1995)
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EFIC-AUSTRALIA

» http://www.efic.gov.au/COUNTRY/COUNTRYPROFILES/Pages/c

ountryprofiles.aspx
Egypt at a glance ...

MENA

Businass Cimate

EIU 5 RISK ANALYSIS SERVICES

P Country analysis—Political and economic analysis, business
environment analysis, cross-country benchmarking and market-
trends tracking.

P> Risk assessment—Sovereign debt risk assessment and operational
risk analysis on 190 countries

P Market entry and sizing—Market entry strategies, market sizing,
market potential and pricing data.

P> Strategic industry analysis—Industry benchmarking, strategic trend
analysis and global commodities analysis.

P Economic modelling and forecasting—Data customisation, demand
forecasts and econometric analysis of industry drivers.

EIU »London-based Economic Intelligence Unit

I Brazil: sovereign, currency and banking sector risk scores

SZ—Sw«vign Currency Banking sector
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Source: The Economist Intelligence Unit.
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Country Risk and the Balance of Payments |
Current account

Michel Henry Bouchet

ske
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P Country risk assessment starts with the
Balance of payments!

1. Inflation and trade deficits
2. Currency volatility
3. Exchange rates and competitiveness
4. External financing flows
5. Capital flight
6. Liquidity or solvency problems?
7. Debt crisis!

=g

Eon BALANCE OF PAYMENTS
-

Accounting framework and statistical record of all
economic and financial flows between residents
of the reporting country and the rest of the world

The time period itself is arbitrary:

monthly, quarterly and yearly basis

MH BOUCHET/SKEMA (c)

BALANCE OF PAYMENTS AND EXTERNAL DEBT

Balance of Payments  Assets & Liabilities
Change in flows External Debt and
Double-entry accounting Reserves

P> Change in stocks
) A+ Reserve

(exports GS + capital)

Assets
» Debits = Outflows Debt repayment
(Imports, interest é’nd‘.. > A- Reserves
debt payments) ~ ffreeeet”

A+ Debt Stock

MH BOUCHET/SKEMA (c)
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THE BALANCE IS ALWAYS BALANCED!

Changes in the stock of reserve assets, emergency
financing, payment arrears... or debt default, will
balance the national accounts

MH BOUCHET/SKEMA (¢)

Residents? = Government, households, individuals, NGOs
& private non-profit entities, and firms.

» MNCs are by definition resident in more than one
country. The MNC'’s subsidiaries are treated as resident
in the country in which they are located even if their
shares are actually owned by foreign residents.

> IFls are always foreign residents

> Tourists and students are foreign residents if they stay
in the reporting country < 1 year

BALANCE OF PAYMENTS ACCURACY ?

é
» Data collection and i
methodological errors

P Inconsistencies in the time of recording and valuation ot
the corresponding debit and credit entries

P Undercoverage (overinvoicing/underinvoicing)

P> Revisions policy

P> Use of sample surveys rather than complete enumeration
P Trade-off between accuracy and timeliness!

MH BOUCHET/SKEMA (c)

THE WORLD “MISSING” EXPORTS
A«black hole »
>US$300 b
[UssbillionUNder-reporting/under-invoicing of X revenues

20000 .

w Imports
15000
B Exports

10000

5000

1994 1996 1998 2000 2002 2004 2006 2008 2010 2012 2014 2016 2018

MH BOUCHET/SKEMA (c)
Source: IMF.2018
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INTERPRETING THE BALANCE OF PAYMENTS

Different accounts in the balance of payments make it
possible to see whether or not a country lives

“beyond its means”

Merchandise exports or imports can be broken down by product and by
market source and destination (incompressible imports or volatile
exports!)

Useful for determining how a country’s balance of payments and overall
economic performance will react to different situations (elasticities,
exchange rate adjustment, domestic absorption, trade barriers,
deflation...)

WHO FINANCES WHOM?
CURRENT ACCOUNT BALANCES OF OECD (35) AND EMCS (160)
US$ billion
700
SURPLUS
500
300
100 ’ l ' '
- rede
o 0FEF 3
-300
mEMCs mOECD
-500
DEFICIT
-700
By ", s %y o, s Sy Sy 0y, 00, 0, 0 0, Y Yy 0y, 0, 0 0 0
MH BOUCHET/SKEMA (c)
Source: IMF-WEO 2018

US STRUCTURALTWIN DEFICITS (1980-2018)
Uss million

100000

US Trade & Current Account Balances $ million
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Source: US Treasury 2018/FED

THE US CURRENT ACCOUNT DEFICIT IN % OF US GDP

FRED - — totai current account Balance for the United States (DISCONTINUED) :

: /\W'h\'\ mvf\f\ W1 A

BIEEN:

1265 1970 1975 1980 1985 1550 1885 2000 2005 210

Percent of GOP.
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[ INLERPREIING THE BALANCE OF PAYMENTS
« Living beyond its means?
* Current account balance = saving - domestic spending.
A country that saves > it invests at home sends its surplus abroad
to purchase foreign assets
* One that saves < it invests finances the shortfall by issuing
liabilities to foreign investors = A debt!

* The accumulated history of current account surpluses or deficits,
along with capital gains and losses on past investments,
determines a country’s net international investment position.

4
NATIONAL INCOME IDENTITY @

Y = National income
C = Domestic Consumption
| = Investment
G = Government expenses
T = Taxes & Government revenues
X = Exports
M = Imports
S = Domestic Savings ( income > consumption)

DOMESTIC AND EXTERNAL FINANCIAL EQUILIBRIUM

What is disposable income?
Y = gross income - imports & taxation
Y=C+1+G+X-M-T+ (KM - K flight)
------ - Savings =Y —

{ (s-1)% (T-6) =" (X= M) % (KM — K flight)
'
S Savings _.“Fiscal balance “\Trade balance, /" Net capital inflows

N -

sRema -&i

BOOSTING SAVINGS TO FINANCE INVESTMENT WITHOUT

EXTERNAL DEFICIT?

ifS>1 =>X>M

P atrade imbalance is always rooted in low savings and
excessive domestic spending (absorption)
P It requires macroeconomic correction (interest rate hike,
devaluation, 1" taxation, credit reduction, 1* reserve

requirements...)
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1. current account plays a role similar to a private company’s
income statement= country’s economic performance vis-a-

Two principal sub-accounts

vis the rest of the world.

2. capital account shows how the country’s economic growth

gets financed.

The basic balance draws the line under “other long-term capital”
to emphasize the role of economic performance and stable long-

term financing.
Another presentation is the Table of Uses & Sources

BALANCE OF PAYMENTS: CURRENT & CAPITAL ACCOUNTS

1. Balance of trade = Exports of merchandise — Imports

2. Balance of services (“invisible”)
= freight, insurance, shipping, banking, tourism, interest and
dividend payments (i.e. services of capital!)

3. Unilateral transfers
~CURRENT ACCOUNT

> Adeficit in the current account must be financed by a surplus in
the capital account!

THE CURRENT ACCOUNT OF THE BALANCE OF PAYMENTS

From less liquid items
toward more liquid items!

+ Export of goods f.0.b.

Imports of goods f.0.b.
Trade balance
Exports of non-financial services
Imports of non-financial services
Investment income (credit)
Interest payments
Private unrequited transfers
Official unrequited transfers

Current account balance

1. The trade balance comprises

1. Merchandise exports: all movable goods such as
equipment, cars, textile, appliances, etc.

2. Imports are recorded “free on board” (f.0.b.): services
(freight, insurance, shipping and handling performed on
goods up to the customs frontier of the economy from
which the goods are exported), are not included in the
trade balance.
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BLAMING CHINA?

US Trade Deficit in USS$ million 2000-2018
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BLAMING CHINA??

Ratio US deficit with China/Total US Deficit
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VIETNAM’S EXPORTS OF GOODS

[0
@ Garments

M | Footwear

B Seafood

O Electronic

MH BOUCHET/SKEMA (c)

Vietnam’s exports are inl I dded
compared with ASEAN countries
Export breakdown by subsector

%: § billion

2005 2010

PG s 31 omaos ime o w
(e ™

Fr S

Machinery and

Machinery and
ment
e equipment’

China Emergng  Vietnam china Emergng  Vietnam
ASEANE RSEANE

1 Incuses electnc equpment, slscronic products, and general machinery and supment.
2 Inciuding Indonesia, Maiaysia. the Philppnes. and Thailand.

NOTE: Numbers may not sum dus to rounding.

'SOURGE: Giobal Insight 2011: McKinsey Global Insttule analysis

MH BOUCHET/SKEMA (c)
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VIETNAM'S IMPOKRTS OF GOODS 2. Non-financial services =

75% of the import value Freight, insurance, passenger services, tourism, and travel.
of raw materials, equipment and .
machinery is transferred to export value The transportation of persons represents the largest component of passenger
_ services.
moy . Tourism earnings: Cuba, Morocco, Tunisia, Vietnam, Thailand, Spain, France...
| Machinery
49% 24% W Steel/lron
;cL)etzther/Garmem Freight refers mainly to the carriage or transport of goods between national
e economies.

R

" ]

@ - . .

8% - Insurance comprises insurance on movable goods during the course of
6% - shipment between economies as well as insurance on the carriers and other

: types of insurance such as life insurance.

M

M

o
e

N e
SERVICE EXPORTS OF VIETNAM 3. Financial services: =

Investment i and i

Pay S

Investment income covers income derived from the
Tourism= ownership of foreign financial assets (interest and dividends for
4,6% of GDP portfolio investment + non-distributed earnings of incorporated enterprises)
>13 million tourist Distinction between portfolio investment and direct
Asia + US+ EU investment revolves around the investor’s intentions
concerning the foreign company.

Investment debits= interest payments on foreign liabilities

BTourism BAirransport_BShipping  BPostislecom O Finance/lnsurance B Govt Services B Other

MH BOUCHET/SKEMA (c)
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INTEREST INCOME AND INTEREST PAYMENTS

FLOWS VERSUS STOCKS!
t

FDI t0 ! Dividend income,tn
[ ; >
Loan t0 i Interest payments tn

Capital Account Current Account

EXTERNAL DEBT SERVICING BURDEN

Vietnam's Interest Payments (8 million)

-8000

-10000

-12000

-14000

4. Private and official unrequited transfers

Private unrequited transfers refer mainly to immigrant
workers’ remittances to their country of origin as well as gifts,
inheritances, prizes, charitable contributions, etc.: Morocco,
Mexico, Algeria, Tunisia, India, Pakistan...

Official unrequited transfers include grants, subsidies,
military aid, voluntary debt cancellation, contributions to
international organizations, indemnities imposed under peace
treaties, technical assistance, etc. : Large inflows for most
HIPC-eligible countries

Ussmillion

VIETNAM’S TRANSFERS REVENUES 1996-2018

12000

10000

|

1996

Source: IMF-2018

1998 2000 2002 2004 2006 2008 2010 2012 2014 2016 2018

MH BOUCHET/SKEMA (c)




27/09/2018

MEXICO’S NET CURRENT TRANSFERS INFLOWS (REMITTANCES)

In US$ million

30000 -

25000 -

20000 -

15000 -

10000

5000 -

1998 1999 2000 2001 2002 2003 2004 2005 2006 2007 2008 2009 2010 2011 2012 2013 2014 2015 2016 2017

Source: IME-IFS/IIF 2017

MH BOUCHET/SKEMA (¢)

REMITTANCES BETWEEN LATIN AMERICA AND THE US?
P = Migrant worker’s earnings sent back from the country of
employment to the country of origin
P Key for Morocco, Tunisia, Indonesia, Vietnam, Philippines,
Mexico...
» What linkages between remittance flows to Latin America
and the U.S. business cycle?
All of the evidence suggests that remittance flows are
relatively insensitive to fluctuations in the U.S. cycle,
underlining their role as a stable source of external financing...
until the 2008-09 global financial crisis!

Source: IMF Working Paper, 12/2007= http:/ imf. p07273.pdf
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Hello SKEMA FMI!

SKEMA BUSINESS SCHOOL

The Balance of Payments Il

Current account deficit adjustment
Michel Henry Bouchet
ske,

THE CURRENT ACCOUNT OF THE BALANCE OF PAYMENTS

Hello SKEMA FMII! HELP!
Calculate the trade balance, the

currentaccount, and the CA/GDP -
T From less liguid items
+ Export of goods f.0.b. toward more liquid items!
- Imports of goods f.0.b.
= Trade balance
+ Exports of non-financial services
Exports - Imports of non-financial services
GDP 12500 +  Investment income (credit)
Trade - Interest payments
Services revenues 1200 + Private unrequited transfers TS
Transfers 285 + Official unrequited transfers T
Current account -
Interest payments 750 = Current account balance =
CA/GDP%
Imports -6500
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ADJUSTING CURRENT ACCOUNT IMBALANCES?

Global Current Account Balances - Adjustment 2013-2016

Shrinking CA Deficit Growing CA Surplus
= P
3 India g
g 3 ab”" Germany Taiwan
lé- France » M
5 . <
a hina uth Korea
57 1 5 9 13
S un 3 Switzerland
Mexico
% canada 5

Growing CA Deficit , Shrinking CA Surplus
2016 Current Account Balance (% of GDP)

Sources: Haver Analytics; IMF WEO; National Authorities
Note: Size of bubble is relative to share of global imbolances

Michel Henry Bouchet c]

Source; US Treasury Report 2017

POLICY TOOLS TO FIGHT A BOP DEFICIT? o
i
P Reducing absorption and boosting income with:

1. Tight monetary policy (increase in interest rates and higher
bank reserve requirements)

2. Exchange rate adjustment
3. Tight fiscal policy (taxes and spending cuts)
4. Cooling down the overheated economy by reducing private
consumption and shrinking public expenditures... at the risk
of killing growth?
5. Boosting competitiveness and improving productivity?

FACTORS AFFECTING CURRENT ACCOUNT

P 1. National income variation: economic
overheating
= growth/contraction relative to other countries
« current account surplus decreases (deficit increases)

« greater wealth implies greater demand of foreign
goods (e.g. US economic growth)

P> 2. Inflation and its impact on trade
competitiveness: “CPI differentials”...
« Higher CPI leads to increased imports and decreased
exports due to eroded competitiveness

LARGE DOMESTIC PRIVATE + PUBLIC CONSUMPTION=
OVERHEATING= TWIN DEFICITS

{Fiscal blance, % GOP (209))

A

Source: Fitch

Michel Henry Bouchet (c)
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FACTORS AFFECTING CURRENT ACCOUNT

» 3. Government restrictions
= Import tariff (tax on imported goods

* increases prices & lowers demand on imported goods
* increases current account of the country

* US tariffs on apparel and farm products

* “banana war”: exports from European former colonies

(Africa-Caribbean-Pacific): USA entitled to impose US$191
million sanctions on Europe

- Non-tariff barriers (health norms and regulations) and
quotas:
- Export and loan Subsidies

FACTORS AFFECTING CURRENT ACCOUNT

» 4. Exchange rates
= currency valued in terms of another currency
= stronger exchange rate (overvaluation) might lead to
lower exports, decrease in current account surplus, or
rising deficit
* exported goods would cost more, thus decreasing demand for
the good
* assumes price-elastic goods (sensitive to price changes)
« Stronger Euro and weaker US$ throughout 2003-08 mean

export-led recovery in the US and gloomy growth scope in
Europe! Only advantage: no imported inflation due to rising oil

OECD-Trade Openeness ratios

TRADE OPENNESS RATIO|
(X+M/GDP%)
400% EMCs' Trade Openness ratios

Michel Henry Bouchet (c)

-

-
IERET

-

Singapour Hongkong Vietnam Malaysia Thailand Taiwan  Korea  Mexico Philippines ' China

1. CORRECTING A TRADE DEFICIT?

P Impact of domestic currency devaluation

= prices should increase for imports
« foreign exporters may reduce price to maintain market share

= other currencies may also weaken to stay competitive
* no net gain from weaker domestic currency

= international trade contracts create a lag effect
* 18+ month lag exists in US

= intra-company trade is resistant to currency

fluctuations

* 50% of all international trade
* 60% of European exports are intra-European transactions
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TIME LAGS, ELASTICITIES AND THE ADJUSTMENT
MECHANISM: “J CURVE”

HOW TO SHRINK A TRADE DEFICIT?

P Boosting Exports? depends on the price
elasticity of foreign demand but also on the ‘
supply elasticity of exported products at home SURPLUS

Trade Balance

P Reducing Imports? depends on relative share
of “incompressible” imports (foodstuffs,
energy resources, capital goods, machinery, 0

Time path of the trade balance adjustment

any import for re-export...), but also on the %De\mluaﬁom TivME
price elasticity of domestic demand '
DEFICIT

TKADE ELASTICITIES DEVALUATION: THE DAY AFTER ?
What about the price effects of exchange rate changes on KEY ROLE OF ELASTICITIES = RATIO OF TWO VARIATIONS
the BOP?
» Import demand elasticity to prices = Supply elasticities Demand elasticities l
AMD/ APS <0
P Export elasticity to exchange rate change = » A +Domestic i
production »AD ti ti
DX/ PS50 omestic consumption
P Supply elasticity to increased export demand = A +Foreign demand A+ Import prices
AOS/ OXD >0?
This elasticity depends on the availability of finance, A Foreign demand
equipment, (imported) inputs, labor... A - export prices
P Terms of trade (deterioration post devaluation): it takes
more units of Exports to buy x units of imports

Michel Henry Bouchet (c) 16
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TIME LAGS, ELASTICITIES AND THE ADJUSTMENT MECHANISM
REDUCING THE TRADE DEFICIT?
The J-Curve and Marshall-Lerner conditions:

P Import elasticity of domestic economic growth . oy .
AM/ DY = Income elasticity of demand for imports: percentage >A deval_uatlon will Impf:OVG the'tr:a'de
of (induced) change in imports divided by the percentage of balance if the sum of price elasticities

change in income: if M double while Y is growing 50%, the fi .
value of income elasticity = 2. of imports and exports is > 1

P In the long-term, if goods exported are elastic to price, export revenue will
increase if foreign export demand increases proportionately more than the
decrease in price. If goods imported are elastic, total import expenditure will
decrease. Both will improve the trade balance!

REAL EXCHANGE RATES

To boost export competitiveness, what
»The RER is the product of the nominal exchange

should a country’s central bank devalue? ) i )
3 . rate between two currencies and the ratio of prices
The nominal exchange rate or the real effective RER= NR x Px
exchange rate? Py

If the €/$ exchange rate is 1€= 1,5 $, and if average prices for the same basket of goods are 2,5 €
in the EU and 3,708 in the US,
then the RER = 1

RER €/$=1,5 *(2,5/3,7)

Michel Henry Bouchet {c)
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NOMINAL AND REAL EXCHANGE RATES MEASURING COUNTRY COMPETITIVENESS?
NOMINAL AND REAL EFFECTIVE EXCHANGE RATES
VDIUS$ O angess
Depreciation > Vo y .
o000 e L’ » Nominal EERs= geometric weighted averages of
7 . bilateral exchange rates (weighted by trading shares)
20800 o 30
,/
18500 T g - ~ 15 P> Real EERs = weighted averages of bilateral
| '
17600 e exchange rates adjusted by relative prices.
16880 - ,,<‘>’ Appreciation 5
.
16000 3,7 0
2016 2017 2018 2019
REAL EFFECTIVE EXCHANGE RATES THE USS EXCHANGE RATE OVER THE LONG TERM

USS Nominal & Real Effective Exchange rate

/ \ appreclallon s
1 o0

: exchange rate adjusted for inflation- _ J M \h
:dif'ferential with major trading partners: a tool of : mo EESSSSEEEEE=—————

lexchange rate management policy (e.g. Mexico) | ’,/_,

: : N | ——NEER

e et et 4 wo / —=-REER

Base 2008= 100

PReaI' inflation- adjusted exchange rate

0

1980 1983 1986 1980 1992 1995 (998 2001 2004 2007 2010
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US $ NOMINAL/REAL EFFECTIVE EXCHANGE RATES Appendix Ill: Real effective exchange rates (broad indices; quarterly averages, 2000 = 100)
1990-2010 ——Sweden
e o 140 40 — 140
130,0 - Sopen =l
Nominal effective ER 120 120 leeland 120
weaker than Real effective ER=
1200 pice not make the USS P ’A 2 100 100 100
//_\\ [
110,0 /—V \ 80 8 EY
\/"‘\ &0 ) 60
100,0 \——/ N %4 97 00 03 06 94 97 00 03 06 %4 97 00 03 06
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20,0 NEER ~——France ——Belgum
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800 e i i A é
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AN EXAMPLE OF SUCCESSFUL EXTERNAL ACCOUNT ADJUSTMENT

Vietnam-Current Account/GDP% 1990-2017

PRI \ /o
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\ \
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Michel Henry Bouchet (c)

GREECE: CURRENT ACCOUNT/GDP IN % 1981-2019

Source IMF

Michel Henry Bouchet (c) 2
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BRAZIL: CURRENT ACCOUNT/GDP IN %

. ¥
devaluations

devaluations

Michel Henry Bouchet (c)

CURRENT ACCOUNT BALANCE/GDP RATIO % 1990-2016

US Subprime crisis
~ + oil prices

~
~~o
~~
~~
~~,

» .
ASIA spill-over

Michel Henry Bouchet (c)

CHILE : CURRENT ACCOUNT/GDP RATIO % 1973-2016

eso
devaluation

Peso
devaluation

Michel Henry Bouchet (c)

2010 Chile’s mining exportation in Million USD

CHILE’S TRADE BALANCE:
STRUCTURAL DEPENDENCE
ON COMMODITIES

Copper Producers
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RUSSIA Thailand 1n the Global Economy
Large trade openness leads to spectacular current account and growth
CURRENT ACCOUNT BALANCE (uss szzion) - ”~
ey adjustment after 1998 crisis X XGS/PIB > 120%
Thail d: r-nn- wih 14 - DP
110
90 +
Rnut‘ﬂ
70 I I
HHHImii
RTIrLieininini
10100
0 e oW 2001 002 00 7204 00 20 20 200 200 203 0T 203 203 2004 005 20 Current account
12
Source: IMF & IIF Michel Henry Bouchet (c)

Tablo 2. Tunisia: Balance of Paymants, 2013-21

i nions of . dota) 2. CUTTING INFLATION AND SLOWING DOWN OVERHEATING
= ECONOMY WITH EXCHANGE RATE APPRECIATION?
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P 1. A currency appreciation would cut the cost of
imported goods and services, as well as import

of 333
oF slibeghibasadis

- commodities (gasoline, machinery, production
S materials), hence helping to reduce the CPI.

P P e » 2. Lowering imported costs will make them cheaper
I : ; and more competitive, forcing local producers to

eictfees &

lower prices to maintain thier market share.

EEfezet

MIIGTEr Henry BOUChet (¢)
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2. CUTTING INFLATION AND SLOWING DOWN OVERHEATING
ECONOMY WITH EXCHANGE RATE APPRECIATION?

»3. Improbable trio: a central bank cannot stabilize the
exchange rate and liberalize the capital account while
implementing an independent monetary policy to control
inflation. Floating rate frees the central bank from the need to
buy foreign exchange and to increase the money supply.

P 4. Appreciating exchange rate leads people to wish to hold the
currency and to own assets priced in this currency, hence
reducing the demand pressure and the CPI.

P All in all, appreciation of the local currency can help control
inflation? This much depends on the composition of imports
and the « pass through » between importers and consumers!

US CURKRENT ACCOUNT, IMPOKT PRICES AND
DOLLAR EXCHANGE RATE

P Key: Rate of exchange rate « pass through » = degree to which a
change in the value of a country’s currency induces a change in
the price of the country’s imports and exports

P Pass-through is always incomplete: in the OCDE countries
import prices have become progressively less responsive to
changes in exchange rates over the past decade or so

P> The dollar’s depreciation has had little impact on import prices
and on the reduction of the US current account deficit (about
50% of the cumulative change in the $ has been transmitted to
higher US import prices over 2002-05)

Source: Fed RBNY Current Issues 09/2006 and June 2007

US CURRENT ACCOUNT, IMPOKT PRICES AND
DOLLAR EXCHANGE RATE

Weaker $ = Lower US demand?
P The European exporter must decide what share of
the dollar depreciation to absorb in his profit margin
and what share to pass on to US consumers

US CURRENT ACCOUNT, IMPORT PRICES
AND DOLLAR EXCHANGE RATE

»  Why will a weaker $ boost foreign demand for US exports
but with little impact on lower US imports, hence is
unlikely to close the US trade deficit?

1. Special role of the US$ in invoicing international trade
transactions = insensitivity of import prices to exchange
rates

2. Competitive market share concerns of foreign exporters

3. High US marketing and distribution costs that form part
of the final consumption prices of imported goods. All
these costs reduce the share of the final price that is
affected by exchange rates movements.

10
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The History of the U.S. Balance of Payments

Stage |: The U.S. is a young debtor nation (1770-1870) -Current account
deficit due to the need to import most goods and inability to produce many
goods for export. -Capital account surplus due to a great deal of foreign
investment in the U.S. in the areas of roads, farming, cattle ranches, railroads,
and canals.

Stage lI: The U.S. is a mature debtor nation (1870-1920) - Current account
deficit due to large investment income being paid back to foreign investors
based on the investment of stage I. Merchandise account in surplus -- exports
> imports.

Stage lll: The U.S. is a young creditor nation (1920-1945) -Huge surplus in the
current account due to large volume of postwar (WWI) exports. -Capital
account in deficit due to a great deal of U.S. investment in Europe for postwar
reconstruction.

‘Source: http:/www.digitaleconormist.com/bop_4020.html
Michel Henry Bouchet (c)

Stage IV: The U.S. is a mature creditor nation (1945-1980) -
Merchandise deficit -- exports < imports but an investment income
surplus with a slight net surplus overall. -Capital account is in deficit
largely due to postwar (WW I1) reconstruction in Europe and Japan.

Stage V: (1980- ) -Large (and growing) deficit in the merchandise
accounts (Trade Deficit) and slight surplus in the investment income
accounts. -Large surplus in the capital account partially to finance the
above merchandise deficit (foreign individuals and banks lending
money to individuals in the U.S.) Additionally, since the U.S. has had a
low inflation rate since 1982 and consistent economic growth , the
U.S. has been a good place to invest relative to the rest of the world.
However the current inflow of capital investment could eventually
lead to large investment income payments in the near future. The
investment income surplus may soon be eroded thus worsening the

current account deficit.
Michel Henry Bouchet (c)

THE US CURRENT ACCOUNT DEFICIT DILEMMA

P> Shrinking the deficit requires a weaker $

P Financing the deficit requires a strong $ by attracting
USS2 billion/day foreign capital inflows

Michel Henry Bouchet (c)

[ > SAVINGS = US BOP DEFICIT

vestiment rates

2 of I

19 —

Saving

80 a4 58 @z 96 o0 fe=s

11
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17902015 FINANCING THE US CA DEFICIT?
15% ——US 10-year Treasury yield (constant maturity)

13%

1%

1%
1790 1805 18191833 1847 1861 1875 1890 1904 1918 1932 1946 1960 1975 1988 20032017

Monthly Data

Michet-Henry Bouchettc)

FINANCING THE US CAD?

e e

» Morgan Stanley : Why is the dollar not (yet) crashing?

The runaway CAD against Asian nations is not unduly worrying as long

as Asia continues to park its capital surpluses in US assets (60% of the

CAD is run against Asia and bulk of the US external deficit funded by Asian central
banks)

« As long as Asia stays in the dollar zone, the dollar cannot crash»
» But mounting risk over the funding of the structural deficit leading to

repatriation flows by foreign investors (hence weakening $/€ to $1,4
against the € in 10/2008)

Michel Henry Bouchet (c)

P Record US CA deficit in 2003-2008 >7% of GDP

P How to finance it? By importing K inflows from outside the
US economy: need for high interest rates and/or strong US$S
currency, or pressure on surplus countries (China, Korea,
Japan)!

P Damocles’ sword: Japanese investors massively withdraw
their investments in US$ assets and UST bills and repatriate
their funds in Japan. Meanwhile, nearly 50% of US securities
remain in foreign hands

P US and Japan compete to lower their exchange rates to
gain competitive trade advantage! S Crash Lending?

FINANCING THE US CA DEFICTT?

Record US CA deficit in 2003-2008 >7% of GDP
and 5% of GDP in 2009-2017

P How to finance it? By importing K inflows from outside the US economy: need
for >0 real interest rates and/or strong US$ currency, or pressure on surplus
countries (China, Korea, Japan and Germany)!

» Damocles’ sword: Japanese investors massively withdraw their investments in
USS assets and UST bills and repatriate their funds in Japan. Meanwhile, nearly
50% of US securities remain in foreign hands. Declining share of China

P US and Japan compete to lower their exchange rates to gain competitive trade
advantage! $ Crash Lending?

12
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The Balance of Payments I

Capital Account
Michel-Henry BOUCHET
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Hello SKEMA FMI!

MH BOUCHET/Skema (c)
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Hello SKEMA FMI! HELP!
Calculate the trade balance, the
current account, and the CA/GDP
ratio asap!

5000
12500

Services revenues 1200

Transfers 285
Current account
Interest payments -750
CA/GDP%
MH BOUCHET/Skema (c) Imports 6500

100000 US Trade & Current Account Balances $ million

0 =
PRI I IR AR . Wil P& LS E LS
-200000
-300000
-400000
-500000

==Trade Balance

-600000
e Current Account

-700000

-800000

-900000
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US DEFICIT ACCUMULATION AND DEBT GROWTH 1960-2017

FRED 40 — Federal Debt: Total Public Debt as Percent of Gross Domestic Product

110 >

100 -
1980-2017: from 30% to 105% of US GDP e

90

80

70

Percent of GDP

60

50

40

30
1970 1975 1980 1985 1990 1995 2000 2005 2010 2015

P> Capital account

= Reflects changes in country’s ownership of assets
= Reflects international market access

= Financing flows lead to changes in external debt
stock, and to future debt servicing payment
outflow

inancing sources: LT debt, equity/FDI,
international borrowing in the capital markets
(Eurobonds, Eurocredits), official financing, ODA,
hort-term flows...

1% (- N A3 ARSI
SKReMa & ) YPAMER
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CAPITAL ACCOUNT

The financial analyst must focus on :

» the volume of financing to match the financing
requirements of the current account deficit

» the nature of financing sources (private/public)
and

» the sustainability of the financing (short term/long
term, volatility, currency mismatch, floating/fixed
rates, repayment conditions...)

]

THE CAPITAL ACCOUNT /.hx A

From less liquid items 1

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)

MH BOUCHET/Skema (c) 8
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TABLE OF USES AND SOURCES

USES (outflows)
1. Imports of goods
2. Imports of services
3. Interest payments

4. Principal debt
payments

5. ST capital outflows
6. E&Os

1. Exports of goods
2. Exports of services
3. Transfers & Remittances
4. Dividends
5. FDI
6. ST and LT K inflows
/. Debt cancellation
8. Arrears

MH BOUCHET/Skema (c)

SOURCES OF EXTERNAL FINANCING

Official (bilateral + multilateral)

* Paris Club (government to
government credits)

* Export credit guarantees
* IFIs (WB + IMF)
* Regional development banks
* Debt rescheduling
* Debt cancellation

Private

* FDI
¢ Portfolio Investment

* London Club (International
bank loans)

* Working capital lines
* ST Trade credits

* Bonds & International debt
securities

* Arrears and rescheduling

MH BOUCHET/Skema (c)

10
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Other capital is a residual category that groups all the capital
transactions that have not been included in direct investment and
portfolio investment:

Two categories of capital inflows:
P Long-term capital
» Short-term capital

Non-negotiable instruments > 1 year or more such as London Club
bank loans and mortgages, syndicated credits, euroloans...

* Financial assets < 1 year, such as currency, deposits and bills,
interbank credit lines, trade credits... (Source: BIS)

Change in reserves

Reserves include:

P Hard currency assets + Monetary gold (gold held by the
authorities as a financial asset)

» Special drawing rights (SDRs): reserves created by the IMF
and credited to the accounts of IMF member countries
according to national quotas

P Reserve position in the Fund: (member’s quota + other
claims on the Fund)

> ‘
sKema -5
SUtimess acHooL
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Foreign Exchange Reserves

The largest component of total international liquidity. It
includes monetary authorities’ claims on non-residents in
the form of bank deposits, treasury bills, short-term and
long-term government securities, and other claims usable in
the event of balance of payments need, including non-
marketable claims from inter-central bank and
intergovernmental arrangements

A + sign in the BOP means a financing flow in
the capital account, i.e., a decrease in the
stock of reserves!

O ’ p
SKema iz (4
BUSINESS SCHOOL it

scsal)

FX Reserves as % of  FX reserves as
short term debt % of GDP
India 427% 15%
China 399% 27%
FX RESERVES AS Mexico 334% 16%
BUFFER OF LIQUIDITY [Korea 330% 26%
Taiwan 277% 82%
CRISIS Switzerland 63% 96%
Japan 45% 23%
Canada 13% 5%
Italy 5% 2%
UK 2% 4%
Germany 2% 1%
France 2% 2%
eserves an or short-term debt as o
Sources: National Authorities; World Bank; International
Monetary fund; Haver Analytics .
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THE RISE IN
CHINA’S HARD
CURRENCY
RESERVES

4000
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China's FX Reserves in US$ billion
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B Russia
B China
B India

@ Brazil
B Mexico

OOthers

MH BOUCHET/Skema (c)

X world reserves 2017=
$11,500 billion

15

CHINA = > 1/5 OF FOREIGN HOLDING OF US DEBT IN 2017

$1166 billion

<\

B China
M Japan
M Belgium
m OPEC
M Brazil
M Taiwan
= Switzerland
m UK
Russia

m Other

US Treasury

MH BOUCHET/Skema (c)
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4. Net errors and omissions

Statistical gaps involved in gathering balance
of payments data (and capital flight!)

Other sources of E&Os:
1. leads and lags in trade flows, underinvoicing of
exports
2. overinvoicing of imports
3. undeclared short-term capital movements...

NET ERRORS AND OMISSIONS ?

P An examination of the size and direction of NE&Os may
shed some light on the accuracy of BoP estimates. The
adoption of the double entry accounting system means
that the net sum of all credit and debit entries should
equal zero.

P In practice, any discrepancies are recorded in NE&Os,
reflecting the net effect of differences in coverage, timing
and valuation. An amount > 5% of the gross sum of
merchandise exports and imports is a source of concern!

~ ( )] <
sSRema i (&)
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RUSSIA: NET ERRORS & OMISSIONS uss BILLION

10000 -

5000

-5000

-10000

-15000

-20000

1990 1992 1994 1996 1998 2000 2002 2004 2006 2008 2010 2012 2014 2016
MH BOUCHET/Skema (c) 19

CAPITAL FLIGHT IN RUSSIA (1994-2012)

Deposits of private Russian residents in international banks
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MH BOUCHET/Skema (c) 20
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;

6. EXCEPTIONAL FINANCING

* IMF SDR Drawings

* World Bank’s HIPC Initiative
* London Club debt reduction and restructuring workouts
* Paris Club debt relief

* Debt swap transactions

O A AR v ocaTIoN

IMF DISBURSEMENTS & REPAYMENTS 1984-2017

SDR million

35000
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30000

25000
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7z

MH BOUCHET/Skema (c)
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TOTAL IMF CREDIT OUTSTANDING 1945-2016

in $ millions
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1995 2000 2005 2010 2015

MH BOUCHET/Skema (c)
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Table1 Joint BIS-IMF-OECD-World Bank Statistics on External Debt (mill. US$)

Table1 Joint BIS-IMF-OECD-World Bank Statistics on External Debt (mill. US$)

Data are in millions
Al Loans and other credits (Debt of)
01_Cross-border loans, by BIS reporting banks
02___o/w to nonbanks
03_official bilateral loans, total
04___o/w aid loans
05___o/w other
06__Multilateral loans, total
07___o/wIMF
08__ o/w other institutions
09_Insured export credit, Berne Union
10__ o/w short term
11_SDR allocations
A2. Loans and other credits (Debt due within a year)
12_Liabilities to BIS banks (cons.), short term
13_Multilateral loans, IMF, short term
B1. Debt securities (All maturities)
14_Debt securities held by nonresidents
B2. Debt securities (short term, original maturity)
15_Debt securities held by nonresidents
C. Supplementary information on debt (liabilities)
16_International debt securities, all maturities
17 o/w issued by nonbanks
18_International debt securities, short term
19__ o/w issued by nonbanks
20_Paris Club claims (ODA)
21_Paris Club claims (non ODA)
22_liabilities to BIS banks, locational, total

2016Q2 2016Q3

10,063
6,666

8,289
0
8,299
7,200
4,601
785

2,792

5,761

a7
8,029
7,728

555
555

13,990

10,556
7,064

MOROCCO

8,516
0
8,516
7,212
4,775
T84

2,929

8,044
7,744
558
558

14,548

2016Q4 2017Q1

10,600
7,144

8,215
0
8,215
6,599
4,310
755

2,948

8,197
7,897
527
527
4,479
270
12,089

2017Q2
8,335 0
0 0
8,335
762 781
8,234
7,935
535
535
-MH BOUWC

Data are in millions

Al. Loans and other credits (Debt of)
01_Cross-border loans, by BIS reporting banks
02___ o/w to nonbanks
03_Official bilateral loans, total
04__ o/w aid loans

05__ o/w other
06__Multilateral loans, total
07___o/w IMF

08___o/w other institutions
09_Insured export credit, Berne Union

10__ o/w short term

11_SDR allocations

A2. Loans and other credits (Debt due within a year)
12_Liabilities to BIS banks (cons.), short term
13_Multilateral loans, IMF, short term

BL. Debt securities (All maturities)

14_Debt securities held by nonresidents

B2. Debt securities (short term, original maturity)
15_Debt securities held by nonresidents

C. Supplementary information on debt (liabilities)
16_International debt securities, all maturities
17___o/wissued by nonbanks

18_International debt securities, short term

19__ o/wissued by nonbanks

20_Paris Club claims (ODA)

Hi23sParis Club claims (non ODA)

22_Liabilities to BIS banks, locational, total

2016Q2

2,726
1,656

TUNISIA -

8,772
1721
5,052
2,841
2,137

282

528
148

3,458

4,924
4,924
500
500

3,661

2016Q3

2,894
1,862

6,676
1,700
4,976
2,686
2,004

381

585
231

5,459
5,459
599
599

3,767

2016Q4 2017Q1 2017Q2

2,830
1,871

6,860
1,620
5,240
2,572
1,914

267

584
328

5,182
5,182
586
536
2,608
856
3,317

6839 1,902
1619 1,902
5,221

370 380

448 531

6,246
6,246
589
589

24

12
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Roots of external financial crisis
Rising money supply
+ large and cheap bank credit | ———>
+ budget deficit
Inflationary pressures
+ exchange rate overvaluation | arge spending on domestic
+ declining FX reserves + flight capital and foreign goods

= Shrinking net income

Consumption > Savings =
excessive absorption

Balance of payments

crisis > - Exchange rate adjustment + control of the money supply:
SKEMA BUSINESS SCHOOL shrinking creation of reserve money + declining money
ADJUSTMENT ier of the deposit money banks + interest rate rise +
The Balance of Payments IV ‘ \ Areserve requirements

. IMF’s financing +
External debt analysis macroeconomic

Michel Henry Bouchet stabilization

» -Fiscal adjustment + cuts in public spending
» - Structural measures to stimulate competitiveness

|
skema -5 | ’ Debt restructurlng% return to market access (?)
Michel Henry Bouchet (c) -

EXTERNAL FINANCING HELPS BOOSTING GDP GROWTH
e WHY/WHEN DOES A FINANCIAL CRISIS ERUPT?
o 64 GROSS AND NET FLOWS
= Re =0.3958
® 89 P Gross Capital Inflows =
e
? 44 Y Long-term + Short-term capital flows
£ e > g
&
R Y. Gross Inflows - Debt Repayments
[N
3 14 .
0
0 1 2 3 4 5 i
Global Growth (IMF WEO definition) \\"“‘-E.D_ebt payments + Interest payments-
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SUB-SAHARAN AFRICA:
BEYOND THE STRIKING PRICE PERFORMANCE IN REGIONAL BONDS SO FAR, CONCERNS OVER HIGH DEBT
LEVELS AND CREDIT RISK RESONATE FOR 2018 AND BEYOND!

Sub-Saharan African countries’ debt matu
Sbn

s

Moody's has 7 of the 19 sub-Saharan African
sovereigns on negative watch — the highest

EXTERNAL DEBT ANALYSIS

FLOWS: Balance of payments analysis and capital flight
P Liquidity (net flows)
P Sustainability of debt strategy (refinancing, market access,

proportion of any world region — and has as rescheduling, restructuring)
downgraded 4 countries in 2017
20
STOCKS: Structure of debt by creditors, maturity (ST/LT), currency
15 and interest rates (fixed/floating)
P Mismatch (interest rate, currency, maturity)
10
P Solvency ratios
I I I . . s P London Club debt : secondary market discounts
| | . || [ » Spread/margin over US T Bills
2017 18 19 20 21 22 23 24 25 26 27 28 29 30 31 »CDS
Excludes outstanding short-term Treasury bills; excludes South Africa; maturities beyond 2031 nor shown
Sources: Thomssn Reuters; FT rasearcn
r
el ey Bouchet (0
i RISK MANAGEMENT AND BOP ANALYSIS
2012 2013 2014 2015
. +  Export of goods f.o.b.
Total Inflows, Net: 1269 1188 1079 1144 - Imports of goods -6+
Private Inflows, Net 1232 1156 1032 1112 = Trade balance
Equity Investment, Net 668 426 a57 675 .
Direct Investment, Net 545 548 540 560 +-  Exports/Imports of non-|
Portfolio Investment, Net 124 78 nz7 14 - Interest paym
Private Creditors, Net 564 530 375 437 : dividend:
Commoercial Banks, Ny 118 193 124 151 * income

Nenbarks, Net.

Total Quifiows, Net
Private Outflows, Net 946 -825 981 -950
Equity Investment Abroad, Net 332 -a03 368 381
Resident Lending/Gther, Met 614 -az2 613 -570
Resarves (- = Incraase) 352 -534 367 -388
Memao:
nd Omission 246 45 ] a
Current Account Balance 278 236 269 174
Source: IIF

Michel Henry Bouchet (c) ’

+ (-) Private/Official unrequited transfers
= Current account balance

+/- FDI

+/- Portfolio capital Flows

+ LT Capital Inflows

- Debt Servicing Payments
+/- ST Capital Flows
+/- Reserve Variation




EXTERNAL DEBT ANALYSIS:

11/09/2018

THE DUAL FACE OF COUNTRY RISK

Liquidity Risk

» Debt Service Ratio:
(P+1/X)

» Interest Ratio (I/X)

» Current account/GDP

» Growth rate of
exports/ Average
external interest rate

Solvency Risk

» Debt/Export ratio

» Debt/GDP ratio

» Debt/Reserves

P ST Debt/Total Debt
P ST Debt/Reserves

» Reserve/Import ratio

ry Bouchetc)

Interest
rate

EXTERNAL DEBT ANALYSIS I

LIQUIDITY AND SOLVENCY THRESHOLDS

Stock variables
»Solvency = Debt/GDP < 100%
Debt/Exports < 150%

Reserves/months of Imports > 6 months

Flow variables
P Liquidity = Debt Service ratio < 33% of X
Interest/X ratio < 25%

How to stabilize the Interest/Export ratio?

Necessary condition: the growth rate of exports must be at least
equal to the average interest rate on total external indebtedness

Interest payments grow every year at the average interest
rate time x overall indebtedness [

LIBOR

r

5

7.

Average growth rate of Exports of

Goods & Services

Michel Henry Bouchet (c)

Time

EXTERNAL DEBT ANALYSIS II

r = average rate of interest and g = average GDP growth rate
P> DEBT t= DEBT t-1 * (1+r) —
t= GDPt-1*(1+g)
|'/> DEBT t\== DEBT t-1 * (1+4r) —  Primary Budget Balance
) ' GDPt-1 * (1+g) GDP

Primary Budget Balance

-_Primary Budget Balance
GDP




11/09/2018

EXTERNAL DEBT ANALYSIS IIT Public debt to GDP % 2017
How to stabilize the Debt/GDP ratio?
Necessary condition: Deficit must be < (Debt/GDP * GDP growth rate)
Debt/GDP % If Debt/GDP=85%
Deficit/GDP% If GDP growth = 2% - - - =
Then deficit must be < 1,7% S T P e
o
Va:p
Deficit/GDP T
P4
i
&
Average Debt/GDP
Time s 1apan portugal spain usa. Greece aly €zone uk France china Germany.
Michel Henry Bouchet (¢) Michel Henry Bouchet ()
GLOBAL PRIVATE SECTOR DEBT IN % OF GLOBAL GDP CAPITAL MARKET GLORALIZATION =
(COMPANIES AND HOUSEHOLDS) INVESTMENT FUNDS AND RATING AGENCIES IN THE DRIVING SEAT
230-
Share of Public Debt held by foreign investors in 2017 %
26 100%
Total Gross Debt %0%
220~ - 80%
70%
215 60%
A 50%
210- W - 0%
Excluding the 30%
L U.S. and China - 20%
10%
200- poo
B ~ o > & o
195 vy‘ \@\%Q \@\&‘ Q@&
190 5002 04 06 08 10 iz i
Michel Source: FT, IMF,_Natixis, US Treasury 2017 M ¥ Bouchet
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SOVEREIGN DEBT 2008-2018: NOT MUCH DELEVERAGING! SUCCESSFUL ECONOMIC ADJUSTMENT:
w 4% 180 LONG-TERM TRENDS IN EMCS' SOLVENCY RATIOS (DROP IN DEBT/X %}
Total debt = Public + Private 160
140
110% of Exports
" 120 3506 GDP
5 100
80
60
40
— 20
A e Bent 0 - -
1998 1999 2000 2001 2002 2003 2004 2005 2006 2007 2008 2009 2010 2011 2012 2013 2014 2015 2016 2017
Source: IMF Michel Henry Bouchet (c) 1
Source: Institute 201
TWO COUNTRIES = TWO DEBT TRAJECTORIES
J EXTERNAL FINANCING PROFILES IN 2017-18
Solvencia Liquidia
Public Debt/GDP= 100% Public Debt/GDP= 100% Lo
—
RATIOS VIETNAM GABON ECUADOR
P Diversified export base » Main export: hydrocarbons
> Diversified markets » One main export destination: EU 1 CA/GDP
» Mainly official creditors » X revenues in €/debt payments in $ 2. Debt/GDP 50% 45% 35%
P Long-term maturities= 12 years > Average debt maturity: 3 years 3. Coface B c C
> Fixed rate for 80% of debt » 66% of debt on floating rates 4. GDPpc$ 7700 6500
»Similar currency structure X P> Large and growing private debt 5. R/M 2 5 2
revenues/liabilities (corporate, bank and households) 6. FDI/GDP 8% 8% <1%
=no mismatch! P Large reliance on private capital 7. Doing Bus
markets

Michel Henry Bouchet (c)

Michel Henry Bouchet (c)




11/09/2018

DEBT DATA? e o o s s o Solvencia - case study
e s s s e N O R T

O ade Bdance

> http://www.bis.org/statistics

/annex_map.htm

» http://stats.bis.org/statx/srs e rome ot
table/A62c=TN&p=20144 — rices . rare s
- i e e
> http://www.clubdeparis.or; et ecips
en/communications/page/as- .
of-31-december-2015 T benices & cone pymens
v broors ofsenices.
 — st aymens
v Tosee e erse 1raes ——
v sty e s e vt v et
A pca rnsters et
& i har e e ]

Michel Henry Bouchet (c)
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EXTERNAL DEBT ANALYSIS

4 Objectives:

1. Examining the robustness of debt-driven growth
and the sources of vulnerability

2. Assessing debt servicing sustainability, i.e.,
liquidity & solvency prospects

3. ldentifying warning indicators of upcoming debt
crisis?
4. Analyzing debt restructuring workouts

MH BOUCHET/Skema (c)

EXTERNAL FINANCING HELPS BOOSTING GDP GROWTH

1880-2007
F -
Re =0.3958

Met Private Flows (IIF), 2%.GDP

Q 1 2 3 4 3] G
Global Growth (IMF WEQ definition)

MH BOUCHET/Skema (c)

IIF, Washington, D.C.
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Roots of external financial crisis

Rising money supply

+ large and cheap bank credit | =————
+ budget deficit
Inflationary pressures .

+ exchange rate overvaluation <« Large spending on domestic
+ declining FX reserves + flight capital and foreign goods

. = Mounting twin deficits
Balance of payments crisis s peBT DEFAULT

Consumption > Savings =
excessive absorption

9

- Exchange rate adjustment + control of the money

ADJUSTMENT supply: shrinking creation of reserve money +
declining money multiplier of the deposit money
IMF’s financing + banks + interest rate rise + A reserve requirements
macroeconomic - Fiscal adjustment + cuts in public spending
stabilization - Structural measures to stimulate competitiveness

—|;:> Debt restructuring + return to market access (?)s

MH BOUCHET/Skema (c)

DOMESTIC AND EXTERNAL FINANCIAL EQUILIBRIUM

What is disposable income?
Y = gross income - imports & taxation
Y=C+1+G+X-M-T+ (KM - K flight)
———— Savmgs =Y ( C

-
v \
4

! (s—|)\+ (T-6G) = “X=Mm) \+(KM—KX)

et savings / Fiscal balance %, Trade balance , ! Net capital inflows

~ ’ S g
~~~-——”

- —

S’
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BOOSTING SAVINGS TO FINANCE INVESTMENT WITHOUT

EXTERNAL DEFICIT

ifS<l =2X<M

P 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, * reserve requirements...)

THE LONG-TERM DYNAMICS OF INVESTMENT AND NATIONAL SAVINGS

40
38
36
34
32
30
28
26
24
22
20

Thailand: Savings & Investment ratios 1978-2015

Investment

Savings

e |/GDPY% e====S/GDP%

1978 1980 1982 1984 1986 1988 1990 1992 1994 1996 1998 2000 2002 2004 2006 2008 2010 2012 2014

Source: WB and IMF 2015 MH BOUCHET/Skema (c)
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THE CURRENT ACCOUNT OF THE BALANCE OF PAYMENTS

From less liquid items
Export of goods f.0.b. toward more liquid items!

+

Imports of goods f.0.b.

= Trade balance

+  Exports of non-financial services
- Imports of non-financial services
+ Investment income (credit)

- Interest payments

+ Private unrequited transfers T

+ Official unrequited transfers g
-

= Current account balance ‘

1981 1983 1985 1987 1989 1991 1993 1995 1997 1999 2001 2003 2005 2007 2009 2011 2013 2015 2017 2019
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From less liquid items to more liquid items!

Capital account
+ (-) Direct investment (non debt creating flows)
+ (-) Portfolio investment (NDCF)
+ LT capital inflows (private + official)
- LT debt repayments (bonds/loans)
+ ST capital inflows (private + official)
- ST debt repayments
+ (-) Net errors and omissions
+ (-) Counterpart items
+ (-) Change in reserves

= Capital account balance

+ Exceptional Financing (or arrears)

MiH BOUCHET/Skema (c) 11

WHY/WHEN DOES A FINANCIAL CRISIS ERUPT?
GROSS AND NET FLOWS

> =
2 Long-term + Short-term capital flows
| 4 =
2. Gross Inflows - Debt Repayments

—————
_———T R e e
—————

- -
~~~~~~

» Total debt service payments =

Y. Debt payments + Interest payments
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SOURCES OF EXTERNAL FINANCING

Official (bilateral + multilateral)

* Paris Club (government to
government credits)

* Export insurance credit
* |Fls

* RDBs

* Debt cancellation

Private

e FDI
e Portfolio Investment

* London Club (International
bank loans)

* Working capital lines
* ST Trade credits

* Bonds & International debt
securities

* Arrears and rescheduling

MH BOUCHET/Skema (c)

13

TABLE OF USES AND SOURCES

USES (outflows)
1. Imports of goods
2. Imports of services
3. Interest payments

4. Principal debt
payments

5. ST capital outflows
6. E&Os

1. Exports of goods
2. Exports of services
3. Transfers & Remittances
4. Dividends
5. FDI
6. ST and LT K inflows
/. Debt cancellation
8. Arrears

MH BOUCHET/Skema (c)

14
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Hello SKEMA FMI!
2016 2017
Foreign Direct Investment 375 100
Tmports of Goods -4650 -5250
Long-term capital inflows 1225 1300
Portfolio Investment (net) 200 150
Reserve variation
Short-term capital payments -465 -1200
Private unrequited transfers 125 100
Net Errors and omissions -275 -950
Official unrequited transfers 300 125
Long-term capital payments -985 -1200
Short-term capital inflows 325 1000
Service Income (net) 625 500
Current account balance
Trade balance 900 -1100
Interest Payments -1750 -1855
Exports of Goods
Note: Country GDP: 15000 (end-2017)
Official Reserve Assets ( end-2015): 5500
MH BOUCHET/Skema (c) External Debt Stock (end-2015) 17000
Hello SKEMA FMI!
] 2016 ] 2017
Exports of Goods 5550 4150
Imports of Goods -4650 | -5250
Trade balance 900 -1100
Service Income (net) 625 500
Interest Payments -1750 | -1855
Official unrequited transfers| 300 125
Private unrequited transfers | 125 100
Current account 200 -2230
Portfolio Investment (net) 200 150
Foreign Direct Investment 375 100
Long-term capital inflows 1225 1300
Long-term capital payments | -985 | -1200
Short-term capital inflows 325 1000
Short-term capital payments -465 -1200
Net Errors and omissions -275 -950
Reserve variation -600 3030
MH BOUCHET/Skema (c) 0 0
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Hello SKEMA FMI!
2017
DSR (P+l) | XGS 92%
Liguidity Int/Exports of GS 40%
SOLVENCY 113%
Reserves 2016 6100
Reserves 2017 3070
Gross inflows 1050
Net inflows -1350
Net transfers -3205
R/M in months 7,02
Trade Ratio end-2017 66%
D8R end-2017 92%
Current account/GDP end-2017 -15%
Reserve level end-2017 3070
Reserve ratio 7
A Average rate -11%
MH BOUCHET/Skema (c) External debt 2017 17000

EXTERNAL DEBT ANALYSIS

FLOWS: Balance of payments analysis and capital flight

P Liquidity

P Sustainability of debt strategy (refinancing, market
access, rescheduling, restructuring)

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

» Mismatch (interest rate, maturity)

P Solvency ratios

» London Club debt : secondary market discounts
» Spread/margin over US T Bills and CDS

% 4 Y o
sRema ‘4o (&) a9

=
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EXTERNAL DEBT ANALYSIS

FLOWS: Balance of payments analysis and capital flight
P Liquidity
P Sustainability of debt strategy (refinancing, market
access, rescheduling, restructuring) - Liquidity

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

» Mismatch (interest rate, currency, maturity)

P Solvency ratios ' Solvency
» London Club debt : secondary market discounts

» Spread/margin over US T Bills and CDS

RISK MANAGEMENT AND BOP ANALYSIS

+  Export of goods f.0.b.
Imports of goo
Trade balance
+/-  Exports/Imports of non-fi
- Interest payme
+  Investment income (dividends) credit/debit)
+ (-) Private/Official unrequited transfers
= Current account balance
+/- FDI
+/- Portfolio capital Flows
+ LT Capital Inflows

ncial services

Debt Servicing Payments
+/- ST Capital Flows
+/- Reserve Variation

10
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EXTERNAL DEBT ANALYSIS:

THE DUAL FACE OF COUNTRY RISK

Liquidity Risk

P Debt Service Ratio:

Solvency Risk

» Debt/Export ratio

(P+1/X) » Debt/GDP ratio
P Interest Ratio (I/X) » Debt/Reserves
» Current account/GDP | | ST Debt/Total Debt
» Growth rate of » ST Debt/Reserves

exports/ Average
external interest rate

» Reserve/Import ratio

AI-RAOH CTN) RN
VImBUU0U I7TSKEMA(C)

21

LIQUIDITY AND SOLVENCY THRESHOLDS

Flow variable

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

Stock variable
» Solvency = Debt/GDP < 66%*
Debt/Exports < 150%
Reserves/months of Imports > 6 months

* average debt crisis threshold 1970-2010 Reinhart/Rogoff (Maastricht)

1% Z PN A
SKema -Ti: (&) a9

11
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TWO COUNTRIES = TWO DEBT TRAJECTORIES

Liquidia
Public Debt/GDP= 100%

Solvencia
Public Debt/GDP= 100%

» Main export: hydrocarbons
P One main export destination: EU
» X revenues in €/debt paymentsin S
P Average debt maturity: 3 years
P 66% of debt on floating rates

P Large and growing private debt
(corporate, bank and households)

P Large reliance on private capital
markets

P Diversified export base
P Diversified markets
» Mainly official creditors
P Long-term maturities= 12 years
» Fixed rate for 80% of debt

P Similar currency structure X
revenues/liabilities

= no mismatch!

MH BOUCHET/Skema (c)

23

NORTH SEA GLOBAL EQUITY MANAGEMENT
Risk Categories | | no. Indicators Risk Data Source
1. Real Economy Assessment Frequency

"+,-,0 1 GDP growth rate - % performance quarterly WE
-, 0 2 Budget Deficit/GDP - % overheating quarterly WE/IMF
only =0 3 REER 2005=100 competitiveness | quarterly BIS
"+,-,0 4 Credit growth % averheating quarterly WE/IMF
"+,-,0 5 CPI% averheating quarterly IMF & CB

2. External Finance
"+, -, 0 6 current account/GDP - % competitiveness | quarterly IMF&IIF
only =0 7 DSR - % XG5S liguidity quarterly IMF&IIF
only =0 B Ext. Debt/Exports % liguidity quarterly IMF&IIF
only =0 9 Ext. Debt/GDP - % solvency quarterly IMF&IIF
"t,-,0 10 Reserves coverage - months liguidity quarterly IMF&IIF
only =0 11 Net Ext Liabilities/GDP% sustainability quarterly BIS/IMF
only =0 12 Reserves/ST DEBT - % liguidity quarterly IMF

3. Spill-over
only >0 13 Trade openness ratio - % perfarmance quarterly WEB
anly >0 14 Capital Flight / Reserves - % capital flight quarterly BIS
4. Risk Ratings

inbp 15 5-year CDS default weekly Bloomberg
only =0 16 Corruption Index FOVErnance annual Tl
only =0 17 Credit Rating risk assessment | randomly S&P
only =0 18 Human Developt Index FOVErnance annual UNDP 24
anly =0 19 Doing Business index performance annual WE

12
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FX Reserves as % of  FX reserves as
short term debt % of GDP
||r1dia 427% 15%
China 399% 27%
FX RESERVES AS Mexico 334% 16%
BUFFER OF LIQUIDITY Korea 330% 26%
Taiwan 277% 82%
CRISIS Switzerland 63% 96%
Japan 45% 23%
|ﬂanada 13% 5%
Italy 5% 2%
UK 2% 4%
Germany 2% 1%
|France 2%
Reserves and GDP Jor m
Sources: National Authorities; World Bank; International
Monetar /s‘@#'ﬂq Haver Analytics .

PUBLIC DEBT IN 2018-19: STILL UNDER CONTROL?

Public debt to GDP % 2018

250

200

150

100

50 +

& RS & Q 0% & & &
§ $ 2
AR GNP

26

MH BOUCHET/Skema (c)
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OVERALL NATIONAL DEBT BURDENS

450%

400%

350%

300%

250%

200%

150%

100%

50%

0%

B Private B Public

U

Japan Portugal Spain Greece Italy €Zone France China Germany

5

MH BOUCHET/Skema (c)

CENTRAL BANKS” ACCOMODATIVE MONETARY POLICY AND SOVEREIGN DEBT
Fed is holding 20% of US government bonds outstanding Iﬂ
% Government bonds held by central banks as a %
percent of goverment debt securities outstanding
40
35
30
25
20
15
10
w © oy ™D == O w 1] 2] ] Q E 2
= = Rl = = m _— = w © o = = -
§° 35582 5888 2:28¢:°¢%
% & B E B & = » £ 5 < = = 3
T = |
= I
Source: OECD, DB Global Markets Research
SOURCE: Deutsche Bank BUSINESS INSIDER
MH BOUCHET/Skema (c) 28
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GLOBAL PRIVATE SECTOR DEBT IN % OF GLOBAL GDP
(COMPANIES AND HOUSEHOLDS)

230 -

225 -

Total Gross Debt
220 -

215-

-
-
L

Excluding the
U.S. and China -

210 -

205- _

——
-

200-

195 - " y
S

190 - 1 L

2002 08 10 12 14

MH BOUCHET/Skema (c)
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CAPITAL MARKET GLOBALIZATION =
INVESTMENT FUNDS AND RATING AGENCIES IN THE DRIVING SEAT

Share of Public Debt held by foreign investors in 2017 %

100%
90% -
80% -
70% -
60% -
50% -
40% -
30% -
20% -
10% -

0% -

Source: FT, IMF, Natixis, US Treasury 2017 MH BOUCHET/Skema (c)
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SUCCESSFUL ECONOMIC ADJUSTMENT:

LONG-TERM TRENDS IN EMCS’ SOLVENCY RATIOS (DROP IN DEBT/X %)

180
160 =
140

10

— = 110% of Exports
120 - _ 35% GDP
6 _ il & —
6 =
4
2
0 - . _ . | | ) W

1998 1999 2000 2001 2002 2003 2004 2005 2006 2007 2008 2009 2010 2011 2012 2013 2014 2015 2016 2017

o O o o o

Source: IMF MH BOUCHET/Skema (c) 31

GREECE: PUBLIC DEBT/GDP IN %
250
200
150
100
50 -
2001 2002 2003 2004 2005 2006 2007 2008 2009 2010 2011 2012 2013 2014 2015 2016 2017 2022
MH BOUCHET/Skema (c) 32
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DBRAZIL: KESERVE/IMPUKL COVERAGE KATLIU

MONTHS OF IMPORT
18
Real
16 depreciation
14 .
Devaluation

12 4
10

8

6

4

2

0

S OO DO D DO OO EEL PO OO
\qu \qu \qql\ \qq(\ \qq% \qq% \qqe, '\»QQ '\»QQ @Q @Q '»QQ ’»QQ ’»QQ ’I»QQ ’I»QQ ’I»QQ ’\9\ '\9\ '\9\ '\9\ '\9\ '\9\

MH BOUCHET/Skema (c)
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EXTERNAL FINANCING PROFILES IN 2017-18

El = ==

RATIOS VIETNAM GABON ECUADOR
2. Debt/GDP 50% 45% 35%
3. Coface B C C
4. GDPpc$ 7700 6500
5. R/M 2 5 2
6. FDI/GDP 8% 8% <1%
7. Doing Bus

MH BOUCHET/Skema (c)
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| Miorocos )

DEBT DATA? Table1 Joint BIS-IMF-0ECD-World Bank Statistics on External Debt {mill. U545}

Data are In miillonc 2018Q1 F01EGT 25T D1EEE ZD1BG
Ad. Loans and other credits (Debt of}

" 04_tross-barder loans, by BIS reporting banks 8,288 4,755  8,55F 5125 514
02____o/w to nonbanks 5,368 8,043 8,335 G058 S344
03_0official bilateral loans, total - - -

P http://www.bis.org/statistics 83/ ol bos SR ———

05___o/fw ather - - —

/annex map.htm B S T B ——
02____o/w other institutions a,7aa Tz T2 TEE T.TEE

P http://stats.bis.org/statx/srs/ e e, Sema Thin Ty Tom Rem T Tm
table/A6?c=TN&p=20144 e

12_Liabilitics to BIS banks [cons.), short term 2,874 2,801 2488 EATE  EEIT
13_Multilateral loans, IMF, short term - - - -

P http://www.clubdeparis.org/ o mehs oecucitias (ot o soritieny

. . 14_Debt seourities held by nonresidents - 8,442 - -
en/communications/page/as- e —

Of—3 l_decem ber_2015 €. Supplementary information on debt { liabilities} — =

16_International debt securities, all maturities
1F___ofw isswed by nonbanks 8,564 TBEZ  T,ER0  T.TAS
18_International debt securitics, short term B4 &5 &5 a1 o
18___ o/ w isswed by nonbanks aq &5 =5 =1

20_Paris Club claims {ODA) - - - -

231_Paris Club claims {non ODA) - - - - -
22_Liabilities to BIS banks, locational, total 12,828 12,632 13,575 ARTE4 13337

i Z3_Liabilities to BIS banks, consolidated, total 10,834 10,303 10,555 A0, TET 11184
B. Hemorandum items selected Torelgn asscts
24_Intemational reserves {exduding gold) 47854 18,752 29,630 Omone 24837
25___ojw SDR holdings EeL] 725 T 753 e
" 26_Partfolic investment assets - . _ . -
27_Cross-border deposits with BIS rep. banks 4338 6767 6,071 EATE  EFET

ZE___ o/ w deposits from nonbanks 2,804 2,858  Z4TE  EAA3 EAS4

skema

THE DEBT TRAP IN A NUTSHELL

« Austerity + deficits » « Deficit-driven stop & go »

» Deficit shrinking with » Large primary fiscal
spending cuts + wage deficit = h!gher
reduction + tight fiscal consumption = larger

and monetary policy = external deficit = larger
GDP fall = unfunded financing

requirements =
P GDP rises = « stop & go »

P solvency ratios worsening
= Rating downgrading

= Higher borrowing costs

» Rating downgrading!

= Higher borrowing .E
requirements m

I —

MH BOUCHET/Skema (c) 36
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EXTERNAL DEBT ANALYSIS II

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

» DEBT t= DEBT t-1 * (1+4r) — Primary Budget Balance
»GDPt=GDPt-1*(1+g)

________
o Ss

o

1
7
“.GDP .~ GDPt-1 *(1+g) GDP
& >, "
DEBT = DEBT o 1+r . - Primary Budget Balance
—GBPt— 6Pt * | y
‘\ 1+E l’ GDP
\\ ,I

s
_______

Reducing DEBT= Reducing r, increasing g, or boosting primary surplus

EXTERNAL DEBT ANALYSIS III

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%

Deficit

Average Debt/GDP

Time

MH BOUCHET/Skema (r‘)

38

19



07/10/2018

External Debt Analysis IV
How to stabilize the Debt/GDP ratio?

Necessary condition: Deficit must be < (Debt/GDP = GDP growth rate)

DEBT t = DEBT t-1 + DEF t-1 IDIEJE = @l = Vi AYt=Y t-1 (1+g)
DEBTt =DEBTt-1 +d*Yt-1

Yot it

DEBT t IS TN S T
NG Y t-1 Y1 1+g
=(1 ) * DEBTt1 + d = d/1+g
1+g Y t-1 1+g 1— [A/1+g)

MH BOUCHET/Skema (c) 2017 31
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Hello SKEMA FMI! HELP

SKEMA BUSINESS SCHOOL

Country risk, Financial crisis, and Debt Restructuring :
Paris & London Clubs

Michel Henry Bouchet

MH BOUCHET/Skema (c) 2

THE COMBINATION OF HIGHER INTEREST RATES IN 2017-25 TOGETHER WITH SLOWING
IMF GROWTH (AND INVESTMENT) AND WEAK OIL AND COMMODITY PRICES, SHARPLY
INCREASES THE THREAT OF LARGE-SCALE DEFAULTS
2 COUNTRY RISK
Default Waves
TRAJECTORIES IN 2018? Percentage of countries in external default or restructuring, 1800-2015
“ O o e oo
- o S ey
o , " Srrears o thei offcial croditors
VIETNAM PHILIPPINES - I
Current Account/GDP 0
Deht/GDP .
Debt/Exports .
Reserves/Imports (months) i
1800 1810 1520 1830 1840 1550 1860 1870 1850 1530 1500 1910 1520 1930 1540 1950 1560 1570 1980 1990 2000 2010
MH BOUCHET/Skema (c) 3 MH BOUCHET/Skema (c)
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NUMBER OF SOVEREIGN DEBTOR COUNTRIES IN DEFAULT/YEAR

20

WESTERN INDUSTRIALIZED

1820
1830
1840
1850
1860
1870
1880
1890
1900
1910
1920
1930
1940
1950
1960
1870
1980
1990
2000

Source : Standard and Poor's, Crédit Agricole S A.

2010-17

MH BOUCHET/Skema (c)

B extornat sovereian defautss since 1300
Sl o (e k)
froiin wr
wo 3 m m o ww m @
Comine (20 .

COUNTRIES IN THE
XIX°CENTURY
VS EMCS IN THE XX° AND
XXI° CENTURIES

@
R ——

MH BOUCHET/Skema (c)

PRS-

TOTAL SOVEREIGN DEBT IN DEFAULT BY CREDITOR (US$ BILLION)

USS biions|

Greece, Ireland & Portugal 450
debt restructuring k

FLLEELELSELIESFES ST

uIMF Offi .
Foreign currency bank loans @ Foreign currency bonds uLocal cumency debt
R OV e Lt s 2 B4

WMH BOUCHET/SKema (@)

Fitch-Rated Sovereign IDR Defaults (1995-2011)
Argentina: than USD!

y resdents
constraning the rafing fo RO unbl Jly 2010

December 2001, most of
nvestors temaned,

ed in 2006,

Dominican Republic:
currency-denominated bond deblt

an USD1.1 bion of
Ecuador: Missed coupon payment on s 2012 global bonds followed by an announcement that the government
wouid selectvely default on al global bonds. The rating was owered to RD' in December 2008

Indonesia: Paris and London Chub June 1998; further
the sngle atthe time.

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

2000 and 2002

Russlan Federation: Exceptionaly, Fitch dates sovereign defaut to August 1998. Athough this was when the
its loc debt, 1

the Panis Chub official bilateral creditors very quickly afterwards. Defaults on foreign currency debt instruments held
edin 1999, 0

honored

Uruguay: D 2003 bilion ion

debt, mostly held by non-resients.

Jamaica: A February 2010 ¥'s domestic deb, ior
Fitch's foreigy applied.

RO - Restrcted defaut.
MHBOU ©
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DEBTOR COUNTRY
; -
WHO’s WHO? Paris Club London Club
of private creditors

of official creditors

Five main groups of private and official creditors:

1. The IFIs: IMF and World Bank + RDBs
2. The Paris Club of OECD governments

3. Private suppliers: trade debt

4. The London Club of international banks
5. Institutional investors (pension and investment 3 9 01
funds, hedge funds): Eurobond holders o "
Debt Refinancing 11IF+Steerjng committe
=New Money Economic sub-commitee

MH BOUCHET/Skema (c)

THE PARIS CLUB

KEY NUMBERS

Total amount of agreements

a0

» 1. The Paris Club

Total amount of debior countries

Total amount of dett 583 Blllon $
Total amaunt of countries in "Classic Terms" 60
Total ar countriesin 2

36

Total amcunt of countries in "Naples Terms”

http://www.clubdeparis.org/sections/donnees-

chiffrees/chiffres-cles
MH BOUCHET/Skema (¢)

MH BOUCHET/Skema (c)
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PARIS CLUB DEBT RESTRUCTURING PARIS CLUB: 7 DEBT RESTRUCTURING GUIDELINES

» Official bilateral debt (government to government) is renegotiated under

the auspices of the Paris Club since 1956 1. Consensus
»Since then, the 21 Paris Club creditors have reached 433 agreements .

concerning 90 debtor countries. 2. Comparability of treatment
» Total amount of debt covered = $583 billion 3. Solidarity among creditors with on-going information
» Only official debt + officially-guaranteed credits (Coface, Hermes, ECGD, US exchanges

Eximbank...) .
» Total claims on EMCs end-2017: $310 billion 4. Case by case treatment of debt crisis

5. Conditionality based on IMF adjustment program and

= 10 times meetings/year, for negotiation sessions or to discuss the situation of monitoring
the external debt of debtor countries or debt related methodological issues

(sometimes with the IIF) 6. No restructuring of « post-cut off date » debt so as to
® Russia joined in 1997 arjd Brazil in end-2016, as sizeable lender in African preserve access to new financing
countries such as Nigeria, Angola and Mozambique. 7. Secretariat provided by French Treasury

PARIS CLUB CONSOLIDATED DEBT AMOUNTS THE FOUR KEY RULES OF THE PARIS CLUB

IN USS BILLION

Consolidated amounts since 1983 1. Consensus : no decision can be taken within the Paris Club if it is not the
e T T result of a consensus among the participating creditor countries.
2. Conditionality : debt treatments are applied only for countries that need
a rescheduling and that implement reforms to resolve their payment
difficulties. In practice conditionality is provided by the existence of an
appropriate programme supported by the IMF, which demonstrates the
need for debt relief.
Solidarity : Creditors agree to implement the terms agreed in the
context of the Paris Club.
. The Paris Club preserves the comparability of treatment between

different creditors, as the debtor country cannot grant to another

creditor a treatment less favourable for the debtor than the consensus

| .
§§¥§EH§E§EE§Eﬁ&‘?fggggégﬁgg reached in the Paris Club.
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PRE AND POST CUT-OFF DATE DEBT?

PRE POST

rescheduling

Loan1 loan2 loan3 Jloan4 loan5 Loan6

Paris Club To be serviced on vParis Club
1 time and fully! 2

»Time + Money = To preserve new money and
market access, only pre cut-off date debt is eligible
to debt relief negotiations through rescheduling,
refinancing, debt conversion and debt reduction

PARIS CLUB DEBT RESTRUCTURING

P From debt rescheduling to debt reduction

and debt conversion

»09/1990: Houston terms: debt service rescheduling (15/8) for countries
with GDP per capita <$1345

» Toronto 1988 : 33% debt reduction: Menu approach

»12/1991: « London terms » for 23 poorest countries: 50% reduction of
eligible debt payments or consolidated debt in NPV, with promise of
considering « stock reduction »

> Naples 1994 67% NPV (flow rescheduling) for EMCs with per capita
GDP<US$500 and D/X ratio >350%

» Lyon 1996 HIPC 80% debt stock rescheduling

» Cologne June 1999: debt stock reduction up to 80%

« LONDON TERMS » DEBT RESTRUCTURING

“London Terms”: 12/1991: Paris Club creditors agreed to implement
a new treatment on the debt of the poorest countries to raise the
level of debt cancellation from the 33.33% as defined in Toronto
terms to 50%.

23 countries benefited from London terms until mid-1990s, when
these terms were replaced by Naples terms.

London terms included the possibility for creditor countries to
conduct, on a bilateral and voluntary basis, debt swaps with the
debtor country.

These swap operations in principle could be carried out without limit
on official development aid loans, and up to 20% of the outstanding
amount or 15 up to 30 million SDR for non-ODA credits.

MH BOUCHET/Skema (c)

PARIS CLUB DEBT RESTRUCTURING UNDER THE « LONDON TERMS »

» Non-ODA credits cancelled to a 50% level through one of the four following options:

1. - "debt reduction option": 50% of the claims treated cancelled (after possible
topping-up), the outstanding part being rescheduled at the appropriate market rate (23
years repayment period including 6-year grace and progressive payments).

2. - "debt service reduction option": claims rescheduled at a reduced interest rate (23
years period with p ive pay 3

3. - "moratorium interest capitalization option": claims rescheduled at a reduced
interest rate (23-year repayment period including 6-year grace and progressive
payments).

4. - "commercial option": claims restructured at the appropriate market rate over a
longer period (25-year repayment period including 14-year grace): non-concessional
option.

» ODA credits rescheduled at an interest rate at least as favorable as the original

concessional interest rate applying to these loans (30-year repayment period including 12-
year grace and progressive repayment).
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ETNAM A E PARIS C 5
VIETNAM AND THE PARIS CLUB 12/93 COTE D'IVOIRE DEBT RELIEF AGREEMENT 11/2011

» Amounts treated = $544 million » Paris Club external debt relief following the approval by the IMF of a new 3-year
arrangement under the Extended Credit Facility on November 4, 2011.

» Repayment profile treatment = London terms
> “Cologne terms” for implementation of the HIPC initiative debt relief = 80%

o, .
(SOA debt cance"atlon) »On an exceptional basis, considering the Republic of Cote d’lvoire’s limited capacity
of payment, creditors have agreed to defer and reschedule over a ten-year period

» Cutoff date= January 01, 1990 the repayment of maturities due on short term and post-cut off date debts; and,

over an eight-year period the arrears on those claims. They also agreed to defer all

the interest due on the amounts treated.

» Participating creditors: AUSTRALIA, AUSTRIA , BELGIUM , DENMARK ,
FRANCE , GERMANY , ITALY , NETHERLANDS , NORWAY , UNITED KINGDOM
, UNITED STATES OF AMERICA

P These measures are expected to reduce the debt service (including the arrears) due
to Paris Club creditors between 1st July 2011 and 30 June 2014 by more than 78%
which corresponds to $1822 million, of which $397 million cancelled.

» Observers: JAPAN, SPAIN , SWEDEN , Asian Development Bank , IMF ,
OECD, UNCTAD , World Bank

DEBT RESTRUCTURING OF LONDON CLUB DEBT

The
London Club

of debt restructuring

P Commercial banks’ claims on EMCs
and OECD countries

» Debt renegotiation workouts

MH BOUCHET/S
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WHAT IS THE « LONDON CLUB »?

> Since the 1970s, countries facing default have used
the London Club process to restructure sovereign |
debt owed to banks.

» The London Club has evolved as an ad hoc forum
for restructuring negotiations. Each London Club is
formed at the initiative of the debtor country and
is dissolved when a restructuring agreement is
signed.

» Ad hoc London Club "Advisory Committees" are
chaired by a leading financial bank.

» Advisory Committees have included
representatives from nonbank creditors (fund
managers holding sovereign bonds)

» The IIF plays a key role in London Club meetings

MH BOUCHET/Skema (c)

WHAT IS THE « LONDON CLUB »?

P ad hoc forum for restructuring negotiations.

» Each London Club is formed at the initiative of the debtor
country

» London Club "Advisory Committees" are chaired by a leading
financial firm with representatives from a cross-section of
international banks

» Meetings in London, New York, Paris, and other financial centers.

P IIF + Economic Subcommittee = macroeconomic, BOP analysis
and debt sustainability reports to the Advisory Committees

‘WHAT IS THE IIF?

P> The Institute of International Finance, Inc. (IIF), is the world’s only
global association of financial institutions.
P> Created in 1983 in response to the international debt crisis, the IIF

has evolved to meet the changing needs of the financial community.

P> Members include most of the world’s largest commercial banks and
investment banks, as well as insurance companies and investment
management firms. Among the Institute’s Associate members are
MNCs, trading companies, ECAs, and multilateral agencies.

P The Institute has > 450 members headquartered > 70
countries.

THE IIF= A GLOBAL BANKING UNION

IIF Member Breakdown

MH BOUCHET/Skema (¢)
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Rising global delbht detault
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IS THERE LIFE AFTER ARREARS AND DEFAULT?

Bank loans may be delinquent on their repayments or in default of the loan
entirely = loss for the bank on expected income

‘Arrears + Default = accounting losses in banking portfolios ‘

‘Loan-loss reserves (provisions against NPLs) ‘

In the event of a loss, instead of taking a loss in its cash flows, the bank will use
the amount set aside to cover the loss.
The provision is tax deductible and can be used in the bank’s capital (Bale Ill)

Expected income loss Loan-loss provision
-

—
Loansale &— ¢ . Discounted
at market value debt trading
Debt swaps
MH BOUCHET/Skema (c)

SECONDARY MARKET PRICES OF CUBA’S LONDON CLUB DEBT

(1990-2016 in percent of face value)
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HYPER-EXOTIC DEBT PRICES

» Myanmar 20%

» Cambodia 20%

» Mongolia 22%
» North Korea 10%

» Irak Bonds 90%
P Libya 25-35%
> Syria 6-11%
» Yemen 30%

> Argentina (2033 bonds)= 62%
following ruling by NY court in 11/2012)
P Cuba Loans 10-35%
P Cuba Trade 15%
P Albania 36%
P Bosnia 36%
P Serbia 44%

» Angola 60%
» Ethiopia 60%
» Senegal 35%
» Sudan 11-14%
» Uganda 14-16% _
» Zimbabwe 1-4%

MH BOUCHET/Skema (c)

EMCS SECONDARY MARKET DEBT PRICES
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Weak Liquidity:
Angola, Nicaragua, Cameroon, Albania, Congo, Tanzania, Zaire (Rep.
Democr.), Zambia, Iraq, North Korea

Limited Liguidity:
Cuba, Egypt, Jordan, Madagascar, Panama, Jamaica, Ivory Coast,
Senegal

Moderate Liquidity:
Nigeria, Morocco, Costa Rica, Bulgaria, Peru, Russia, Vietnam

Good Liguidity
Brady Bonds + Eurobonds= Argentina, Brazil, Ecuador, Mexico,
Philippines, Poland, Venezuela. South Africa, Turkey
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Hello SKEMA FMI! HELP!
I need to know asap the international
bank debt of two countries:

Argentina & Spain
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[DEBT SERVICING RELIEF OR DEBT REDUCTION?

Debt/GDP

DEBT REDUCTION
Debt =
outstanding REFINANCING 180%
Debt Debt/GDP=
servicing DEBT SERVICE REDUCTION: 50% GREECE
+
pay /  Debt service
TT>(  payments/x ) TUNISIA
=60%
Debt/GDP RIS
=50%
Debt Service |
soyments/ || VIETNAM
X=30% GDP
" LIQUIDIA Exports

>
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MENU-BASED DEBT RESTRUCTURING
THE BRADY PLAN AND BEYOND

e
MENU

X
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THE 1989-2017 BRADY PLAN OF LONDON CLUB DEBT RESTRUCTURING

» London Club banks grant debt relief to
debtor nations, in some proportion of
secondary market discount through interest
or debt stock reduction

» Accounting and regulatory incentives (loan-
loss provisioning)

> Shift to specific purpose financing and
voluntary lending

» Debtor countries adopt tough
macroeconomic adjustment programs under
the monitoring of the IMF/WB (SALs)

» Current account financing + Reserve build-up

» Objective: back to market-access for EMCs
or to grants for low-income countries

Means and Tools

P Defaulted sovereign London Club debt to
be exchanged for easily tradeable Brady
bonds guaranteed by 30-year zero-
coupon US Treasury bonds which the
defaulting nation purchases with its
reserves and official financing support
(IFIs + Paris Club)

P Principal guarantee + x semi-annual
interest payments, whose guarantee is
rolled over

» Bullet repayment (e.g., 30 years)

» Cross-default clause

P> Debt conversion clauses

MH BOUCHET/Skema (c)

THE BRADY PLAN IN ACTION

Debt cancellation
backed up by
commercial banks’
reserves for loan-
losses with
regulatory incentives

New senior debt with
long-term maturity,
principal
collateralization, rolling
interest
guarantee, and cross-
default clause

MH BOUCHET/Skema (c)

$100

Default on interest payments triggers
oL exercise of interest guarantee

+ principal collateral guarantee
DEBT ZCB Coll
BRADY Bullet Payment NEW
at maturity DEBT

BONDS

LIBOR + Spread

0 110 120 130
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Types of Brady Bonds

» Buybacks at discount

» Par Bonds Maturity: Registered 30 year bullet issued at par Coupon:
Fixed rate semi-annual below market coupon Guarantee: Rolling
interest guarantees from 12 to 18 months. Principal collaterallized by
U.S. Treasury zero-coupon bonds

» Discount Bonds (DB) Maturity: Registered 30 year bullet amortization
issued at discount Coupon: Floating rate semi-annual LIBOR Guarantee:
Rolling interest guarantees from 12 to 18 months.

P Front Loaded Interest Reduction Bonds (FLIRB) Maturity: Bearer 15 to
20 year semi-annual bond. Bond has amortization feature in which a set
proportion of bonds are redeemed semi-annually. Coupon: LIBOR
market rate until maturity. Guarantee: Rolling interest guarantees
generally of 12 months available only the first 5 or 6 years.
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TYPES OF BRADY BONDS

» Debt Conversion Bonds (DCB) Maturity: Bearer bonds maturing
between 15-20 years. Bonds issued at par. Coupon: Amortizing semi-
annual LIBOR market rate. Guarantee: No collateral is provided

» New Money Bonds (NMB) Maturity: Bearer bonds maturing 15-20
years. Coupon: Amortizing semi-annual LIBOR. No collateral

P Past Due Interest (PDI) Maturity: Bearer bonds maturing 10-20 years.
Coupon: Amortizing semi-annual LIBOR. No collateral

P Capitalization Bonds (C-Bonds) Issued in 1994 by Brazil’s Brady plan.
Maturity: Registered 20 year amortizing bonds initially offered at par.
Coupon: Fixed below market coupon rate stepping up to 8% during the
first 6 years and holding until maturity. Both capitalized interest and
principal payments are made after a 10 year grace period.

VIETNAM = LONDON CLUB DEBT RESTRUCTURING

arrears
= $850 million

Brady debt restructuring (12/97)=
» (P=335 million) + (PDI= 515) interest

P 30-year bonds with 50% discount +
par bonds + buyback at 44%

Paris Club Debt Restructuring 12/1993:
LONDON Terms = 54% debt reduction

SNAPSHOT AT VIETNAM’S GOVERNMENT SECURITIES

Coupon Haturity
)1/1

I3

ETHAH (REP OF)
ETHAI-PDI
I

Floating-rate US$ Brady
bond, with principal
repayment secured by
30-year zero-coupon
USS$ bond collateral +
rolling interest
payment guarantee
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THE GREEK 2011-13 MENU-BASED « BRADY DEBT RESTRUCTURING »
=65% « HAIR CUT »

-

. Par Bond Exchangeinto a 30 year instrument (4% coupon)
. Par Bond with refinancing of rolling-over maturing Greek government
bonds over 30 years

. Discount Bond Exchange into a 30 year instrument with 20% discount and
5% coupon

N

w

&

Discount Bond Exchange into a 15 year instrument with 5,9% coupon
Buyback at 35% price (65% discount) of London Club debt (11/2012)

L4

» Forinstruments, 1, 2 and 3 the principal is fully collateralized by 30 year zero coupon AAA
Bonds.

» Forinstrument 4, the principal is partially collateralized through funds held in an escrow
account.

Calculation: IIF & http://www.voxeu.org/index php?q=node/6818

CHALLENGES OF THE GREEK DEBT RESTRUCTURING WORKOUT 2011-17

P 1. Pari passu: Private investors insist that government
bail-out lenders would be treated the same way as the
private sector, to lessen the risk of another cut in their
payouts down the line

P 2. New bonds issued to private investors as part of
the hair cut to be governed by London rather than
Greek law

P 3. Threat of free riders and legal actions: VEGA Hedge
Fund

MARKET PRICE OF RISK: YIELD ON GREECE’S 10-YEAR BONDS
2009-2010

13
S&Ps slashes Greece's rating

10 BB+= junk status 12
11
10

=l

=)

Spread of 8% over Germanbonds

of similar maturity 5

K

10 Mar My

Jul Sep Mow
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IVORY COAST’S BANK DEBT RESTRUCTURING SAGA

> 03/1998 - Ivory Coast issued six bonds totalling $2.4 billion under the Brady scheme in
a restructuring of outstanding external commercial debt.

> 09/2000 - Default on the bonds, following a coup in 1999.

> 03/2009 - The IMF and the World Bank declared Ivory Coast eligible for debt relief
under the HIPC (highly indebted poor countries) initiative.

> 03/2009 - Paris Club leading to of $845 million in

debt (80% debt relief)

> 04/2010 - Debt exchange of the defaulted Brady bonds, replacing the old bonds with a
$2.3 billion bond due 2032, with semi-annual coupon payments.

»11/2010 - Presidential run-off ballot : Gbagbo is declared winner = civil war

» 12/2010 - World Bank freezes funding

> 12/2010 - Ivory Coast does not make $29 million coupon payment on $2.3 billion bond.
Failure to pay = "event of default"
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IVORY COAST’S SECONDARY MARKET DEBT PRICE
(1986-2016 IN % OF FACE VALUE)
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UKRAINE’S DEBT RESTRUCTURING
09/2015

» 20% write off on $18 billion of bonds,
condition for the IMF to press ahead with 4-
year $40 billion package

» Main creditors: PTG Pactual, T Rowe Price,
TCW, Franklin Templeton...

P Inclusion of GDP-linked instrument

P Between 2021-40 investors will receive up to
40% of the value of economic growth >4%

BRADY BONDS PRICES AFTER RESTRUCTURING NEGOTIATIONS
» Arg Par  48.000 50.000
» Arg FRB  41.000 42.000
» Arg '27 31.000 33.000
»BrzC 75.250 75.437
» Brz ‘27 72.750 73.000
» BulIAB  85.000 85.500
» Mex Par  93.000 93.250
» Pol Par  75.250 76.250
> Rus '28  107.750 108.000
» Ven DCB 78.250 78.750
» Vie Par  44.000 45.000

SECONDARY MARKET PRICES OF CUBA’S LONDON CLUB DEBT

(1990-2016 in percent of face value)

70

60

——Loans
Tra

50

——LDCsindex

40

AV S Sy

£

30 -

20

N

0
S

S AN S PP PRSP
FET TS

B o
& ST T TSI TG & ¥

MH BOUCHET/Skema (c)

A EF TSI

S

20



http://eve.bradynet.com/cgi-bin/cyberexchange?ticker=arpar
http://eve.bradynet.com/cgi-bin/cyberexchange?ticker=arfrb
http://eve.bradynet.com/cgi-bin/cyberexchange?ticker=rear975091927
http://eve.bradynet.com/cgi-bin/cyberexchange?ticker=brcbond
http://eve.bradynet.com/cgi-bin/cyberexchange?ticker=brglobal27
http://eve.bradynet.com/cgi-bin/cyberexchange?ticker=buiab
http://eve.bradynet.com/cgi-bin/cyberexchange?ticker=mepar
http://eve.bradynet.com/cgi-bin/cyberexchange?ticker=popar
http://eve.bradynet.com/cgi-bin/cyberexchange?ticker=rufe1275062628
http://eve.bradynet.com/cgi-bin/cyberexchange?ticker=vedcb
http://eve.bradynet.com/cgi-bin/cyberexchange?ticker=vipar

11/09/2018

HYPER-EXOTIC DEBT PRICES

» Myanmar 20%

» Cambodia 20%

» Mongolia 22%
» North Korea 10%

» Irak Bonds 90%
> Libya 25-35%
> Syria 6-11%
» Yemen 30%

> Argentina (2033 bonds)= 62%
following ruling by NY court in 11/2012)
P Cuba Loans 10-35%
P Cuba Trade 15%
P Albania 36%
P Bosnia 36%
P Serbia 44%

» Angola 60%
» Ethiopia 60%
» Senegal 35%
» Sudan 11-14%
P Uganda 14-16% _
» Zimbabwe 1-4%
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EMCS SECONDARY MARKET DEBT PRICES
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Weak Liquidity:
Angola, Nicaragua, Cameroon, Albania, Congo, Tanzania, Zaire (Rep.
Democr.), Zambia, Iraq, North Korea

Limited Liguidity:
Cuba, Egypt, Jordan, Madagascar, Panama, Jamaica, Ivory Coast,
Senegal

Moderate Liquidity:
Nigeria, Morocco, Costa Rica, Bulgaria, Peru, Russia, Vietnam

Good Liguidity
Brady Bonds + Eurobonds= Argentina, Brazil, Ecuador, Mexico,
Philippines, Poland, Venezuela. South Africa, Turkey
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Debt trading and EMTA

For Immed

646676 4293

Jonathan Murmo
EMTA

iate Release

EMTA SURVEY:
QUARTERLY EMERGING MARKETS DEBT TRADING
T US$1.132 TRILLION

Volumes Decline 17% on Year-on-Year Basis

[EW YORK, September 19, 2017—Emerging Markets debt trading volumes sto0d

atUSs1.132
EMTA, the

industry. This compares with US$1.357 trillion reported for the second g
17% decrease, and down 14% from US$1.323 trillion reported in the first quarter.

trade association for the Emerging Markets debt trading and investment

trillion in the second quarter of 2017, according 1o a report released today by

MH BOUCHET/Skema (c)
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EMERGING MARKET DEBT TRADING 1989-2016 (Uss BILLION

Turnover in local markets instruments in 2017= 57% of total reported volume

m Total EMC Debt

= Brady
m Corporate

B Eurobond
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Source: EMTA-London MH BOUCHET/Skema (c)
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WHO’S WHO IN HIGHLY DISCOUNTED AND EXOTIC DEBT TRADING?

1. Trading: FH International (Eric Herman), Omni Bridgeway (Amsterdam, Geneva, Singapore,
London, Guernesey), MarketAxess, Société Générale, BNP, Lazard Brothers

2. Holdout creditors and « vulture funds »: hedge funds that seek to enforce contractual
claims against distressed sovereign debtors through litigation: they buy defaulted
government debts on the cheap and refuse to join in a restructuring, “holding out” for a
better deal and sue for the full amount (pari passu clauses promise equal treatment of
creditors preventing EMCs from paying its restructured bondholders but not hedge funds:
i.e., borrower’s promise to ensure that the obligations will always rank equally in right of
payment)

3. Key players: NML Capital (Argentina), Paul E. Singer’s Elliott Capital Management (Argentina),
Aurelius Capital Management (Argentina’s 2001 $132 billion default, Peru), Franklin Templeton,
BlueMountain Capital, Stone Lion Capital, Monarch Alternative Capital, Canyon Capital, First Tree
Partners, Marathon Asset Management (Puerto Rico, Greece), Dart (Brazil), Greylock Capital
(Venezuela).

MH BOUCHET/Skema (c)

TRADING VOLUME BY INSTRUMENT TURNOVER

Bradys transactions which accounted for 50% of debt trading
in the mid-1990s have shrunk due to early redemption,
exchange offers and debt buybacks

E Brady
B Eurobonds
M Local

M Corporate
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THE EVOLVING STRUCTURE IN THE SECONDARY DEBT MARKET

MARKET SHARE COMPARISON
2008 1997
Eurobonds 8% B
Local Instruments % %
Options and Warrants i &%
Brady Bonds % Y
Loans fab] %




EMERGING MARKET LOCAL CURRENCY BONDS 1995-2017
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Emerging- Market Debit Grew from US$0.6 4 in 1998 1o USS17.1 trm In June 2016
[

TRADING VOLUME BY COUNTRY (EMTA)

MH BOUCHET/Skema (c)

TRADING VOLUME BY REGION

mLAC

B Europe
W Africa
W Asia

O MidEast
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2000

ASIAN + RUSSIA + ARGENTINA CRISES
EMERGING MARKET BOND SPREAD INDEX 1997-2008

1500

1bp=0,01%
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ARGENTINA’S AND RUSSIA’S SHRINKING SPREADS 1997-2008

ARGENTINA
cooo 12/2001 default

:__}\uu.,»-_r_,_n,-.

7000
sooo

CDS IN
2016-177?

Riskiest
debtors
by credit

CLES

default swap g # " (i
spreads * ) =

Nigeria CDS spread of 590 bp implies
that it costs $590,000/year to insure $10

million worth of debt MH BOUCHET/Skema (¢)

RISK CONTAMINATION =
BRAZIL AND PERU 5-YEAR CDS
PRICES:

THE GLOBAL SPILL-OVER
EFFECT
2006-2012

600 bp= $600,000
toinsure
$10 million/year

MH BOUCHET/Skema (c)

ECR scores (x-axis: out of 100)

Vs CDS spreads (y-axis: log scale)
oo ot

CDS SPREADS AS EARLY 100000 5
COUNTRY-RISK WARNING = Greece

INDICATORS
(EUROMONEY COUNTRY RISK SCORES)

ECR government finances scores (x-axis: out of 10) 30 0 50 & 0 s %

Vs CDS spreads (y-axis: log scale)
source R kit

CDS spread of 200 bp implies that it costs
1000 = $200,000/year to insure
$10 million worth of debt

2 ey
Sweeden

0 2 s s s 10 MH BOUCHET/Skema (c)
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JANVIER 2011: YIELD (RENDEMENT) SUR L'OBLIGATION 06-2020

BTUN 4 % /20 1104.059  + 020

AL 11:19  Op 104.029  Hi 104.060 Lo 103.999
ED5 /5167 Corp % SavE AR 90 ACtionE= 97 EATETS
IEVEG - M| -]

VOLATILITE DU YIELD SUR L'OBLIGATION SOUVERAINE DE LA TUNISIE 2025 $1 MILLIARD

D 95 Compare 96) Acti
EIZAUTEIY] = NI

¥I0 | oy, i | Daly. w1 [ Tabls

1d To Matur
02/09/16

i 1 exTm)

Etat d'urgence prolongé L Wiy

+ congres Nidaa Tounes 2 Sousse o
+ gouvernement Habib Essid

MH BOUCHE T/skema (c)

BTUN €D P SR 5Y D14 e 0 600 e of 5-year CDS Tu & Moroccoin b/p 2008-2017
ETUN COS USD SF ¢ IEERS 2
e e e 550 ——(DST ——CDSM
500
as0
400
350
300
250
200
150 100 bp= Credit default swap =
$100,000pour $10 million
100
gggdgddedzggngisgas 249 28993
§ 8t zes80 5586888558 gE R
E R - g g
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Source:

DEBT CONVERSION: A POSITIVE SUM GAME?

Face value= $1000
DISCOUNT ON DEBT=80%

800
1
1
Debt Redenption Price
400 ]
I |
T T
200 200 600
Incentive to Incentive to Debtor Country's Share of Discount
ClaimHolder Investor
Bouchet/OSF MH BOUCHET/Skema (c)

Debt Conversion Mechanism |

Funds/Grants

SeconDaRY
MARKET OR
AucTions.

CREDITOR
BANK or
BILATERAL

GOVERNMENT

LOCAL
CURRENCY CENTRAL
BONDS or BANK
ASSETS

MH BOUCHET/Skema (c)

* Shares in privatized companies
(Argentina, Chile, Cote d'lvoire..)

* Shares in private sector entities

(Phillppines, Tanzania, Madagascar,
Egyt, Chile..)

Debt for Nature Swaps
(CostaRica, Bolivia, Madagascar,
Ecuador, Philippines..)

Debt for Export Swaps

(Peru, Vietnam..)

CONVERSION. '+

Debt for LT Bond Swaps
(CostaRica, Guatemala...)

Debt for Development Swaps
(sénégal, Mexico, Madagascar...)

Debt for Local Currency Swaps
(Tanzania, Madagascar..)

Source: Bouchet/OSF MH BOUCHET/Skema (c)

CORPORATE DEBT SWAP TRANSACTIONS

»04/2001: South Korea'’s largest builder HEC
(Hyundai Engineering & Constr.) makes a debt
swap with its creditors to reduce debt ratios
from 1240 % to 250%, by issuing new shares and
bonds to creditors as a part of the rescue
package after Hyundai reported losses >US$2.2
billion that wiped out its equity capital!

11



POSITIVE SUM GAME!

» Debtor: debt cancellation with local currency payments while
stimulating foreign direct investment and enhancing the role of
private sector activity in the local economy (privatization)

» Creditor: cleaning up of portfolio with upfront cash payment
while accounting losses get absorbed by loan-loss reserves

P Investor: access to local currency at a discounted exchange rate
that boils down to an investment subsidy, thereby mitigating the
overall country risk and the specific project risk

11/09/2018
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Political Risk Analysis
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Michel Henry Bouchet

08/10/2018

COUNTRY RISK AND POLITICAL RISK ASSESSMENT

» A reminder: Sovereign Risk is the possibility that a foreign country
may be unable or unwilling to fulfill its obligations fully and on time,
towards a foreign lender and/or investor, or exporter, or domestic
residents!

Whereas political uncertainty refers to instability and threats in
the socio-political system, political risk is the unexpected
unfavorable consequences of the arbitrary exercise of power by
a government and its ramifications at home and abroad, as well
as by non-governmental actors

o ‘
sSKema -Tu: (&
Somessacuoor | EQUE
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WHAT IS « GOOD GOVERNANCE »?

XIV®  century Sienna: the allegory of Good Government =
Balance between Wisdom, Justice, Strength, Prudence, and Peace

Michel Henry Bouchet -

MARXIST APPROACH TO
ECONOMIC DEVELOPMENT AND
CLASS STRUGGLE

The developing forces of production give rise to increasing conflict with the
existing social relations of production, hence class struggle.
The state does not represent the interests of ‘the people' or a common

‘general will'. Nor is it a force which stands above or beyond the clash of
class interests.

The state is essentially an instrument of class rule. The state in capitalist
society is a bourgeois state: it is nothing but "a committee for managing
the common affairs of the whole bourgeoisie'.

Capitalism will inevitably lead to increasing class polarisation and class
conflict.
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DANIEL BELL

P One of the most important cultural critics of the postwar era : Sociologist and
professor emeritus at Harvard University. Bell was among the original New York
Intellectuals, a group of anti-Stalinist left-wing writers. Best known for his
contributions to post-industrialism. Masterworks: The End of Ideology (1960), The
Cultural Contradictions of Capitalism (1976) and The Coming of Post-Industrial
Society (1973)

The post-industrial society:

P Polarization and social tensions between work and consumption
pressures: capitalism is inherently instable

» Centrality of the new science-based industries

P Rise of new technical elites and the advent of a new principle of
stratification

O o 7T
sSKRema -=us \Bs

ULRICH BECK: “WORLD AT RISK”

» Modernization challenges the institutions and structures of traditional societies in the
name of individual freedom and autonomy. What began to emerge in the late 20th century
was a radical shift in the locus of meaning in western societies from a culture where
meaning and identity were grounded in loyalty to traditional institutions and structures to
one in which meaning and identity are grounded in the self as the primary agent of
meaning.

P The paradox in late modern society is that risk might in fact be increasing due to
technology, science and industrialism rather than being abated by scientific and

technological progress. This is the world risk society full of hazards and insecurities induced

by modernization itself:
Globalization
Individualization

Gender Revolution
Underemployment
Global risks (ecological crisis and the crash of global financial markets,)

uhwWwNhE
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Michel Henry Bouchet - Cap/FX/export controls - 10

RANKING OF TOP RISKS REPORTED BY FTSE 100 FIRMS ¢ juty 2017)

% of companies
Number of risks reported reporting that risk

Compliance 53

Brexif 55

35

30

25

25

Financial regulation 19
Health, labour, social policy 18
Climate, energy, env. policy 13
Conduct 19

Geopolitical tensions - 12

Civil unrest - 12
Property rights - 11

50%
45%
40%
35%

25%

YIELD ON 6-MONTH UKRAINE GOVERNMENT BOND

UKRAINE:

46.9%

THE PRICE OF POLITICAL RISK IN THE WAKE OF
THE REVOLUTION AND THE RUSSIAN INVASION OF

CRIMEA IN 2014

Ukraine 2-Year * 17.260 0.000 (0.00%)

Michel Henry Bouchet -

¢ ? W

Jan 1, 2012 Jan 1, 2012 Jan 1,2014 Jan 1, 2015

22,500
N N /\/\ 20.000

>y b
“6? ‘!\'b\ A M 17.260
¥ - 26

Jan 1, 2018

15.000

12.500

10,000

7.500

Sept 2017: back to market access?
bond swap with $3 billion global bond issue over 15
year, with 7,375% in exchange for bonds maturing
2019-20
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THE COST OF GLOBAL POLITICAL RISK

2014

2013

2012

2011

2010

2009

2008

The Annual Economic Impact Of Global Violence
Economic impact of violence/conflict to the world economy (in trillion U.S. dollars)

$12.4trn

$12.4trn

$14.3trn

$14.2trn

$13.7trn

$13.7trn

$13.4trn

https://www.statista.com/chart/3948/the-annual-economic-impact-of-global-violence/

Michel Henry Bouchet -

THE COST OF VIOLENCE IN % OF GDP

(WORLD ECON FORUM: THE ECONOMIC VALUE OF PEACE REPORT )

THE COST OF VIOLENCE BY COUNTRY

AS A PERCENTAGE OF GDP
=4 ::r we
A A
“.,.‘-* k. (,4\
$ LS
.= » : A\
n ¢ &
¥

The costof viclence

percountryasa

percentage of GDP ? '
v

20-28%
12-20%

[ ‘ 4-12%

Michel Henry Bouchet -
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MIGA: THE KEY CHALLENGE OF POLITICAL RISK

MAJOR CONSTRAINTS ON FOREIGN INVESTMENT IN EMERGING MARKETS
Percent of respondents

Increased government intervention _
Limited market opportunities G
Infrastructure capacity

Access to qualified staff

Corruption

Access to financing

Macroeconomic instability

M This year
Mext three years

In your apinion, which of the following factors will pose the greatest constraint on imeestments by your compary in
emerging markeis this year and over the next three years?

Source: MIGA-EIU Political Risk Survey 2000,
Note: Percentages add up to more than 100 percent due to multiple selections.

Michel Henry Bouchet -

11

MIGA: TYPES OF POLITICAL RISK OF HIGHER CONCERN TO MNCS IN EMCS

Percent of respondents

Restrictions on FOI outfllows _

in home countries

Terrorism

Expropriston ﬁ_
Other adverse regulatory changes ﬁ

Non-honoring of - |

government guarantees 1

War and civil disturbances

Transfer and convertibiliy restrictions ﬂ
Breach of contract &

Ml This year
¥
] Mext three years

=]
5
s
[+]
e}
[=]
.
o

o

Michel Henry Bouchet -
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BOOSTING FDI IN AFRICA?

—_——

- ~
'/’F'{:Iir.i-::al stability \\

What impact would the following changes have on Africa attractivenass?
—__—— -

i | \ 87% | 9% 3% LS
‘\ Curb on corruption ,’
SO - 82%
Easo of d&ing business
I 67% FETS =
Local access to finance
: a8% [ 23% L 22%
Ona-stop border posts
Z 46% [ 28% | 20% k39
Harmonized taxation between countries
: 43% [ 29% | 21% N
A common currency
ﬁ 32% [ 26% | 37% )
_Exclusiv\e- concessioning
27% 32% | 26%  1e%
=

Source: st & Young s 207 2 Arrkce atiraciivane ss sunaay Total respondents: 505,

Michel Henry Bouchet - 13

TOP TEN KIDNAP RANKING 1992-2017

Mexico
India
Nigeria
Pakistan
Venezuela
Lebanon
Philippines
Afghanistan
Colombia
.Iraq

. Syria

. Guatemala
. Yemen

. Libya

. Egypt

. Brazil

. Kenya

. Nepal

. Malaysia

. South Africa

LONOUTAWNE

:>7,770 kidnaps for ransom!

Source: Hiscox Group/FT

Global Kidnap Review 2016

NYA International

Michel Henry Bouchet -
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Intentional homicide rate by sub-region and for two sources, latest available year

Intentional homidide rate
(per 100,000)
Public health data Criminal justice data
0-3 0-3
4-5 4-5
6-10 5-10
| e AT -~
= 4025
| BS "[4>5
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HTTP://WWW.UNODC.ORG/UNODC/INDEX.HTML?REF=MENUTOP Michel Henry Bouchet -

MAPPING OUT POLITICAL RISK: FRANCE AS RISKY AS BRAZIL?

2015 Terrorism & Political Violence Risk Map #ION

O QEFEFUDOI0 O 00 000 00 0 9 00 0

Ancnc ocean
2 " el
= ™

O 00

|
H

http://www.aon.com/terrorismmap/2013-Terrorism-Map-14-05-2013.pdf
Michel Henry Bouchet - 16



http://www.unodc.org/unodc/index.html?ref=menutop
http://www.aon.com/terrorismmap/2013-Terrorism-Map-14-05-2013.pdf

08/10/2018

PEACE AND SECURITY INDEX

>

e

http://www.visionofhumanity.org/sites/default/files/Global%20Peace%201Index%20Report%202016_0.pdf

Michel Henry Bouchet - 17
Wars and armed conflicts all over the world
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o @ o g, e
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Michel Henry Bouchet - 18
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MARSH POLITICAL RISK MAP

s

4

INDEX SCORE

® © @
e The Political Risk Map draws on data and insights from BMI Research

UNSTABLE STABLE

Michel Henry Bouchet - 19

BLINDNESS?  RISK OF FUTURE POLITICAL CRISIS 2010-12
SOURCE: UNIVERSITY OF MARYLAND CENTER FOR CONFLICT MANAGEMENT

Figure 2.1 Risk of Future Instabilty, 2010-2012

2 Syria?
Lebanon?
Ukraine?
Brazil?

South Africa?

Mexico? 7,

Moderate Risk
M Some Risk P

Il Low Risk » /

Michel Henry Bouchet - 20

«’

]

" ’ M Highest Risk
d [l High Risk
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POLITICAL RISK ASSESSMENT IN THE GLOBAL FIRM

» Origins? Political risk stems from the overall
uncertainty related to the exercise of power by a
foreign government and its ramifications, as well
as by non-governmental actors in the country.

» Impact? Arbitrary political decisions, conditions,
and events in a country will affect the business
climate in such a way that investors, exporters or
creditors will confront losses.

SKRemMa iz (49 UPAMER

Threat materialization

» Contract repudiation, capital controls, currency
inconvertibility, sham contracts and bribery, corruption,
blocked funds, ideological shift, political upheaval,
strikes, expropriation, nationalization, coup d’état,
martial law, revolution, civil strife damage, terrorism,
war damage, kidnapping, crimes....

1% (- N A3 ARSI
SREMA iz () UPANER

N
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Three Sources of Political Risk A

Direct * Risk materialization directly hurts the company: Nationalization,
«hard expropriation and confiscation, contract repudiation, sham contracting,
risks» bribery and corruption, blocked funds, kidnapping, crimes

+ Risk materialization stems from the hostile environment: Revolutionand

Indirect civilunrest, martial law, terrorism, war damage, ideclogical and cultural
«surrounding shifts. Capital and dividend remittance constraints, ineffective legal and
risks» regulatory systems, non-compliance, strikes, currency inconvertibility,

regional crisis and volatility spill-over

Collateral * Risk materialization is the byproduct of unfavorable interactions

a«soft between power groups: Legal and ethical risks, protectionism, fiscal
. uncertainty, wealth gaps, bureaucracy and weak institutions, pressure
risks» groups and hostile NGOs, ethnic/linguistic fragmentation

WHERE DOES POLITICAL RISK COME FROM?

» Terrorism
» Ethnic/linguistic fragmentation

» Gap between socio-economic and
political/institutional evolution

» Cultural fragmentation (riots, upheaval,
government crises, corruption)

» Internal violence and power struggle (martial law,
coup d’état, guerrilla warfare...)

> Rapid pace of urbanization coupled with religious
fundamentalism

>Regiona| contamination

12
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SAMUEL HUNTINGTON

Political order in changing societies
The Clash of Civilization

ehttp://markweatherall.wordpress.com/2009/10/12/political_order in changing[

Michel Henry Bouchet - 25

WHERE DOES POLITICAL TURMOIL COME FROM?

P Contrary to the expectations of modernization theory, violence and
instability stem from:

1. rapid social change

2. Centralized decision-making system

3. mobilization of new groups into politics

4. slow development of political institutions.

P As societies modernize, they become more complex and disordered.
If the process of socio-economic modernization is not matched by a
process of political and institutional modernization with political
institutions capable of managing the stress of modernization—the

result is violence.

. Lo BN g A
SKema =iz (&) UPAMER
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SAMUEL HUNTINGTON
ANALYZING THE ROOTS OF POLITICAL UPHEAVAL

» Primary problem of politics = lag in the
development of political institutions
behind socio- economic change.

» Instability = (rapid social change + rising
mobilization of new groups into politics)
> development of political institutions. ‘

Michel Henry Bouchet - 27

POLITICAL DIS/ORDER IN RAPIDLY CHANGING SOCIETIES

Process of socio-economic
;Change

" OECD (2)
EMCs

Deficit of Astfbng institution-building capacity
Economic liberalization without social reforms and
institutional strengthening

Process of political
institutionalization

14
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A DEFICIT IN INSTITUTION-BUILDING ALWAYS LEADS TO SOCIAL UPHEAVAL

M X
e

O £ wwo
sKe..mQ ~EQuIs

THE REQUIRED POLITICAL STABILITY TRIANGLE

Dynamic Sustainable and
economic growth inclusive
o development

Institutional strengthening

Michel Henry Bouchet - 30
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POLITICAL MODERNIZATION IN CHINA?

» Shenzhen = spiritual home to economic reform in
China?

PM Wen Jiabao: « Political reform is a necessary
companion to economic modernization: without the
safeguard of political reform, the fruits of economic
reform would be lost » (August 2010)

INSTITUTIONAL STRENGTHENING, ECONOMIC DEVELOPMENT AND POLITICAL
STABILITY: CHALLENGING TRIANGLE!

P Chile’s President Bachelet:
links between democratic strengthening, economic growth and social protection

» In Latin America, there are countries where people are uneasy
about the process of economic liberalization, because structural
economic reforms were not accompanied by the social policies that
were necessary! The problem has not been with open economies
per se but rather the lack of action in addressing poverty and social
injustice

Interview by McKinsey Quarterly, 2007

16
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Political Risk Analysis
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Michel Henry Bouchet
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AMBASSADOR PAUL BREMER

(US STATE DEPARTMENT)

P Political risk analysis is both an art and a science but
many types of risk are amenable to rigorous analysis:

P How resilient is the political system? Is there a tradition

of peaceful transitions of power? How robust are the
social shock absorbers that provide buffers between
individual citizens and governments?

Harvard Business School Review, 2002

N

w

(%)

TECHNIQUES TO ASSESS POLITICAL RISK

. Economic intelligence: in-depth socio-political analysis
. Checklist approach

To examine key political factors that affect a country’s risk:
the Prince Model

. Delphi technique

= establish surveys
= collect information and independent opinions

= analyze results and make predictions
Ratings
. Consultants on political risks

1. INFORMATION SOURCES ON POLITICAL RISK:
KEY ROLE OF ECONOMIC INTELLIGENCE

» Howell International
P Control Risks Group:
www.crg.com
» WMRC

»»'\IA-Illgc(gS) > Frost & Sullivan
» PLATUS P US State DeéJIZrtment +US
»AON .. .
> Global Risk Assessments » Marsh Crisis Consulting
»EIU » University of Maryland
» COFACE, OPIC & MIGA, Center for Conflict
EULER
Management

P> Muir Analytics (Threat Watch,
Threat Report, Threat Survey)

» NYA International

MH BOUCHET



http://www.crg.com/
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2. POLITICAL RISK ANALYSIS

Mapping out the power structure and identifying the
roots of political legitimacy:

P ideological (North Korea)

P charismatic (Cuba)

P economic/financial (Brunei)

P authoritarian populism (Thailand)
P ethnic (Ivory Coast, Ghana)

P religious (Iran)

P military (Burma)

P patron-client relationships (Togo)

3. POLITICAL RISK ANALYSIS: PRINCE MODEL

Frost & Sullivan: William D. Coplin and Michael K. O’Leary
of the firm Political Risk Services.
PRINCE = Probe, Interact, Calculate, and Execute

Emphasis on the power structure of a nation by identifying
key individuals or groups that can influence a specific risk
outcome: destabilization, nationalisation, expropriation...
Political risk forecasting model to produce probability of
loss from political instability by relating relative importance
in decision-making and relative political orientation
towards radical or incremental change (+/-)

Positive influence

Negative influence
S

>
MH BOUCHET

IVORY COAST

PRINCE MODEL APPLIED TO RUSSIA

Positve Influence “Stabitty* axs
oemocroey importoncein
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Larad® 0 S
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U Viadimir,

™
e
Putin & &%
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‘WHO IS THE PRINCE IN CHINA?

12/09/2018

I Who's in charge?
The main links between organs of power

== Influence == Direct respansibility

PARTY.

Levelof power:
GOVERNMENT.

Most senior 7 members of party

NATIONAL PEOPLE'S CONGRESS
(China’s rubber-stamp parlament)

POLITBURO
Most senior 25 members o porty J I_

Usually made 0 ofthesome
12members, 2 from the
)

ctence || Other | | Fimance | | Foregn
= & = G5

The Economist, 12/2012 e

IRAN

Totalitarian theocracy

MH BOUCHET

4. QUANTIFYING COUNTRY RISK

P> Ratings and Rankings:
P> Can one boil things down to numerical indices,

when dealing with culture, politics, and ethnic
tensions?

» Problem of “usability” of rankings: number
fetishism leads astray by focusing on statistical
Delphi-based analyses that are often subjectively
biased, misleading and overly narrow. Lack of

insight and qualitative research? (www.useit.comjakob
Nielsen’s website)

QUANTIFYING COUNTRY POLITICAL RISK

P"“.ﬂ“l Political Factors ~ Weights
Risk Poltical factor A 30%
25% Rating Political factor B 50
Political factor C 20
Overall
Country 10% Spl!"ll—:kver Regional factors
Risk
Rating Rating
Financial Factors  Weights
Financial factor A 30%
65% Transfer Financial factor B 40
Risk Financial factor C 30
Rating
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POLITICAL RISK INDICES CROSS-COUNTRY POLITICAL RISK MEASURE BY ICRG
Weights ICRG"s Political Risk Assessment Criteria
» Heritage Foundation P World Bank (Governance) 12 G overnment Stability
» Freedom House » Euromoney (25%) 12 Socio-Economic conditions
. > Institutional Investor 12 Investment Profile
P Cato Institute i
» IMD 12 Internal Conflict
P Transparency > ICREPRS 12 External Conflict
International CPI willa 6 Corrption
» PWCs: Opacity Index 6 Military in Politics
s . > WMRC 6 Felizions T ensions
> LB: Legsi R §
o P University of Maryland 6 Law and Order
P Asiarisk » Ibrahim Index of Governance & Ethnic Tensions
» Marsh [ Democratic Accountability
4 Bur eavcratic Quality
100 T otal number of points for weighted influence
MH BOUCHET 13 T = “
ECONOMIC FREEDOM INDEX 2018 THE HERITAGE FOUNDATION: ECONOMIC FREEDOM INDEX 2018

Q.3. How do you measure economic freedom?
We measure economic freedom based on 12 quantitative and qualitative factors,

grouped into four broad categories, or pillars, of economic freedom

1. Rule of Law (property rights, government integrity, judicial effectiveness)

2. Government Size (government spending, tax burden, fiscal health)

3. Regulatory Efficiency (business freedom, labor freedom, monetary
freedom)

4. Open Markets (trade freedom, investment freedom, financial freedom)

Each of the twelve economic freedoms within these categories is graded on a

scale of O to 100. A country’s overall score is derived by averaging these twelve

economic freedoms, with equal weight being given to each. More information on

STLECTION 088)

the grading and methodology can be found in the appendix

MH BoUC 16
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INDEX OF ECONOMIC FREEDOM 2018

Top 10 Countries

Bl Honokeng

Singapore

New Zealand

Switzerland

Australia

Ireland

Estonia

United Kingdom

502 04 A
888 02 A
842 05~
@7 0z~
808 01
804 37 A
788 0.5
780 16~

Canada 727 08~
United Arab 776 07 A
Emirates

Ngor
Sudan

Chad

Central African
Repubiic
Angola
Ecuador
Suriname
Timer-Laste
Togo
Turkmenistan

Mozambique

485 -lfas m Diibouti

4 108 A w2 Algeria

493 405 A 173 Bolivia

92 26w 74 Zimbabwe

486 +01 A w75 Equatorial Guinea
P W Eritren

a5l 01 A w7 Republic of Conga
IRIRTYN 78 Ciba

75 Sdw W9 Venewuela

a1 sy 180 North Korea
463 36w

420

FREEDOM HOUSE:

FREEDOM IN THE WORLD ANNUAL REPORT (1972-2015)

»Since 1972, Freedom House has published an annual
assessment of the state of freedom in all countries in the
world, based on a checklist of questions on political rights
and civil liberties that are derived from the Universal
Declaration of Human Rights. Each country is assigned a
rating for PR and a rating for CL based on a scale of 1
(best) to 7 (worst).

» http://www.freedomhouse.org/ratings/index.htm

Free countries (87)
P Australia, Finland
» Malta, Slovenia
P Uruguay, Bulgaria
P Chile, Costa Rica
» Mauritius, Poland
P Indonesia, Benin
» Bostwana, Brazil

Not Free countries
(47)

» Cameroon, Congo

> Haiti, Iran
P China, Vietnam

» North Korea, Burma

P Cuba, Saudi Arabia

P Syria, Turkménistan

»Libya, Sudan

> Somalia

Country Breakdown by Status

MERCHANT INTERNATIONAL GROUP

P Founded in 1982, it specializes in strategic research and
corporate intelligence, focusing on risks and threats that
confront companies worldwide.

> MIG operates in over 100 countries.

» www.merchantinternational.com



http://www.freedomhouse.org/ratings/index.htm
http://www.merchantinternational.com/
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POLITICAL TURMOIL AND CORRUPTION

In 2018, public anger and legal action over corruption have
toppled political leaders in Malaysia, Peru, Slovakia, South
Africa, and other countries.

More than 10 percent of nations around the world have
experienced corruption-fueled political change in the last five
years (Carnegie, 2018).

In many countries, corruption has fueled terrorist recruitment
and sparked violent insurgencies.

The World Bank estimates $1.5 trillion in bribes are paid every
year, squandering business capital and stymying development.

GLOBAL TERRORISM
INDEX

MH BOUCHE

M BOUCHET

TI WORLD MAP OF CORRUPTION MEASURING CORRUPTION?
e TRANSPARENCY INTERNATIONAL CPI

L 1 New Zealand 162 Guinea-Bissau
2 Denmark 162 Kyrgyzstan
3 Singapore 162 Venezuela
3 Sweden _ 168 Burundi
5 Switzerland France = 22 168 _|Equatorial Guinea
6 Finland R 168 Guinea
6 Netherlands Brazil =72 ™ 45q Hait
8 Australia China = 80 168 Iran
8 Canada India= 94 168 Turkmenistan
8 Iceland Russia=133 [174 Uzbekistan
11 Norway 175 Chad
12 Hong Kong 176 Iraq
12 Luxembourg Sudan
14 Germany Myanmar
14 Ireland Afghanistan

Russia =154 16 Austria Somalia e
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WORLD BANK’S WORLD MAP OF GOVERNANCE

WORLD BANK ASSESSMENT OF GOVERNANCE IN

CHINA

Comparizon between 2006, 2002, 1999 Ctop-hotton order)

volce and Rccountability

Political Stability

Governnent Cffectivensss

Regulatory Quality

Rule of Lau

Control of Corruption

£ Tio
Countrus Percentils Kank €0-100)
Source: Kaufman, World Bank » MH BOUCHET »
IBRAHIM INDEX OF GOVERNANCE IN AFRICA IBRAHIM INDEX OF GOOD GOVERNANCE IN AFRICA
Mauritius 80 My 519 Nigeria 433
- - el WS o Meonbine PR s
The Index groups governance and political freedom S e, e e
indicators into four main categories: Cape Varde 5  Matmi 517 Niger 23
Sauth Afrca 5 Uy 55 < Conge 20
1. Safety and Rule of Law, Naritia 93 gk 08 gob 93
.. . ) Ghana B4E S 508 4 Guinea-Blssau E5Y
2. Participation and Human Rights, Turiis 81 ke 505 Gte doive %48
3. Sustainable Economic Opportunity, ot o famen T =
Lesatho 1 Madagascs %7 Equstorial Guinea 7
4 and Human Development S8 Tomé and Princioe 582 Cemaros 85 7 Sudan
2 Benin 566 0 Djibouti 485 Central African Regublic
Moroceo 566 Rwands L1543 4 Timbaowe
Sanegal %3 450 Firea
Algeria 552 a7 Congo, Democratic Rep
& Tanzania 55,0 Cameroan az Chad
Zamiia 549 a5 Somalia
Gambla 530 24
28



http://www.moibrahimfoundation.org/en/section/the-ibrahim-index
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CORRELATION HUMAN DEVELOPMENT /CORRUPTION

OIL-BASED GROWTH LEADS TO POWER AND WEALTH CONCENTRATION, AND

CORRUPTION
200 F P
180 = YZONMA I8 7 Corruption vs Hydrocarbon Export Revenues
160 R® =0,5702 ~ . .
140 o4 /.: s
120 3
100 1B
RS 2
80 Buos
3
60 E.
6
40 “
20 Higtt
0 _ Corruption .
140 160 Share in Exports
0o X 0 0 @ oW 0w
MH BOUCHET 29 MH BOUCHET 30
DEVELOPMENT = ECONOMIC GROWTH + KEY CONDITIONS
TRILEMMA OF GROWTH AND DEVELOPMENT?
: THAT MAKE IT SUSTAINABLE!
. Bad Governance GDP/per capita $15,000 $11,000 $15,000 14,000
Dynamic growth « € == = == == m= = m= m= e = . per cap i A 3 A
Y 9 + Corruption Life Expectancy 79 80 67 61
HDI Rank 40 62 55 106
Sustainable Development
P L
Socio-political -[ ‘GDP per capita $5000 $5000 $5000 $5000
. G::r;cdngg/:::;che L Life expectancy 74 75 57 51
HDI Rank 87 97 142 148

MH BOUCHET a1

MH BOUCHET
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BETTER OFF IN TUNISIA OR IN ALGERIA ?

(G) *
TUNISIA ALGERIA
» GDP Per capita = $10500 || P GDP Per capita=13500
»HDI=97 » HDI= 83
> Life expectancy f = 77 »> Life expectancy= 75
» Infant mortality= 13 P Infant mortality= 22/1000
» Gender inequality: 0,28 P Gender inequality: 0,43
» Doing Business= 77 P Doing Business= 156
» Corruption = 75 » Corruption = 108
MH BOUCHET 33

A FEW FACTS REGARDING DEMOCRACY AND DEVELOPMENT %‘

1. Political regimes have little impact on GDP growth rate

2. GDP per capita growth does breed democray

3. Economic growth provides legitimacy to dictatorships (while increasing demand for
political change)

4. Per capitaincome grows faster under democracy (due to human capital and
because population rises less fast than under dictatorships)

5. Growth is influenced less by the type of regime than by regime instability:
Democracy provides a stable political environment, hence a positive impact on
sustainable growth!

Since 1980, of the 124 EMCs that have managed to sustain a 5% growth rate for a full decade, 52 % were
democracies. What matters is not the implementation of key reforms for growth and development.

Feng, Y. Cambridge, 1997- Przeworski, A/ N'YU- Ruchir Sharma 09/2012 4

HOW MOVING FROM GROWTH TO SUSTAINABLE AND INCLUSIVE DEVELOPMENT?

n’l

n°2

» Primacy of human capital for both growth and
democratization: human and social capital shape
both institutional and productive capacities of a
society.

» Growth in income and human capital causes
institutional improvement with better political
institutions even with pro-market dictators: policy
choices matter while institutional quality rises as a
country grows richer

» Economic growth and human capital accumulation
cause institutional improvement, rather than the
other way around

» Democracy and other checks on government are
the key mechanisms for securing property rights
and boosting growth

P Good and stable institutions will enhance the pace
and quality of economic growth

» Robust institutions and good governance matter!

DEMOCRACY BREEDS GDP PER CAPITA GROWTH WHILE ECONOMIC GROWTH LEADS TO
DEMOCRACY
(ACEMOGLU & ROBINSON)

GDP per capita log points
-5 0 5 10
L | |

-10

-] 5 10 15 20 25 30
‘Years around J

MH BOUCHET 36

-5 -10 -5
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[ DEMOCRATIZATION AND INCOME GROWTH 1500199 |

INCOME PER CAPITA AND DEMOCRACY ARE CORRELATED BECAUSE ECONOMIC AND SOCIO-POLITICAL INSTITUTIONS
RANSFORM GROWTH INTO SUSTAINABLE AND INCLUSIVE DEVELOPMEN

-~ L —

]
)
g
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§
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Change in Log GDP per Capita

MH BOUCHET
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# Country Risk Analysis
= SOVEREIGN RISK RATING
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5 OBJECTIVES

1. Role of rating agencies

2. Looking at the pitfalls of rating agencies:
Poor track record and shortsightedness

3. Rating methodology
4. Specific country risk ratings
5. Challenge of governance rating

QUANTITATIVE APPROACH: RATING

» Means: Transforming a number of observations
(Delphi method, surveys) or quantitative indicators
into one single number.

» The various indicators can be weighted regarding
their impact on creditworthiness and risk.

P End-product: one single grade to assess past and
current country risk situation with possible cross-
country comparisons across time

RISING NUMBER OF
RANKINGS AND RATINGS
SINCE THE 1980s
SOMETIMES WITH SHAKY
NUMBERS, INCLUDING
SUBJECTIVE JUDGMENTS AND
DIFFERENT CALCULATION
METHODOLOGIES ACROSS
COUNTRIES

Michel H. Bouchet/SKEMA (c)

Number of global performance indices

W Active
I Discontinued*

0
Pre- 75- 80- 85- 90- 95- 2000- 05- 10-
197479 84 89 94 99 04 09 14
Source: Kelley and Simmons *Asof 2011




QUANTIFYING COUNTRY RISK
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PolitcalFactors Weights
Political factor A 30%
0% Political factor 8 50
Political factorC 20
Overall
Country
Risk
Rating
Weights
Financial factor A~ 30%
0% Financial factor 8 40
Financial factorC 30

[ EX.:S&PS COUNTRY RISK ASSESSMENT FRAMEWORK

Sovere suer Credit Rating Framework

MAIN COUNTRY RATING AGENCIES

g . 90% market
) > S&Ps (1860) . share
‘.’\ » Moody’s (1909) 40% market share l‘,‘

. PFitchIBCA(1913) -~

> COFACE (1946)
» A.M. Best Rating (1899)
> Dagong Credit Rating Co (1994)
> Euler-Hermes
> INCRA (2012)
»Thomson Reuters
»EIU

Five key areas 1o determine a sovereign’s creditworthiness.
Institutional and
nance
L ouy Economic score

External score
scors

Fiscal score Monetary score

%

Flexitility and performance
prefila

Sovarslgn Indicative rating
level

Institutional and govemance
effactivaness and economic

Forelgn-currency sovereign rating

COUNTRY RISK RATING ?

Advantages/ Pros
»simple

P shrinks a large number

Shortcomings/Cons
P “reductionist”

fvariables it P simplistic

of variables into one [ .
single grade P risk r;f self-fulfilling
> cross-country prophecy

comparison
P comparison across time

» reliable for smooth risk
evolution

» useful for statistical and
econometric analysis

P little predictive value

P weighted average tends
to bury salient trends

P> gives “market consensus”

often made of herd
instinct

Michel H. Bouchet/SKEMA (c)




SHORTCOMINGS OF RATING AGENCIES?

" Power without accountability + conflict of interest

&~ Conformity bias and herd behavior

““"Sociocultural bias

“ Punishment of disobedient firms/countries that do
not request a rating

% Procyclical bias, hence followjng the majority
opinion of market participants without any early
warning signals nor predictability track record

= Spill-over effect!

Michel H. Bouchet/SKEMA (c)

THE OCDE IMPLEMENTS A RATING AND

Vardanch T8 e 28

12/09/2018

RANKING OF COUNTRY RISK FOR
PROVIDING A LEVEL PLAYING FIELD TO

Gt

o

EXPORT GUARANTEE COMPANIES WITHIN

e
O

THE GROUP OF 34 DEVELOPED COUNTRIES

AND FOR THE PURPOSE OF SETTING

MINIMUM PREMIUM RATES FOR EXPORT

CREDIT TRANSACTIONS

SOURCE:HTTP://WWW.OECD.ORG/TAD/XCRED/CRC.HTM

af <l el <l ] Jo - ool |- oo fo <[] 1<
H

Michel H. Bouchet/SKEMA (c]

FITCH SOVEREIGN RATING SNAPSHOT 10-2013

RATING DOWNGRADES 10-2014

FITCH MOODY’s
»Tunisia = BB FUSA=AAA
N » Egypt= Caal
» Egypt = B-

»Tunisia = Ba3
> Greece = CCC > Greece = Caal

S&Ps DAGONG
> USA=AA+ > Tunisia = B-
: $gypt‘ B_B > Greece = CC
unisia = B- . B
> Greece=B > USA = A-
« selective default »

et
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DAGONG 2017

»Japan A- P Argentina CC-
P> Spain BBB+ P Nigeria BB+

P Italy BBB- P Venezuela BB-
» Greece CC » Turkey BB-

P Chile AA- » Ecuador B-

P China AAA P> Malaysia A+
P France A+ » Thailand BBB-
> Brazil A6 » Vietnam B+
P> Germany AA+ » Morocco BBB-
P Russia A stable » Korea AA-

> USA A-

Michel H. Bouchet/SKEMA (c)

MOODY'S 15 TRIPLE-A RATING COUNTRIES

Sovereignsl Foreign Currency Debt
Australia Aaa STA
i NEG
STA
STA
STA
NEG
RUR-
NEG
NEG
STA
STA
STA
STA
STA
STA

Michel H. Bouchet/SKEMA (c)

RATING = POOR EARLY WARNING SIGNAL?

1997 Asia risk ?« It’s like growth stocks...
sovereign risk has never looked better! »
* Institutional Investor (March 1997)

P South Korea was rated as Italy and Sweden until
October of 1997... but was abruptly downgraded
to junk bond status!

« There were no early warnings about Korea from us
or, to the best of our knowledge, from other
market participants, and our customers should
expect a better job from us! » FITcH1BCA January 14,1998

ASIA-1998: LESSONS OF THE CRISIS

» “Any agency which rated the Republic of Korea
at the high investment grade rating of AA- (in the
case of Fitch IBCA and S&Ps) or A1 (Moody’s)
before the crisis, and which now rates Korea at a
speculative grade B-, was clearly either wrong
initially or subsequently”

Fitch IBCA January 13, 1998

skema
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WAS THE 1998 ASIAN CRISIS ANTICIPATED EUROMONEY’S RISK RATING
BY RATING AGENCIES? THE HIGHER THE SCORE, THE LARGER THE RISK

Credit Ratings 1996/1997(1998/1999(2000|2005|2009 20{0
Standard & Poor' s Moody' s Korea 28 130 [ 42 4429284025
_ June 1996 June 1997  June 1996  June 1997 e | 45 1511541496549 60145
Indonesia BBB BBB Baa3 Baa3 -
Korea AA- AA- AL AL philippines | 35 | 57 | 55 |53 [ 78 | 75| 77| 58
g;llgy;ia é; ;\E; é‘alz é‘ll malaysiz | 33 | 35 [ 56 | 46 | 46 | 46 45| 60
jlippines a.
Tamd A Y wsonsis | 45| 49 | 91|98 [107] 81 76 | 61

Agencies were blind Tor too Tong then
hammered the countries with abrupt
\ » downgrading!

s
Michel H. Bouchet/SKEMA (c)

RATING = POOR EARLY WARNING SIGNALS? RATING = POOR EARLY WARNING SIGNALS?

. ENRON S collapse' |n'De.cember 2001 ) »2007-2008 US Subprime crisis: from Triple A rating of
» The credit agencies were still tipping the energy firm as an MBS (mortgage backed securities) to junk bonds
investment-grade credit four days before it filed for » 06/2010: Dagong downgrades the US

bankrupcy protection on 12/2/2001. »08/2011: US d ding to AA+: Political Risks, Risi
: +: )
» Moody'’s and S&Ps finally downgraded Enron to junk status owngre:)elgf Bﬁrden oitical isis, Rising

on 11/28/01 » Fall 2011: Italy-Spain d di
a : Italy-Spain downgradin
» « The credit raters -despite their unique position to obtain P 8 s

information unavailable to other analyst- were no more »>2012: Greece's multiple downgradings

astute and no quicker to act than others » » October 2012: Spain downgrading by S&Ps
= Senator Joe Lieberman » November 2013: S&Ps downgrading of France: Political
Source: Credit-October 2006, Vol7, Issue 09 Risks, Rising Debt Burden
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06/2013: US GOVERNMENT VERSUS S&PS

P Civil lawsuit against Standard & Poor's: the US Department of
Justice accuses the credit-rating agency to have defrauded
federally insured financial institutions... The US complaint
alleges that S&P’s presented overly optimistic credit ratings as
objective and independent when, in truth, S&P’s downplayed
and disregarded the true extent of credit risk...

P According to the plaintiff, Standard & Poor’s catered rating
favors in order to maintain and grow its market share and the
fee income generated from structured debt ratings.

09/2013: S&P SUES US GOVERNMENT OVER ALLEGED
RETALIATION FOR AAA CREDIT DOWNGRADE

> "Plaintiff [Justice Department]
« commenced this action in retaliation for
S&P's exercise of their free speech
) 4 rights with respect to the
creditworthiness of the USA"

2011- 2017
MOODY'S DOWNGRADES TUNISIA'S TO BAA3 NEGATIVE

P January 2011: Moody's Investors Service downgraded to Baa3 from Baa2 the local
and foreign currency government bond ratings of the Tunisian government.

The main drivers for the rating action were as follows:

(1) The country's instability due to the unexpected recent regime change, which

resulted from the ongoing political crisis that first began as social unrest.

(2) The significant uncertainties surrounding both the economic and political

outcomes.

(3) The ongoing unrest and the fluidity of the political situation which further
endangers the country's future stability.
» May 2013: new downgrading to Ba2
» October 2017: B1 negative

COUNTRY RISK AND
COMPETITIVENESS INDICES

DBRS

AM. Best rating services
Coface
SACE
AT Kearney
WEF
IMD
World Bank

du/c 8p=442929



http://researchguides.library.vanderbilt.edu/c.php?g=68502&p=442929
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7
DBRS’S SOVEREIGN RISK DBRS (CANADA’S RATING AGENCY SINCE 1976)
ASSESSMENT METHODOLOGY
DERS Soversign Ratings 1
. itosix catesories. each of Tong Term Foreign Tong Term Looat
‘Currency Currency
quantitative and qualitative considerations: yorrr— vy vy
Canada Ana Ann
(1) Fiscal management and policy e o e
(2) Debt and liquidity B nan v
. United Kingdom AAA AAA
(3) Economic structure and performance Spain An an
. - . L Haly AA (low) N AA (low) N
(4) Monetary policy and financial stability el A thigh) A oy
(5) Balance of payments & exchange rate S 588 gt N 855 e
(6) Political environment Brazil oo o oo
Colombia BE2B (low) BBB
India BEB (low) BEB (low)
Uruguay BE P BE P
5 (low) P 8 glow) P
Michel H. Bouchet/SKEMA () Michel H. Bouchet/SKEMA (c)
p—— =
AM. BEST RATING UNTRY RISK R COFACE
SERVICES éIRg?-’Sia h:b“ 4 A 155 countries
Aot 2. 210 %z z Country risk + Business climate ratings:
. e ey >
o kT 3 AT D Lok e : MR
e Comty R T 441 ey » Al= steady economic and political situation
i » A2= weak default probability
sk a0 e 47 e o ks o i e Regional Summary: Middle East & . .
- 2 P A3= adverse circumstances may lead to worsening
= i et e i payment record
" |t gy o e ey weBs CEP gh  Aoovingi 4 . s g i s 1 P Ad4= patchy payment record could be worsened by adverse
= vt s w30 w30 o e s : itical devel "
e o sy . - R economic/political developments
on » Speculative grade:
I m—— P B= unsteady economic and poltical environment
. :‘ » C=bad payment record
o] 3 » D= high risk profile and very bad payment record
ooy . T o eyt ek e st
Dot : U3 e ok ot g 0 st
el . Bouchet/SKEN iy Y "o oo sy
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corace

160 COUNTRIES UNDER
'THE MAGNIFYING GLASS

COFACE CREDIT RATING END-2018

v/Canada= A1 »South Africa= B
v Australia = A1 » Ivory Coast=B
/Japan: A2 » Russia= B
V' UsA= A2 » China=B
v'Korea= A2 P Vietnam = B

v'France = A2

P Tunisia= C

v Thailand = A4 P> Russia= C

¥ Morocco= A4 »Brazil= C

v Philippines= A4 > Algeria= C
v'Indonesia= A4 i*

P Venezuela = E
»Cuba=E

Michel H. Bouchet/SKEMA (c)

TUNISIA END-2018: COFACE’'S MACRO-ECONOMIC PROSPECTS

MAJOR MACRO ECONOMIC INDICATORS.

GOP o (%1

s e {5 GOFT

T e B % GOP)

PR dSET % GOPT

STRENGTHS

Michel H. BoucheUSKEMA (c)

COFACE RATING OF CORPORATE PAYMENT ARREARS

300 ¢
—WORLD

250 4 =~ Tunisia
200 4
150 4

100

0 T T ™ ™ ™

U&eﬁho’qbc’obdg)w96:,960‘q’\o’é\o'&:/&e’@d@o‘@d@e’Q’;@:’de&o‘&é’e»:‘“bw’&dg)e‘hgc’Qez’s\dé\e’@o&z&%dgg

R R 2R R R R R A S S R N A S R R S RS

R R A i L L L
e eusnemy

Source: Coface: Index 100= 1995
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AT KEARNEY: THE FDI CONFIDENCE INDEX

ITALY’S ECA: SACE
P Constructed using primary data from a proprietary

indicatort di rischio OCSE  S&Ps  Moody's Fiteh
\Rating an BBB+ BBB BBB+ L. R . )
survey administered to senior executives of the world’s
ndicatori di Business Climate Attuale  Precedente .
[Doing Business 2014 a2sul1s9  39°suls3 1000 largest corporations.
\tdex of Economic Freedom 2014 47°su 178 44°su177 R R —
8°sul?77  83°sul76 P> 25-country survey is designed to gauge the likelihood of
investment in specific markets in order to gain insights

|Corruprion Perceptions Index 2013

2011 2012 2013(s) 2014(p) 2015(p)
20 32 5 into likely trends in global FDI flows over the next one to

PIL (variazione % reale) 69 63
Inflazione media annua (%5) 34 37 28 33 2.7
Saldo Bilanclo pubblico/PIL (%) 20 22 09 04 02 three years.
Bilancia dei pagamenti

Esportazioni (S mld) 410 476 P Index values are based on non-source country responses

Importazioni ($ mld) 134 -16.0 - . .

Saldo transazioni correnti/PIL (%) G704 about various markets (eg: the index ranking for the
Debito estero totale (S mld) 589 608 .
Debito estero totale/PIL (%) 271 276 268 United States reflects all non-US company responses
Riserve valutarie lorde ($ mld). 64.2 658 65.5 67.1

e wn es o about the US market)
> il

Riserve valutarie lorde (mesi import)
Foute: EIU, Gingno 2014 s: stime; p: previsioni

ST —

o . WORLD ECONOMIC FORUM:
AT KEARNEY “ COMPETITIVENESS RANKING
FDI o P Growth prospects of 146 countries
CONFIDENCE = » Countries in are ranked by the Growth
INDEX = Competitiveness Index and the Microeconomic
Competitiveness Index, which combined
- encapsulate the relative strengths and weaknesses
of growth
- P Hard + Soft DATA: Public debt + REER + interest
. rates + inflation + savings rate + legal and
regulatory framework + infrastructure &
- institutions + Health & Education....
Michel H. Bouchet/SKEMA (c) e




INDEX COMPONENTS:

* The Global Competitiveness Report is backed up by the GCN's annual Executive Opinion Survey

12/09/2018

COMPETITIVENESS INDEX

DAVOS-WORLD ECONOMIC FORUM

(EOS). It captures the expert opinions of over 11,000 business leaders and entrepreneurs on 1 Switzerland ::: H:'Cﬂ'ma
2 Singapore 128 Liberia
T 5 129 Uganda
womarve 3 Finland 1a0 o
Macoeconamic 4 Germany 131 Zimbabwe
132
5 usa 133 Pakistan
6 Sweden France= 23 134 venezuela
125 Mali
7 HongKong . 136 Malawi
“ | 8 Netherlands China =29 137
. b South Afr =53 138 Timor Leste
9 Japan ot 130 Myanmar
10 UK Brazil= 56 140 Burkina Faso
T Norway India = 60 141 i
Russia = 64 142 Angola
1 Taiwan 143 Haiti
144 SierraLeona
13 Qatar 1a5 Yemen
u Canada 146 Burundi
1a7 Guinea
15 Denmark Michel H. 148 Chad
IMD WORLD COMPETITIVENESS YEARBOOK IMD CRITERIA
+Over 300 competitiveness criteria are selected.
» World Competitiveness Index : ability of Economic (74 criteria) Macro-economic evaluation of the
nations to provide an environment that sustains Performance domestic economy.
the com petltlveness of ente Fprises; Government (84 criteria) Extent to which government policies
P Extensive coverage of 60 countries chosen Efficiency are Sonduciv to competitiveness.

because of their impact on the global economy
and the availability of comparable international
statistics.

P> Over 300 competitiveness criteria are selected.

Business Efficiency

(66 criteria) Extent to which enterprises are

performing in an innovative, profitable
and responsible manner.

Infrastructure

(90 criteria) Extent to which basic, technological,

scientific and human resources meet
the needs of business.

TCIEr T
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T

IMD: COMPUTING THE RANKINGS

IMD
SCOREBOARD

60 COUNTRIES

France = 32

Michel H. Bouchet/SKEMA (c)
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SKEMA BUSINESS SCHOOL

# COUNTRY RISK RATING

Michel-Henry Bouchet

SReEMa iz (&) «PAMER

COUNTRY RISK SPECIFIC INDICES

ICRG
Euromoney
Institutional Investor
OECD

COFACE
s ——
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Int1 Country
Risk Guide

P The ICRG model for forecasting financial, economic, and political
risk was created in 1980 by the editors of International Reports
(weekly newsletter)

» To meet the needs of clients the editors created a statistical model
to calculate risks and backed it up with analyses that explain the
numbers and examine what the numbers do not show.

P the ICRG model allows users to make their own risk assessments
based on the ICRG model or to modify the model to meet their
specific requirements.

O ‘
sKema -=i:
L) STt

INTERNATIONAL COUNTRY RISK GUIDE (ICRG)

» Monitors 140 countries

P The International Country Risk Guide (ICRG) rating comprises 22 variables
in three subcategories of risk: political, financial, and economic.

_ e 100 points e 80 - 100
P— points

e 50 points Total score /
2

e 0-49,5
e 50 points points

P> Testing has proven ICRG's reliability and its uniqueness:
= Claim to have the longest history of country risk data for analysis
= Easy to customize and merge with in-house systems
= Useful for multinational firms, banks, and equity and currency traders

o ‘
SKema s
Somessacuoor | EQUE
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ICRG: POLITICAL RISK COMPONENTS

Weights ICRG's Political Risk Assessment Criteria

Government Stabilitvy
Socio-Economic conditions
Investment Profile
Internal Conflict

External Conflict
Corruption

Mhihtary m Poliics
F.elzious T ensions

Law and Order

Ethnic Tensions
Democratic Accountability
Bureancratic Quality

e LR RR

[y
=
=

T otal number of points for weishted influence

o —
SKemQ ~EQuIs

ICRG: ECONOMIC RISK COMPONENTS
(50 MAX)

GDP Per capita 10 points
Real GDP Growth 10 points
Annual inflation rate 10 points

Budget Balance 10 points

Current account/GDP 10 points
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ICRG: FINANCIAL RISK COMPONENTS (50 MAX)

ints
Foreign debt L10poin

Debt service/XGS 10 points

Current account 15 points

Net liquidity 5 points

Exchange rate stability 10 points

- £ srmp N S50CIATION
SKRema iz (&) UPAMER

EIIROMONEVE EUROMONEY : RATING METHODOLOGY

P 186 countries
» 15 critera

» Delphi Technique: Panel of 250 leading economists
in international financial institutions evaluing
performance in the financial markets (market access,
bond issue, spreads, selldown, terms and maturity...)

» Scoring between 100 (excellent) and 0 (high risk)

» Panel of political analysts to measure short-term risk
of destabilization
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EIROMONEY,

NPV AWNE

EUROMONEY: RATING WEIGHTS

Growth performance: 25% (GDP projection)
Political risk: 25%
External debt indicators: 10% (debt/GDP and debt/X)
External payment default and rescheduling: 10%

. <Credit rating Moody ’s or S&P: 10% —
Short-term credit market access: 5%
Commercial bank MT credit: 5%
Capital markets access: 5%
Spread over US Treasury bills: 5%

AL EUROMONEY COUNTRY RISK RATINGS 2001-2016

End-2001 End-2005 End-2006 End-2012 End-2016
14= Singapore 9= Ireland 20=Singapore 11=Singapore 1= Singapore
28= Taiwan 19= Singapore 41=Hungary 15= USA
30= HongKong 22=New Zealand |44= Poland 19= Chile
40= Chile 24= Taiwan 52= China 41=Hungary
39= Hungary 35= Hungary 62= Russia 44= Poland
40= Brunei 58= China 77= Algeria 46= China
41. Greece 73=Iran 79=Iran 49= Russia 18= Taiwan
42=Poland 74= Vietnam 82=Vietnam 76= Indonesia
45= China 77= Russia 85= Indonesia 79= Vietnam
56= Malaysia 85= Algeria 167=Ivory Coast |100= Greece
89= Romania 96= Indonesia 178= Congo 127= Algeria
93= Bulgaria 127=Ivory Coast |182= Cuba 141= Ivory Coast
163= Congo 182= Cuba 185= North Korea |178= Congo
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EIIROMONEY®® EUROMONEY COUNTRY RISK MAP

World risk average

Score 42 50 ‘ 026w

Economic assessment 44 61 +0.05 a

Palitical assessment 4579 001~
Structural assessment 4049  +0.01 -

Access o capital 38.18 0.00»
Credit ratings 30,75 +004a
Debt indicators 44 24 -283w

Country movers

Macau 71.22 +5.00 &
Micronesia (Fed. States) 3.70 +2 70 a
Tunisia 4362 +2.56 &
Jamaica 36.00 +233a

Dem. Rep. Of the Congo 29.31 +221 a

1D NE - EUROMONEY COUNTRY RISK SCORE 1994-2011
EDROMONEY %
——Gresce Irelamnd ——Italy ——Portugal ———Spain
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20 ]
” 1'h'ﬁnl L
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100
20
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IEIRDMONEY®® EUROMONEY RISK RATING: IVORY COAST 1980-2016

180 7 Higher Risk
160 -
140 -
120 A Political upheaval
100 -
!
80 4 Coup d’état
60
40 -
201 Lower Risk
S H F PSS S P IO IO RN S N
DR e@é& = Qé@‘b‘& ¥ @“P‘& %“1\4‘?’\' %“Q\ ¥ @fxi‘& %“i\\Qp @“"‘& \\@0 @»@‘;@Q'\? \é\"f \‘,«&'\’Q \&\J&
nstigutional SCORING/RATING OF COUNTRY RISK
. _____________________________________________]

P 0-100 semi-annual Rating of 179 countries’ creditworthiness
based on survey of 100 leading international bankers

> : Switzerland, Finland, Norway, Germany, Netherlands,
France, US, UK, Luxembourg... Singapore, Australia, Taiwan, Chile

» Worst: Cuba, Myanmar, Cambodia, Nicaragua, Rwanda, Sudan,
Iraq, Congo, Sierra Leone, North Korea, Liberia

Global average risk rating as of 03/2000 = 41
Global average risk rating 03/2015 = 45
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lnsu{

utional INSTITUTIONAL INVESTOR RISK RATING

Orm agazine

® Information provided by leading international banks.

® Bankers are asked to grade each of the countries on a scale from 0
to 100 (100 = best creditworthiness)

® Sample updated every six months, ranges from 75 to 100 banks,
each of which provides its own ratings. The names of all
participants in the survey are kept strictly confidential. Banks are
not permitted to rate their home country.

® Individual responses are weighted using an Institutional Investor
formula that gives more importance to responses from banks with
greater worldwide exposure and more sophisticated country
analysis systems.

lnstls

INSTITUTIONAL INVESTOR RISK RANKING 1981-2015

utional
CSlOl'magazine IVORY COAST
180 - ngher RiIsSK
160 | O
140 -
120 - .
elections
=< 100 -
& a0 | \ Coup d’état
60 - .
FCFA devaluation
40
20 - )
Lower Risk
0 T T T T T T T T T T T )
R a’\ q’*’ %‘*’ q“ @Q@@'\‘Q@ S EEE S OO SIS > s
&"c’?@?Q S '\a‘e’? S HFEL TS ‘Q%zﬂ%eﬂ‘z%z zﬂ‘c
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Institutional INSTITUTIONAL INVESTOR
Invesiormagazane
RISK RATING OF ASIA
> * Philippines=49
> * Indonesia= 57
: SlngapQre:G * Vietnam= 73
) A”S"la"a =i -+ SriLanka= 103
Hi=17 * Bangladesh= 111
* Japan=19 Cambodia= 119
* South Korea = 20 ' e
« Taiwan = 21 * Pakistan= 128
« China =26 * Lags=136
* Malaysia= 37 * Myanmar=150
* Thailand= 47 East Timor= 153
* India=48 North Korea= 173
d{l‘,setsi[glﬁﬂﬂal INSTITUTIONAL INVESTOR RISK RATING 1981-2017
magazine
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INSTITUTIONAL INVESTOR RISK RATING 1981-2016
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COUNTRY RISK: GOVERNANCE MATTERS!

» Corruption
» Regulatory framework
P Business conditions
» Transparency
» Corporate and sovereign governance

SKema =iz (&) UPAMER
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Singapore 1 Nigeria 169
New Zealand 2 Yemen, Rep. 170
Denmark | 3 WORLD BANK: Dibouti__| 171
Korea, Rep. 4 ameroon
Hong Kong SAR, 5 « DOING Timor-Leste 173
United Kingdom 6 BUSINESS » Bangladesh 174
. Syria 175
United States 7 2017 RANKING
Ssweden 8 Congo, Rep. 176
Norway 9 Afghanistan 177
Finland 10 . Guinea-Bissau 178
Tarwan_Chi a0 189 Countries Liberia 179
aiwan, China
. Equatorial Guinea | 180
Macedonia, FYR 12 10 Parameters 3 A
ngola 181
Australia 13 Haiti 182
Canada 14 Russia= 51 Chad 183
Germany 15 South Af=73 Congo, Dem. Rep. | 184
Estonia 16 China= 84 Central Af Rep 185
Ireland 17 Brazil= 116 Venezuela 186
Malaysia 18 India= 130 South Sudan 187
Iceland 19 Libya 188
Lithuania 20 Eritrea 189

7
S Rema ~Equrs

BUSINESS SCHOO!

DOING BUSINESS IN CHINA?

TOPICS "  DE2015-Rank
Es‘fﬁrtlr'g a Business ¥ \ 128
Dealing with Construction Permits 1749
Gethr Q\EEE tricity 'lZ 4
Reg isterir';lz"r.;i:‘-.-::ﬁﬁ ------------------------------------------------------------------ 7
Getting CIE_g_'r_t """""""""""""""""""""""""""""""""""""""""""""""""""""""""""""""""""" 71
Pru::-tet:tlr' g Minority Investors '132
F'sa, ing Taxes '12|:|
Trﬁ:lr‘g GgrossBogers e EI g
Enforcing Contracts 35
Resolving Inschvency 53

11
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BLOOMBERG DOING BUSINESS RANKING

Country

Hong Kong
Canada

Singapore
Australia

Germany

Netherlands
Spain
Sweden

3
4
5
5
7
8
9

=
o

United States

United Kingdom

b &b b b b kb Bk

Readiness of

Less-tangible local consumer
costs score base score

88.
91.
79.
89.
83.
86.
85.
88.
76.
87.

75.
76.
71.
71.
/1.
74.
/1.
70.
68.
72.

b= BN I N IR R B = T = BE I - B ]

GOVERNANCE =

TRADITIONS AND INSTITUTIONS BY WHICH AUTHORITY IS EXERCISED

= OVERALL QUALITY OF PUBLIC AND PRIVATE MANAGEMENT PROCESS

CHINA

Voice and Accountability I

Political Stability

Governnent Effectiveness

Regulatory Quality

Rule of Law

Control of Corruption

Source: World Bank 2009

56 75 108

12
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HOW ASSESSING CORRUPTION?

TRANSPARENCY INTERNATIONAL’S CPI

» Germany-based NGO, founded in 1993

» Global network with national chapters in >70
countries

» Annual Corruption perception index ranking
180 countries

» Annual Bribe index

CPl is a composite index: poll of polls conducted
over a 3-year period, drawing on 13 surveys
from 8 independent organizations

MEASURING CORRUPTION?
1 New Zealand 162 Guinea-Bissau
2 Denmark 162 Kyrgyzstan
3 Singapore 162 Venezuela
3 Sweden 168 Burundi
5 Switzerland 168 |Equatorial Guinea
6 Finland 168 Guinea
6 Netherlands 168 Haiti
8 Australia i 168 Iran
8 Canada 168 Turkmenistan
8 Iceland o= 174 Uzbekistan
11 Norway 175 Chad
12 Hong Kong 176 Iraq
12 Luxembourg 176 Sudan
14 Germany 178 Myanmar
14 Ireland 179 Afghanistan
16 Austria 180 Somalia

13
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Country.). % GNP Informal
Economy
Georgia 67.3
Bolivia 67.1
EMCS 8( SHADOW Panama 64.1
Arerhaijan 60.6
ECONOMY Peru 59.9
Zimbabwe 33.4
Tanzania 38.3
Nigeria 37.9
Thailand 32.6
Ukraine 32.2
Guatemala 315
Uruguay 311
Honduras 45.6
Zambia 43.3
Belarus 43.1
Armenia 46.3
Russia 46.1
Benin 45.2
Sources: World Bank Nicaragua 45.2
Hernando de Soto
Moldova 45

UNDP HUMAN DEVELOPMENT INDEX

» What is development?

» Economic growth + those conditions that make
growth sustainable over the long-term

P> life expectancy, education, health, infrastructure,
institutions, governance...

. Lo BN g A
SKema =iz (&) UPAMER
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HUMAN DEVELOPMENT INDEX

» HDI developed by UNDP

» A composite index measuring average
achievement in three basic dimensions of
human development-a long and healthy life,
knowledge and a decent standard of living, as
measured by real GDP per capita on a
purchasing power parity basis.

1. Norway I ‘' d 170 Malawi
2. Awustralia
3. United Stat I v 2 171 Sudan
— X% (2] zinbabue
4. Netherlands k —
Y ARE Ethiopia
5.G
.y NE.:;::;,, é 174 Liberia
Afghanistan

7. Ireland ‘.\ 175
8. S5weden 176

Guinea-Bissau

9. switzerland 177 Sierra Leone
10. Japan 178 Guinea
11. Canada 178 Burundi
12. Korea 180 Central African
13. Hong Kong 181 Fritrea
14. lceland 182 MEII
15. Denmark
183 Burkina Faso
16. Israel
17. Belgium 184 Chad
18, Austria 185 Mozambique
19. Singapore 186 NigE[
20. France 186 Congo (DR

15
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CONCLUSION
ASSESSING COUNTRY RISK?

1. Market consensus: rating agencies
2. Macroeconomic analysis

3. Balance of payments analysis: liquidity &
solvency

4. Socio-political analysis

5. Business environment: corruption, bureaucracy,
institutions, transparency

6. Economic Intelligence!

. wmo TS
sRema -Tu: (&)

HERITAGE FOUNDATION: INDEX OF ECONOMIC FREEDOM

» Economic freedom = absence of government coercion or
constraint on the production, distribution, or consumption
of goods and services beyond the extent necessary for
citizens to protect and maintain liberty itself.

» The Index includes a broad array of institutional factors
determining economic freedom: corruption, non-tariff
barriers to trade, the fiscal burden of government, the
rule of law, regulatory burdens, restrictions on banks,
labor market regulations, black market activities...

~ ( )] <
sSRema i (&)
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CRITERIA OF ECONOMIC FREEDOM
» To measure economic freedom and rate each country, the

Index is based on 50 independent economic variables within 10
broad categories of economic freedom:

1. Trade policy,
2. Fiscal burden of government,
3. Government intervention in the economy,
4. Monetary policy,
5. Capital flows and foreign investment,
6. Banking and finance,

7. Wages and prices,
8. Propertyrights,
9. Regulation, and

10. Black market activity

HERITAGE FOUNDATION’S INDEX OF ECONOMIC FREEDOM

» 1. HongKong

P 2. Singapore

» 3. Luxemburg, New Zealand
P 5. Ireland

» 6. Denmark, Estonia, USA
» 9. Australia, UK

»11. Finland, Iceland,

P Trade + Fiscal Burden, +
Government Intervention,
+ Monetary Policy, + FDI +
Inflation + External
Competitiveness +

Netherlands, Sweden Banking sector
P> 15. Switzerland iy o
»>16. Chile Argentina, Colombia.l, Venezuela,
»18. Canada China, Russia, Vietham, Romania,
P 19. Austria, Belgium, Ukraine, Nigeria, Iran, Syria,
Germany Cuba...
» 40. France

17
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FREEDOM HOUSE:

POLITICAL FREEDOM IN THE WORLD ANNUAL REPORT (1972-2011)

P Since 1972, Freedom House has published an annual assessment of the
state of freedom in all countries in the world, based on a checklist of
guestions on political rights and civil liberties that are derived from the
Universal Declaration of Human Rights. Each country is assigned a rating
for PR and a rating for CL based on a scale of 1 (best) to 7 (worst).

P http://www.freedomhouse.org/ratings/index.htm

O fwmo 7
sKe..mQ TEQuIs (@R

FREEDOM HOUSE:

FREEDOM IN THE WORLD ANNUAL REPORT

Free countries (89) Not Free countries
P Australia (47)
» Finland » Cameroon
» Malta 1C: n.%.o
. altl
P Slovenia > Iran
» Uruguay » China
P Bulgaria » Vietnam
P Chile » Burma
» Costa Rica > Cuba
» Mauritius > Saudi A.rab'a
P Syria
» Poland » Turkménistan

18
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FRASER INSTITUTE

P Since 1975
» 130 countries

» Annual Index of Economic Freedom in the world: reliable
measure of cross-country differences in economic
freedom, using third-party data to help ensure objectivity

P Criteria: government quality, legal structure, security of
property rights, access to sound money, personal choice,
freedom to exchange with foreigners and to compete in
markets, quality of regulations and institutional
strength...

19
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COUNTRIES X & Y: A MULTI-INDEX COMPOSITE GRAPH

CPI
80
60
Ec. Freedom Euromoney
20
Corruptian Gompetitiveness

Doing Business

20
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SKEMA BUSINESS SCHOOL

#COUNTRY RISK RATING II

Michel-Henry Bouchet

xem £ en

COUNTRY RISK SPECIFIC INDICES

ICRG
Euromoney
Institutional Investor
OECD

COFACE
s ——

Michel H. Bouchet/SKEMA (c)
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Int1 Country
Risk Guide

P The ICRG model for forecasting financial, economic, and political
risk was created in 1980 by the editors of International Reports
(weekly newsletter)

» To meet the needs of clients the editors created a statistical model
to calculate risks and backed it up with analyses that explain the
numbers and examine what the numbers do not show.

P the ICRG model allows users to make their own risk assessments
based on the ICRG model or to modify the model to meet their
specific requirements.

O ‘
sKema -=i:
L) STt

INTERNATIONAL COUNTRY RISK GUIDE (ICRG)

» Monitors 140 countries

P The International Country Risk Guide (ICRG) rating comprises 22 variables
in three subcategories of risk: political, financial, and economic.

_ e 100 points e 80 - 100
P— points

e 50 points Total score /
2

e 0-49,5
e 50 points points

P> Testing has proven ICRG's reliability and its uniqueness:
= Claim to have the longest history of country risk data for analysis
= Easy to customize and merge with in-house systems
= Useful for multinational firms, banks, and equity and currency traders

o ‘
SKema s
Somessacuoor | EQUE
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ICRG: POLITICAL RISK COMPONENTS

Weights ICRG's Political Risk Assessment Criteria

Government Stabilitvy
Socio-Economic conditions
Investment Profile

Internal Conflict

External Conflict
Corruption

Mhihtary m Poliics
F.elzious T ensions

Law and Order

Ethnic Tensions
Democratic Accountability
Bureancratic Quality

T otal number of points for weishted influence

e LR RR

[y
=
=

o —
SKemQ ~EQuIs

ICRG: ECONOMIC RISK COMPONENTS
(50 MAX)

GDP Per capita 10 points
Real GDP Growth 10 points
Annual inflation rate 10 points

Budget Balance 10 points

Current account/GDP 10 points

> £ ermo
SKema -wus
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ICRG: FINANCIAL RISK COMPONENTS (50 MAX)

Foreign debt 10 points

Debt service/XGS 10 points
Current account 15 points

Net liquidity 5 points

Exchange rate stability 10 points

O L
SRema &

EIIROMONEVE EUROMONEY : RATING METHODOLOGY

P 186 countries
» 15 critera

» Delphi Technique: Panel of 250 leading economists
in international financial institutions evaluing
performance in the financial markets (market access,
bond issue, spreads, selldown, terms and maturity...)

» Scoring between 100 (excellent) and 0 (high risk)

» Panel of political analysts to measure short-term risk
of destabilization

Michel H. Bouchet/SKEMA (c) 8
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EIROMONEY,

NPV AWNE

Michel H. Bouchet/SKEMA (c)

EUROMONEY: RATING WEIGHTS

Growth performance: 25% (GDP projection)
Political risk: 25%
External debt indicators: 10% (debt/GDP and debt/X)
External payment default and rescheduling: 10%

. <Credit rating Moody ’s or S&P: 10% —
Short-term credit market access: 5%
Commercial bank MT credit: 5%
Capital markets access: 5%
Spread over US Treasury bills: 5%

AL EUROMONEY COUNTRY RISK RATINGS 2001-2016

End-2001 End-2005 End-2006 End-2012 End-2016
14= Singapore 9= Ireland 20=Singapore 11=Singapore 1= Singapore
28= Taiwan 19= Singapore 41=Hungary 15= USA
30= HongKong 22=New Zealand |44= Poland 19= Chile
40= Chile 24= Taiwan 52= China 41=Hungary
39= Hungary 35= Hungary 62= Russia 44= Poland
40= Brunei 58= China 77= Algeria 46= China
41. Greece 73=Iran 79=Iran 49= Russia 18= Taiwan
42=Poland 74= Vietnam 82=Vietnam 76= Indonesia
45= China 77= Russia 85= Indonesia 79= Vietnam
56= Malaysia 85= Algeria 167=Ivory Coast |100= Greece
89= Romania 96= Indonesia 178= Congo 127= Algeria
93= Bulgaria 127=Ivory Coast |182= Cuba 141= Ivory Coast
163= Congo 182= Cuba 185= North Korea |178= Congo

Michel H. Bouchet/SKEMA (c)
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EURTMONFYRS

EUROMONEY COUNTRY RISK MAP

World risk average

Score

Economic assessment 4461
Palitical assessment 4579
Structural assessment 40.49
Access o capital 38.18
Credit ratings 3075
Debt indicators 4424

Country movers

Macau 71.22
Micronesia (Fed. States) 3.70

Tunisia 4362
Jamaica 36.00

Dem. Rep. Of the Congo 29.31

4250 8 026+

+0.05 ~
001+
+0.01
0.00»
+0.04 &
283

+5.00«
270~
+2.56 «
#2334
#2214

Michel H. Bouchet/SKEMA (c)
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EUROMONEY COUNTRY RISK SCORE 1994-2011
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100
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Michel H. Bouchet/SKEMA (c)
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IEIRDMONEY®® EUROMONEY RISK RATING: IVORY COAST 1980-2016

180 7 Higher Risk
160 -
140 -
120 A Political upheaval
100 -
80 1 Coup d’état
60 -
40 -
207 Lower Risk
S H F PSS S P S e F S OO
SN \l\"‘& o8 Q&®q§€° oS @"‘& %i\ @@& o oS @é& %&@\@0%‘“"& @Q‘®°‘e ?‘&'»“\0&?\&\3\\&;&
Michel H. Bouchet/SKEMA (c) 13
instifutional SCORING/RATING OF COUNTRY RISK
. ________________________________________________|]

P 0-100 semi-annual Rating of 179 countries’ creditworthiness
based on survey of 100 leading international bankers

> : Switzerland, Finland, Norway, Germany, Netherlands,
France, US, UK, Luxembourg... Singapore, Australia, Taiwan, Chile

» Worst: Cuba, Myanmar, Cambodia, Nicaragua, Rwanda, Sudan,
Iraq, Congo, Sierra Leone, North Korea, Liberia

Global average risk rating as of 03/2000 = 41
Global average risk rating 03/2015 = 45

Michel H. Bouchet/SKEMA (c)
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lnsn{utlonal INSTITUTIONAL INVESTOR RISK RATING

Orm agazine

® Information provided by leading international banks.

® Bankers are asked to grade each of the countries on a scale from 0
to 100 (100 = best creditworthiness)

® Sample updated every six months, ranges from 75 to 100 banks,
each of which provides its own ratings. The names of all
participants in the survey are kept strictly confidential. Banks are
not permitted to rate their home country.

® Individual responses are weighted using an Institutional Investor
formula that gives more importance to responses from banks with
greater worldwide exposure and more sophisticated country
analysis systems.

INSTITUTIONAL INVESTOR RISK RANKING 1981-2015
lnstlsutl(mal
—Ormagaz'"e IVORY COAST
180 - ngher RISK
160 | O
140 -
120 -
elections
=< 100 -
T Coup d’état
o 80 - \
60 - .
FCFA devaluation
40 -
20 - )
Lower Risk
0 r r r r r r r r r r
x'»'\ey’\‘b%ﬁﬁﬁ'\o ‘:66@'\‘9% L)
%&‘Zb‘&%‘&%;: S 9 O :f 1 ,\91,» ,»@ &%‘vm N Qa Q‘O z éiie Q‘Q ; &\% &\é ; 5 :fsx&x
KA @\ é*“’ &»;@‘ I 9@" RGN » »
Michel H. Bouchet/SKEMA (c) 16
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Institutional INSTITUTIONAL INVESTOR
Invesiormagazane
RISK RATING OF ASIA
> * Philippines=49
> * Indonesia= 57
‘ SlngapQre:G * Vietnam= 73
. Aus"la"a =i » Sri Lanka= 103
Hi=17 * Bangladesh= 111
e Japan=19 Cambodia= 119
 South Korea = 20 rPodiER
« Taiwan =21 * Pakistan= 128
* China =26 * Labs=136
¢ Malaysia= 37 * Myanmar= 150
e Thailand= 47 e East Timor= 153
* India=48 * North Korea= 173
Michel H. Bouchet/SKEMA (c) 17
I!{lvsetsi{gltjonal INSTITUTIONAL INVESTOR RISK RATING 1981-2017
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INSTITUTIONAL INVESTOR RISK RATING 1981-2016
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COUNTRY RISK: GOVERNANCE MATTERS!

» Corruption
» Regulatory framework
P Business conditions
» Transparency
» Corporate and sovereign governance

SKema =iz (&) UPAMER
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Singapore 1 Nigeria 169
New Zealand 2 Yemen, Rep. 170
Denmark | 3 WORLD BANK: Dibouti__| 171
Korea, Rep. 4 ameroon
Hong Kong SAR, 5 « DOING Timor-Leste 173
United Kingdom 6 BUSINESS » Bangladesh 174
. Syria 175
United States 7 2017 RANKING
Ssweden 8 Congo, Rep. 176
Norway 9 Afghanistan 177
Finland 10 . Guinea-Bissau 178
Tarwan_Chi a0 189 Countries Liberia 179
aiwan, China
. Equatorial Guinea | 180
Macedonia, FYR 12 10 Parameters 3 A
ngola 181
Australia 13 Haiti 182
Canada 14 Russia= 51 Chad 183
Germany 15 South Af=73 Congo, Dem. Rep. | 184
Estonia 16 China= 84 Central Af Rep 185
Ireland 17 Brazil= 116 Venezuela 186
Malaysia 18 India= 130 South Sudan 187
Iceland 19 Libya 188
Lithuania 20 Eritrea 189
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BUSINESS SCHOOL

DOING BUSINESS IN CHINA?
TOPICS "  DE2015-Rank
Es‘fﬁrtlr'g a Business ¥ \ 128
Dealing with Construction Permits 1749
Gethr gx!ilsntri[: ity '124
F:Egisterir';lz;ra::::ﬁﬁ? ------------------------------------------------------------------ 7
Getting CIE_g_'r_t """""""""""""""""""""""""""""""""""""""""""""""""""""""""""""""""""" 71
Pru::-tet:tlr' g Minority Investors '132
\:\Ef}'irg Taxes W '12|:|
Trﬁ:lr‘g GgrossBogers e EIE
Enforcing Contracts 35
Resolving Inschvency 53
Michel H. Bouchet/SKEMA (c) 22
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BLOOMBERG DOING BUSINESS RANKING

Readiness of
Less-tangible local consumer
Country costs score base score

Hong Kong 88.8 ISP
Canada 91.5 76.
United States 79.7 71.
Singapore 89.5 71.
Australia 83. 71.
86. 74.
85. 71.
88. 70.
16. 68.
87. 72.

Germany

United Kingdom
Netherlands
Spain

Sweden

b bt thh BBk

3
4
5
5
7
8
9
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Michel H. Bouchet/SKEMA (c)
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GOVERNANCE =
TRADITIONS AND INSTITUTIONS BY WHICH AUTHORITY IS EXERCISED
= OVERALL QUALITY OF PUBLIC AND PRIVATE MANAGEMENT PROCESS

CHINA
VYoice and Accountability I
Political Stability —
I
Governnent Effectiveness —1
|
Regulatory Quality
|
Rule of Law 1
I
Control of Corruption F E—
]
] 25 56 75 108

Michel H. Bouchet/SKEMA (c)
Source: World Bank
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HOW ASSESSING CORRUPTION?

TRANSPARENCY INTERNATIONAL’S CPI

» Germany-based NGO, founded in 1993

» Global network with national chapters in >70
countries

» Annual Corruption perception index ranking
180 countries

» Annual Bribe index

CPl is a composite index: poll of polls conducted
over a 3-year period, drawing on 13 surveys
from 8 independent organizations

MEASURING CORRUPTION?
1 New Zealand 162 Guinea-Bissau
2 Denmark 162 Kyrgyzstan
3 Singapore 162 Venezuela
3 Sweden 168 Burundi
5 Switzerland 168 |Equatorial Guinea
6 Finland 168 Guinea
6 Netherlands 168 Haiti
8 Australia i 168 Iran
8 Canada 168 Turkmenistan
8 Iceland o= 174 Uzbekistan
11 Norway 175 Chad
12 Hong Kong 176 Iraq
12 Luxembourg 176 Sudan
14 Germany 178 Myanmar
14 Ireland 179 Afghanistan
16 Austria wichel 1. soucher/seena (o L 180 Somalia

26
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Country.). % GNP Informal
Economy
Georgia 67.3
Bolivia 67.1
EMCS & SHADOW P— .
Azerbaijan 60.6
ECONOMY Peru 59.9
Zimbabwe 59.4
Tanzania 58.3
Migeria 37.9
Thailand 52.6
Ukraine 52.2
Guatemala 51.5
Uruguay 51.1
Honduras 439.6
Zambia 43.9
Belarus 43.1
Armenia 46.3
Russia 46.1
Benin 45.2
Sources: World Bank Nicaragua 45.2
Hernando de Soto Michel H. Bouchet/SKEMA (c}
Moldova 45
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» What is development?

UNDP HUMAN DEVELOPMENT INDEX

» Economic growth + those conditions that make
growth sustainable over the long-term

P> life expectancy, education, health, infrastructure,
institutions, governance...

14
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HUMAN DEVELOPMENT INDEX

» HDI developed by UNDP

» A composite index measuring average
achievement in three basic dimensions of
human development-a long and healthy life,
knowledge and a decent standard of living, as
measured by real GDP per capita on a
purchasing power parity basis.

sikema AT oy AICE AT
EQuis || ) <k
BusiEss schoBL Lt e MBA

L ooy I 4 170 Malawi
2. Australia
3. United States I L 4 A ) 171 Sudan

‘ 17 Zimbabwe
4. Netherlands

5. Germany ka ’ 173 EtthpIﬂ

o New zealand . 174 Liberia
T Ireland ‘\ 175 Afghanistan
2. Sweden 176 Guinea-Bissau
9. switzerland 177 Sierra Leone
10. Japan 178 Guinea
11. Canada 178 Burundi
12. Korea 180 Central African
13. Hong Kong 181 Eritrea
14. lceland 187 MEII
15. Denmark
183 Burkina Faso
16. Israel
17. Belgium 184 Chad
18, Austria 185 Mozambique
19. Singapore 186 NigE[
20. France Michel H. Bouchet/SKEMA (c) 136 Con 0 DR
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CONCLUSION
ASSESSING COUNTRY RISK?

1. Market consensus: rating agencies
2. Macroeconomic analysis

3. Balance of payments analysis: liquidity &
solvency

4. Socio-political analysis

5. Business environment: corruption, bureaucracy,
institutions, transparency

6. Economic Intelligence!

. wmo TS
sRema -Tu: (&)

HERITAGE FOUNDATION: INDEX OF ECONOMIC FREEDOM

» Economic freedom = absence of government coercion or
constraint on the production, distribution, or consumption
of goods and services beyond the extent necessary for
citizens to protect and maintain liberty itself.

» The Index includes a broad array of institutional factors
determining economic freedom: corruption, non-tariff
barriers to trade, the fiscal burden of government, the
rule of law, regulatory burdens, restrictions on banks,
labor market regulations, black market activities...

~ ( )] <
sSRema i (&)
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CRITERIA OF ECONOMIC FREEDOM

» To measure economic freedom and rate each country, the

Index is based on 50 independent economic variables within 10

broad categories of economic freedom:

1. Trade policy,

2. Fiscal burden of government,

3. Government intervention in the economy,

4. Monetary policy,

5. Capital flows and foreign investment,

6. Banking and finance,

7. Wages and prices,

8. Propertyrights,

9. Regulation, and

10. Black market activity

HERITAGE FOUNDATION’S INDEX OF ECONOMIC FREEDOM

» 1. HongKong

P 2. Singapore

» 3. Luxemburg, New Zealand
P 5. Ireland

» 6. Denmark, Estonia, USA
» 9. Australia, UK

»11. Finland, Iceland,
Netherlands, Sweden

P 15. Switzerland
P 16. Chile
> 18. Canada

P 19. Austria, Belgium,
Germany

»40. France

P Trade + Fiscal Burden, +
Government Intervention,
+ Monetary Policy, + FDI +
Inflation + External
Competitiveness +
Banking sector

WORST:

Argentina, Colombia, Venezuela,
China, Russia, Vietnam, Romania,
Ukraine, Nigeria, Iran, Syria,
Cuba...

H-Betdhet/SKEMA (c)
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FREEDOM HOUSE:

POLITICAL FREEDOM IN THE WORLD ANNUAL REPORT (1972-2011)

P Since 1972, Freedom House has published an annual assessment of the
state of freedom in all countries in the world, based on a checklist of
guestions on political rights and civil liberties that are derived from the
Universal Declaration of Human Rights. Each country is assigned a rating
for PR and a rating for CL based on a scale of 1 (best) to 7 (worst).

P http://www.freedomhouse.org/ratings/index.htm

O fwmo 7
sKe..mQ TEQuIs (@R

FREEDOM HOUSE:

FREEDOM IN THE WORLD ANNUAL REPORT

Free countries (89)
P Australia
» Finland
» Malta
P Slovenia
» Uruguay
P Bulgaria
» Chile
P Costa Rica
» Mauritius
» Poland

Not Free countries
(47)
» Cameroon
» Congo
P Haiti
P Iran
P China
P Vietnam
» Burma
» Cuba
P Saudi Arabia
P Syria
P Turkménistan

Michel H. Bouchet/SKEMA (c)
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FRASER INSTITUTE

P Since 1975

P Annual Indices of Economic & Human Freedom in the world: reliable
measure of cross-country differences in economic freedom, using third-
party data to help ensure objectivity

P Criteria: government quality, legal structure, security of property rights,
access to sound money, personal choice, freedom to exchange with
foreigners and to compete in markets, quality of regulations and
institutional strength...

» The Economic Freedom Annual Report is the measurement of economic
freedom, ranking countries based on five areas: size of government, legal
structure and security of property rights, access to sound money, freedom
to trade internationally, and regulation of credit, labor and business. The
report compares 159 countries and territories

MIC FREEDOM WORLD MAP
o | -\ oo

O Lo
SRema - (4
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Economic Freedom of the World: 2017 Annual Report
— Sep 28, 2017

nonSS

) MOST FREE

2ND QUARTILE

3RD QUARTILE

LEAST FREE

FRASER INSTITUTE: HUMAN FREEDOM INDEX 2018

The index ranks 159 countries and jurisdictions based on 79 indicators of personal, civil and
economic freedoms (joint project with the Cato Institute in the U.S. and Germany’s Friedrich
Naumann Foundation for Freedom)

P
’* ‘.'\

e

LESS FREEDOM MORE FREEDOM NO DATA v g
b 40
Michel H. Bouchet/SKEMA (c)
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COUNTRIES X & Y: A MULTI-INDEX COMPOSITE GRAPH

CPI
80
60
Ec. Freedom Euromoney
20
Corruptian Gompetitiveness

Doing Business

Michel H. Bouchet/SKEMA (c) 41
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SKEMA BUSINESS SCHOOL

, Political Risk Mitigation

HEDGING POLITICAL RISK

How to manage country risk?
P Information & Intelligence gathering
» Financial hedging (collateral and guarantees)

P National and international private and public insurance
agencies: OPIC, MIGA, Platus, Lloyds, Berne Union

(ECAs), Hiscox, COFACE... provide insurance coverage
against political risk

SRemMa =i & WrANEA
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POLITICAL RISK INSURANCE I

Status Entity Members Political Risk Insurance Focus
National  |Fxport redit and investment Developed countries Cross-border trade and mvestment for

insurance agencies fafionals

US EXIMBANK (134) Independent US federal agency War, tevohuton, expropmation, tervorsn, curtency frecze

OPIC S (1971) Sel-sustaing U.S, Government agency for | War, el stufe, coups,terrortsm, expropriaton, and
promoting US vestment n emerging markets (transfer restictions

SACE (Italy) 1977 Itaan jomt stock company wholly owned by - Nationahsation and vl disorders
Cassa depost ¢ prestt

MH BOUCHET/Skema (c) 3
POLITICAL RISK INSURANCE II
Multinational | African Trade Insurance Agency (2001) |12 African members countries Political tisk and trade credit risk insurance products

Asian Development Bank (1966)

Inter-American Development Bank (1959)
Inter-Arab Investment Guaranty (1975)

MIGA (1990)

Islamic Corp. for Insurance of Invest.
and Export Credit (1994)

67 members countries, including 48 from
Asia

48 member countries

Arab autonomous regional organization

181 member countries, including

156 developing countries

6 islamic members countries

Loans guarantees against political risks and credit risks,
and equity nvestment

Political risk guarantees for foreign debt investors
Insurance coverage for interArab investments and for
export credits against non-commercial risks

Poltical risk insurance to provite mvestors and lenders
Currency inconvertibility and transfer restriction
expropriation, war, terrorism, cvl distrurbances

breach of contract

Sharia compliant risk mitigation tools

MH BOUCHET/Skema (c)
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POLITICAL RISK INSURANCE III

Private  |Berme Union (intemational non-profit
organization) founded 1934

COPACE (France) 1946

HISCOX (UK)

EULER-HERMES (Hermes-Germany: 1917)
Sovereign Risk Insurance (1997)
Steadfast Insurance company

AIG (1919)

LLOYD's (17th century)

MARSCH (1871)

84 companies from 73 countrics

Wholly-owned subsidiary of Natixs
London-based msurer

Allanz-owned private credit agency
Bermudz-based insurance company
Subsidiary of Zutich-American Insurance
Amencan multinational insurance corporation
50 Teading underwrting tnsurance companics
Insurance broking and risk management

Association for the global export credit and
investment tnsurance industry

export credit and nvestment insurance
Polttical isk (kinap and ransom) and terronism

Transactional cover (political isk and fraud nsurance)

Polttical and devaluation risks for bond issues

Inconvertibilty, transferabibty and expropriation ks
Polttical isk turbulences (confiscation terrorism, war)

Political violence msurance

Politcal isk nsurance and saguard aganst disputed claims

MH BOUCHET/Skema (c)

5

POLITICAL RISK INSURANCE

P It is estimated that investors have lost $20 billion in Argentina
following the 2001 economic collapse. Many have brought
claims against Argentina before the ICSID, to get compensation
by reference to « creeping expropriation » due to the 2002
emergency legislation measures!

P August 2000: ICSID’s arbitral tribunal found that a number of
measures taken by Mexico’s government against Metalclad
boiled down to expropriation due to incidental interference!

. Lo BN g A
SKema =iz (&) UPAMER
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ICSID: INTERNATIONAL CENTER FOR THE SETTLEMENT OF
INVESTMENT DISPUTES

P Autonomous international institution established under the Convention
on the Settlement of Investment Disputes

P 155 signatory States

» The ICSID Convention is a multilateral treaty formulated by the Executive
Directors of the International Bank for Reconstruction and Development
(the World Bank). It entered into force on October 14, 1966.

» The Convention sought to remove major impediments to the free
international flows of private investment posed by non-commercial risks

. wmo TS
sRema -Tu: (&)

OPIC: US OVERSEAS PRIVATE INVESTMENT CORPORATION

i

|
"IIII‘Hll!i Q
—
T/

Overseas Private Investment Corporation: Independent US Federal
government agency in Washington, D.C., that provides political risk
insurance to encourage and assist US private investment in 160
developing nations:

P War, civil strife, coups and other acts of politically-motivated
violence, including terrorism

P Expropriation, including abrogation, repudiation, and/or
impairment of contract and other improper host government
interference

P> Restrictions on the conversion and transfer of local-currency
earnings

~ ( )] <
sSRema i (&)
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in 1971. OPIC helps U.S. businesses invest overseas, fosters economic

development in new and emerging markets, complements the private

sector in managing the risks associated with foreign direct investment,
and supports U.S. foreign policy.

P By expanding economic development in host countries, OPIC-supported
projects can encourage political stability, free market reforms and U.S.
best practices.

P OPIC projects also support American jobs and exports—over 280,000
new U.S. jobs and $65 billion in exports since 1971. Because OPIC
charges market-based fees for its products, it operates on a self-
sustaining basis at no net cost to taxpayers.

sRema -Li: &)

OPIC POLITICAL RISK INSURANCE?

POLITICAL RISK INSURANCE

ELIGIBILITY

OPIC reviews all potential projects to ensure they will have no negative impact on U.S. jobs or the U.S.
economy.

This checklist will help you determine whether you andfor your company may be eligible to apply for
‘OPIC Political Risk Insurance.

Ownership
For an investment to be considered eligible, it must meet one or more of the following criteria:

= U.S. Citizens
= Corporations established in the U.S. and more than 50% owned by U.S. citizens or cerporations

= Not-for-profits established in the U.S.
Entities established outside the U.S. at least 95% owned by U.S. citizens or corporations

TYPES OF COVERAGE

OPIC offers several types of political risk coverage, such as currency inconvertibility, expropriation,
political violence and more targeted specialty products:

= Currency Inconvertibility

« Expropriation and Other Forms of Unlawful Government Interference
= Political Violence

= Reinsurance

+ Capital Markets
MH BOUCHET/Skema (c) 10
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M IGA THE WB’S GUARANTEE AUTHORITY AND ITS SUPPORT OF

Multilateral Investment PRIVATE SECTOR INVESTMENT

Guarantee Agency

P MIGA (established in 1988) is the investment insurance affiliate of the World

Bank. It promotes the flow of capital and technology into developing countries:
provides political risk insurance against non-commercial risks (currency
transfer restriction, expropriation, breach of contract, war and civil
disturbance) and technical assistance.

» Members: 175 (o/w 125 EMCs)
P Capital stock of $2 billion (K increase approved in 1999)
P Source of funds: member capital

» Cumulative guarantees issued: US$16 billion with >1000 guarantee contracts in
92 countries

P Estimated FDI facilitated: > 30 billion
» MIGA offers guarantees for up to 15-20 years

MIGA AND POLITICAL RISK INSURANCE

» Currency transfer restrictions

P Expropriation: loss of the insured investment as a
result of acts by the host government that may
reduce or eliminate ownership of, control over, or
rights to the insured investment.

» War and civil disturbance: loss due to the
destruction, disappearance, or physical damage to
tangible assets caused by politically motivated acts

of war or civil disturbance, including revolution,
insurrection, and coups d'état.
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MIGA AND POLITICAL RISK INSURANCE

» Breach of contract coverage protects against losses arising
from the host government's breach or repudiation of a
contractual agreement with the investor.

The investor must be able to invoke a dispute resolution
mechanism (e.g., arbitration) set out in the underlying contract
and obtain an award for damages. The investor may file for a
claim if, after a specified period of time, payment is not
received.

» Technical assistance
» Dispute mediation

(L, /
sKema -Zus |
S TR

MIGA’S OUTSTANDING GUARANTEE PORFOLIO BY SECTOR

| Oil/gas

® Mining

H Infrastructure
B Manufacturing
O Agrobus.

B Tourism

M Services

O Financial

MH BOUCHET/Skema (c) 14
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MIGA’S GUARANTEE PROCESS

» Only new investments and new contributions towards the
expansion, privatization, or modernization of existing
enterprises are eligible. MIGA must obtain approval from the
host government to offer a guarantee to the investor.

» MIGA’s legal department undertakes a range of mediation
activities to encourage the amicable settlement of disputes
between investors and host countries, to forestall the need for
formal international arbitration.

O £_wwo
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POLITICAL RISK INSURANCE

EULER HERMES

Our knowledge serving your success

P> The Political Risk Rating is based on the Political risk insurance for MNCs,

analysis of mechanisms for transferring project lenders, banks, contracts and
and concentration of power, the trade
effectiveness of policy-making, the P Confiscation, expropriation, or
independence of institutions, social nationalization
P Currency inconvertibility and non-
transfer

P Political violence (including terrorism and
war)

P Contract frustration due to political
events.

; P> Sovereign payment default
EULER HERMES 4 i MH BOUCHET/Skerh (c)
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POLITICAL RISK INSURANCE

LLOYDS

&9 MARSH

Political violence insurance provides

cover for physical damage to property
as a result of political risks and any -
consequential financial loss:

P Confiscation of property

P Inconvertibility of currency: cover for
the financial loss incurred by the
insured when it cannot convert local

UNTED STATES OF AMERCA

currency or repatriate funds out of a -
territory
» Trading risks exzzal:
P Kidnap and ransom e 1
17
MH BOUCHET/Skema (c)
Business Environment Risk Intelligence BERI Political Risk Services[1] The PRS analyses | Thanks to its unique policy dialogue with more
provides a Political Risk Index assessing the social | cover a hundred countries and are updated on a | than 180 countries, the World Bank has developed
and political environment of a country. Itis built | quarterly basis. International Country Risk a comprehensive database of composite
on the opinion and scores provided by a hundred | Guide measures and tracks corruption governance indicators, measuring perceptions of
experts with a diplomatic or political science perception in government, law and order, voice and accountability, political stability,
background. Governance quality is included into | expropriation risk, as well as the quality of government effectiveness, regulatory quality, rule
political risk analysis along with government bureaucracy. These measures stem from the of law, and corruption.
effectiveness and social indicators. subjective assessment of experts around the www.worldbank.org/wbi/governance/
http://beri.com world.
http://prsgroup.com
The London-based Economist Intelligence Unit To look upon governance and corruption, Standard and Poor’s rating approach is both
(EIU) provides a comprehensive é-year forecasting Moody’s takes into consideration the quantitative and qualitative. It is based on a
country risk analysis on some 100 EMCs., on a structures of social interaction, social and checklist of 10 categories, including governance
quarterly basis. The EIU method flows from political dynamics, as well as the economic and political risk. The political risk factors gauge
expert’s answers to a series of 77 predetermined fundamentals. Moody’s relies on the judgment | the impact of politics on economic conditions, as
qualitative and quantitative questions. of a group of credit risk professionals to weigh | well as the quality of governance and the degree of
http://eiu.com the various risk factors as well as the impact of | government support in the population. S&P assigns
each of these factors upon business prospects. short term and long-term ratings.
http://moodys.com http://standardandpoors.com
Euromoney publishes ratings of some 180 Institutional Investor’s ratings are published Transparency International, a non-profit non-
countries since 1982 on a semi-annual basis. The twice a year since 1979 to assess the governmental organization in Berlin, provides an
methodology is built from a blend of quantitative creditworthiness of about 150 countries, based | annual survey of corruption practices in nearly 90
criteria and qualitative factors coming from on a survey of some 100 international bankers” countries since 1995. The Corruption Perception
surveys with about 40 political analysts and perception of creditworthiness, including Index is based on a wide network of information
economists. Political risk receives a 25% economic, financial and socio-political sources with local NGOs, domestic and foreign
weighting, as much as economic performance. stability criteria. The resulting score scales corporations, investors, and business contacts.
Countries are graded on scale from 0 (worst) to from zero (very high chance of default) to 100 WWw.transparency.org
100 ( best). (least chance of default).
WWW.euromoney.com www.institutionalinvestor.com
MH BOUCHET/Skema (c) 18
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Heritage Foundation established since
1985, in partnership with the WSJ, an
economic freedom index for some 160
countries, both industrialized and
developing. The ranking is based on various
socio-political and economic criteria,
including political stability, state
interference, regulatory framework,
institutional strength, and corruption scope.
www.heritage.org

PricewaterhouseCoopers’s Opacity
Index measures the lack of clear,
accurate, formal and widely accepted
practices in a country’s business
environment. As such, it focuses on the
relative state of corrupt business
practices, the transparence of the legal
system and the regulatory framework. It
represents a quantitative approach to
measuring opacity and its resulting extra
risk premium that stems from the
additional business and economic costs.
www.opacityindex.com/

The Institute for Management
Development’s World Competitiveness
Report analyses 49 industrialized and
emerging economies around the world
based on a far-reaching survey since 1989.
Its analysis of the institutional framework
addresses issues such as state efficiency,
transparency of government policy, public
service’s independence from political
interference, bureaucracy as well as bribery
and corruption.
www.imd.ch

Freedom House focuses since 1972 on
corruption levels in a number of developing
and transition economies around the world.
FH publishes an annual assessment of state
of freedom in various countries on the base

of political rights and civil liberties.

Political stability and civil liberties are

ranked on a scale of 1 (best) to 7 (worst).
www.freedomhouse.org/ratings.index.html

The Political and Economic Stability
Index of Lehman Brothers and Eurasia
measures relative stability in around 20
EMCs by integrating political science
theories with financial markets
developments. The monthly evaluation
uses both quantitative and qualitative
criteria, including institutional
efficiency, political legitimacy,
economic performance, and government
effectiveness.

www.legsi.com

Political and Economic Risk Consultancy
(PERC) specializes in strategic business
information and analysis in East and
Southeast Asia, with emphasis on corruption
and business costs. Annual risk reports
survey over 1,000 senior expatriates living
in to obtain their perceptions of corruption,
labor quality, intellectual property rights
risks and other systemic shortcomings.
www.asiarisk.com

MH BOUCHET/Skema (c)

19

10


http://www.heritage.org/
http://www.opacityindex.com/
http://www.imd.ch/
http://www.freedomhouse.org/ratings.index.html
http://www.legsi.com/
http://www.asiarisk.com/

12/09/2018

A DEFICIT IN INSTITUTION-BUILDING ALWAYS LEADS TO SOCIAL UPHEAVAL

SKEMA BUSINESS SCHOOL
Country risk crisi

In search of early warning indicators?
Michel Henry Bouchet

skema -Gis |

SOVEREIGN DEBT DEFAULTS 1975-2016 NUMBER OF SOVEREIGN DEBTOR COUNTRIES IN DEFAULT/YEAR
70
Argentina + Ecuador + Jamaica + Greece + ... Spain and Portugal?
USS billions:
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External sovereign debt defaults and reschedulings, 1800-2007 /13
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Source: Reinhart and Rogoff
Michel Henry Bouchet/Skema

Fitch-Rated Sovereign IDR Defaults (1995-2011)

Argentina: Defated on more than US00D bion o sovereion frsign curency bonds n December 2001, must of
which were held by non-residents. Debt defaull partially cured in 2005, but some hokdout investors remained,
Constraining the ratng oKD" untl July 2010

Dominican Republi: Disressed debt exchange in 2005 aflected mare than USD1.1 blon of elgibe foreign
currency-denominated bond

N lioweX by an announcement that the govermment
wouid selectively 3e7 bor o lowered to RD' n December 2008

Indonesta: Pers e London Cubrescheduling opertons in June $906; xtherrescheduing in 2000 and 2002
nesia mantained payments on the single Fach-rated sovereign bond outstanding at

Moldova: USD75 milllon eurcbond restructured in 2002, followed by a Paris Club deal

Russlan Federation: Exceptionally, Fitch dates sovereign default to August 1998. Although this was when the
Russian Federaton defautted on its local currency debt, ft began to incur arrears on forexgn currency debt owed 1o
the Pans Club offcial bitateral creditors very quickly afterwards. Defaults on foreign currency debt instruments heid
by private creditors occurred in 1996, although payments on Russian Federation eurobonds were mantained and
honored.

Uruguay: Distressed debt exchange in March 2003 affecting more than UISDS5 billion of sovereign foreign currency
debt, mostly held by non-residents

JamaicacA coercive debt exchange in February 2010 affected the 's domestic debt, which included foreign
y miments 1o which F y rating applied.

RD - Restricted default.

Michel Henry Bouchet/Skema

LOOKING TOWARD EARLY WARNING SIGNALS OF
UPCOMING FINANCIAL AND SOCIO-POLITICAL CRISIS?
» IMF reports?
P Rating agencies?
P CDS prices?
P Stock market volatility
P Spreads and yields?
» Minsky’s speculative bubbles and herd-instinct
» B. Mandelbrot’s fractal geometry
> N. Taleb’s Black Swans
P D. Sornette’s Dragon-Kings (extreme events)
P Capital Flight?

Michel Henry Bouchet/Skema

WAS THE 1998 ASIAN CRISIS ANTICIPATED BY RATING AGENCIES?

Credit Ratings
Standard & Poor' s Moody' s

Indonesia BBB BBB Baa3
Korea AA- AA- Al
Malaysia A+ A+ Al
Philippines BB BB+ Ba2
Thailand A A A2

June 1996  June 1997  June 1996  June 1997

Baa3
Al
Al
Bal
A2
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OUTPERFORMING BONDS?

African debt outperforms

TWO COUNTRIES : MOZAMBIQUE AND REPUBLIC OF THE CONGO, HAVE DEFAULTED IN 2017!

IVORY COAST: SOVEREIGN BOND YIELD SPREADS 2012-17

IN BASIS POINTS

Rebased >0 Outlook= Rwanda, Ethiopia, e
— Bloomberg Barclays emerging markets savereign fotal refurn Ghana and Zambia, Nigeria, 1200
. rg Africa fofal refurn bond index 2 | Cote d'lvoire and Kenya
<0 Outlook= Congo, 1000
e Mozambique, Gabon, Ethiopia, o
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Yield 2012-2017
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CDS spread of 200 bp implies that it costs
$200,000/year to insure
$10 million worth of debt
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JANUARY 2011: YIELD ON TUNISIAN BOND 06-2020
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ARGENTINA’S AND RUSSIA’S SHRINKING SPREADS 1997-2008

5999 T ARGENTINA

12/2001 defgult

__> Bondcrisis

The “Asian flu” crisis in 1997 was a major catalyst
for the Russian bond default + drop in oil prices.

RUSSIA

Oil price surge

EMERGING MARKET BOND SPREAD INDEX 1997-2008

Zooo

1500

Asian crisis

1 bp=0,01%

Argentina’s default

Michel Henry Bouchet/Skema

FOOD STRESS, WHEAT PRICES & REVOLUTIONS: WHAT RELATIONSHIP?

Where does a revolution come from?

In the XVIII° century, bread constitutes nearly
50% of expenditures of households in France.

1788: bad weather and severe
drought

1789: Necker’s alarmist warnings and
urgent imports of wheat

Very cold winter

6 pounds of bread cost 12 « sous »,
the equivalent of one day salary.

Fast inflation will continue until 1795

Wheat price index in France and in Europe 1725-1790

190 1
170 |
160 | FRANCE
150 4

1o

5 1730 173 60 17

Source: David Weir, Annales, 1991, Vol .46

LOOKING FOR THE ROOT CAUSES OF THE 2011 ARAB SPRING?

Wheat Prices in USS/bushel 2008-2017




12/09/2018

LOOKING FOR THE CANARI IN THE COAL MINE?

Clearly, looking for early warning indicators of upcoming country risk
turmoil is challenging.

Ratings and rankings, CDS, spread, volatility, interest rates, and debt ratios

are not robust warning signals!

One common sense solution is to watch how domestic economic agents
in foreign countries manage their private assets. Indeed, households,
companies, and private investors are « embedded » in their economic,

institutional, and socio-political environment. They will always know more

and better than you!

PUSH AND PULL FORCES OF CAPITAL FLIGHT

Internal Push Forces/

External Pull Forces/

Domestic factors

Foreign factors

Socio-political instability

Political upheaval, nationalization,
strikes, confiscation threats, capital
controls, high and rising tax
pressure

Socio-politica stabilty, dynamic and
sustainable development process

Institutional weaknesses

Banking system weakness, lack of
trust in national financial
institutions, volatile regulatory and
legal framework, deposits
withdrawals

Strongly capitalized global banks,
dynamic offshore financial systems,
tax havens, banking secrecy

Capital flight then is a good proxy for monitoring country risk Opacity and bad Corruption and bribery, breach of | Stable regulations, conducive legal
development' governance contract, transfer ar\d convertibility |  framework, strong property rights
N restrictions
ichel Henr uc ken Michel Henry Bouchet/Skema 22
. CORRUPTION, AND HYDROCARBON AND MINING-BASED GROWTH
MEASURING CAPITAL FLIGHT
and Measure. “Authors Corruption vs Mining & Hydrocarbon Exports
1. Hot money : short- Balance of payments: errors and omissions IMF e
term volatile outflows
2. Hot maney : short- Balance of payments: short-term capital Cudddington, J. e
term speculative and outflows +errors and omissions .
volatile capital flight
3. “Residual” measure: | Balance of payments identity= (Change in gross | World Bank, Cline, W., Morgan & 120
private residents’ external debt + FDI flows) - (current account | Guaranty, Erbe, S., Lessard, D., g
accumulation of foreign deficit + change in official reserve assets) Dooley, M. & Underwood, J. 8 o
assets
4. “Assets” method: International Financial Statistics: change in the IMF !
Direct approach total assets of non-bank residents held at )
foreign banks.
5. Externally held claims | Stock of claims on non-residents that do not Dooley, M., Claessens, 5. 10
with no reported capital | generate reported investment income receipts ! w ! ! g ;M . I‘” ‘LNM“: ! ! ! ! o
retumn
23 Michel Henry Bouchet/Skema 2
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INTERNATIONAL BANKS’ BALANCE SHEETS Private ﬂsnﬁii(sininr::'::lli:l'\al banks 1977-1999
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»Loans
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Private deposits in international banks 2000-14 VIETNAM AND ECONOMIC OVERHEATING:
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CAPITAL FLIGHT IN TUNISIA AND THE FALL OF BEN ALI

Tunisia-Nonbank private deposits held in international banks (1992-2017)

RISE AND FALL OF RATIO OF BANK LOANS TO PRIVATE CAPITAL FLIGHT

% Tunisia- Ratio of expatriated private deposits/bank loans to private sector
1800 $ million 100% p p! posits/ p
90% .
1600 Arab Spring!
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A DEFICIT IN INSTITUTION-BUILDING ALWAYS LEADS TO SOCIAL UPHEAVAL

SKEMA BUSINESS SCHOOL
Country risk crisi

In search of early warning indicators?
Michel Henry Bouchet

skema -Gis |

SOVEREIGN DEBT DEFAULTS 1975-2016 NUMBER OF SOVEREIGN DEBTOR COUNTRIES IN DEFAULT/YEAR
20
Argentina + Ecuador + Jamaica + Greece + ... Spain and Portugal?
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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: Defated on more than US00D bion o sovereion frsign curency bonds n December 2001, must of
which were held by non-residents. Debt defaull partially cured in 2005, but some hokdout investors remained,
Constraining the ratng oKD" untl July 2010

Dominican Republi: Disressed debt exchange in 2005 aflected mare than USD1.1 blon of elgibe foreign
currency-denominated bond

N lioweX by an announcement that the govermment
wouid selectively 3e7 bor o lowered to RD' n December 2008

Indonesta: Pers e London Cubrescheduling opertons in June $906; xtherrescheduing in 2000 and 2002
nesia mantained payments on the single Fach-rated sovereign bond outstanding at

Moldova: USD75 milllon eurcbond restructured in 2002, followed by a Paris Club deal

Russlan Federation: Exceptionally, Fitch dates sovereign default to August 1998. Although this was when the
Russian Federaton defautted on its local currency debt, ft began to incur arrears on forexgn currency debt owed 1o
the Pans Club offcial bitateral creditors very quickly afterwards. Defaults on foreign currency debt instruments heid
by private creditors occurred in 1996, although payments on Russian Federation eurobonds were mantained and
honored.

Uruguay: Distressed debt exchange in March 2003 affecting more than UISDS5 billion of sovereign foreign currency
debt, mostly held by non-residents

JamaicacA coercive debt exchange in February 2010 affected the 's domestic debt, which included foreign
y miments 1o which F y rating applied.

RD - Restricted default.

Michel Henry Bouchet/Skema

LOOKING TOWARD EARLY WARNING SIGNALS OF
UPCOMING FINANCIAL AND SOCIO-POLITICAL CRISIS?
» IMF reports?
P Rating agencies?
P CDS prices?
P Stock market volatility
P Spreads and yields?
» Minsky’s speculative bubbles and herd-instinct
» B. Mandelbrot’s fractal geometry
> N. Taleb’s Black Swans
»D. Sornette’s Dragon-Kings (extreme events)
P Capital Flight?

Michel Henry Bouchet/Skema

WAS THE 1998 ASIAN CRISIS ANTICIPATED BY RATING AGENCIES?

Credit Ratings
Standard & Poor's Moody' s

Indonesia BBB BBB Baa3
Korea AA- AA- Al
Malaysia A+ A+ Al
Philippines BB BB+ Ba2
Thailand A A A2

June 1996  June 1997  June 1996  June 1997

Baa3
Al
Al
Bal
A2
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OUTPERFORMING BONDS?

TWO COUNTRIES : MOZAMBIQUE AND REPUBLIC OF THE CONGO, HAVE DEFAULTED IN 2017!

African debt outperforms
Rebased

arclays emerging markets sovereign fofal refurn
ierg Aftica tofal return bond index

>0 Outlook= Rwanda, Ethiopia,
Ghana and Zambia, Nigeria,
Cote d'Ivoire and Kenya

<0 Outlook= Congo,
Mozambique, Gabon, Ethiopia,

IVORY COAST: SOVEREIGN BOND YIELD SPREADS 2012-17

IN BASIS POINTS
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Yield 2012-2017

ECR government finances scores (x-axis: out of 10)

Vs CDS spreads (y-axis: log scale)
Source Rk Markat
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CDS spread of 200 bp implies that it costs
$200,000/year to insure
$10 million worth of debt

Michel Henry Bouchet/Skema
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JANUARY 2011: YIELD ON TUNISIAN BOND 06-2020
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ARGENTINA’S AND RUSSIA’S SHRINKING SPREADS 1997-2008
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ARGENTINA

12/2001 defgult

Teen - Bond crisis
soon |- ———>1 RUSSIA
. The “Asian flu” crisis in 1997 was a major catalyst

for the Russian bond default + drop in oil prices.
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Oil price surge
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EMERGING MARKET BOND SPREAD INDEX 1997-2008
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In the XVIII° century, bread constitutes
nearly 50% of expenditures of 170 |
households in France. 160

FOOD STRESS, WHEAT PRICES & REVOLUTIONS: WHAT RELATIONSHIP?

Wheat price index in France and in Europe 1725-1790

180 +

| FRANCE
1788: bad weather and severe 150

drought el |
1789: Necker’s alarmist warnings and | ' |
urgent imports of wheat

Very cold winter

6 pounds of bread cost 12 « sous »,
the equivalent of one day salary.
Fast inflation will continue until 1795 o

1730 173

0 1765 1770 1775 1780 1785 1790

Source: David Weir, Annales, 1991, Vol .46

LOOKING FOR THE ROOT CAUSES OF THE 2011 ARAB SPRING?

Wheat Prices in USS/bushel 2008-2017
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PUSH AND PULL FORCES OF CAPITAL FLIGHT

Internal Push Forces/

External Pull Forces/

Domestic factors

Foreign factors

Socio-political instability

Political upheaval, nationalization,
strikes, confiscation threats, capital
controls, high and rising tax
pressure

Socio-political stability, dynamic and|
sustainable development process

Institutional weaknesses

Banking system weakness, lack of
trust in national financial
institutions, volatile regulatory and
legal framework, deposits

Strongly capitalized global banks,
dynamic offshore financial systems,
tax havens, banking secrecy

withdrawals
Opacity and bad Corruption and bribery, breach of | Stable regulations, conducive legal
governance contract, transfer and convertibility |  framework, strong property rights

restrictions

MEASURING CAPITAL FLIGHT

Definition

term volatile outflows

1. Hot money : short-

Methodology and Measure

Authors

Balance of payments: errors and omissions

IMF

2. Hot money : short-

Balance of payments: short-term capital

term and
volatile capital flight

Cudddington, J

3. "Residual” measure:
private residents’
accumulation of foreign
assets

Balance of payments identity= (Change in gross
external debt + FDI flows) - [current account
deficit + change in official reserve assets)

‘World Bank, Cline, W., Morgan

Guaranty,

be, 5., Lessard, D.,

Dooley, M. & Underwood, J.

4. “Assets” method:
Direct approath

Intemational Financial Statistics: change in the
total assets of non-bank residents held at
foreign banks.

IMF

5. Externally held claims

Stock of claims on non-residents that do not

Dooley, M., Clagssens, 5.

with no reported capital | generate reported investment income receipts
return
Michel Henry Bouchet/Skema 21 — 22
Michel Henr
CORRUPTION, AND HYDROCARBON AND MINING-BASED GROWTH INTERNATIONAL BANKS BALANCE SHEETS
" — Liabilities Claims
Corruption vs Mining & Hydrocarbon Exports » Deposits » Loans
160 = Banks ® To banking sector
. = Government " To private sector
= Central banks " To government
= Companies
. " Households
v 1 1m0 0 1 10 w0 60 ] i) ]
Share in Exports
Michel Henry Bouchet/Skema 23
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Private deposits in international banks 1977-1999
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VIETNAM AND ECONOMIC OVERHEATING:
APITAL FLIGHT IN TUNISIA AND THE FALL OF BEN ALI
CAPITAL FLIGTH AHEAD OF DEVALUATION c G UNIS o
Tunisia-Nonbank private deposits held in international banks (1992-2017)
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RISE AND FALL OF RATIO OF BANK LOANS TO PRIVATE CAPITAL FLIGHT

Tunisia- Ratio of expatriated private deposits/bank loans to private sector
Arab Spring!
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TUNISIA: CAPITAL FLIGHT AHEAD OF REVOLUTION

Tunisia: Change in private deposits held in international banks 2000-14

Ben Ali's 4th reelection
mounting repression

million

Ben Ali's 5th
reelection
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TUNISIA: CAPITAL FLIGHT AHEAD OF JASMIN REVOLUTION
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1. Acceleration Clause: a clause providing that the entire principal
of a note (or a loan) shall become immediately due and payable
in the event of default.

2. Advance payment: money received by a supplier in advance of
shipment or fabrication.

3. Aval: an endorsement on a bill guaranteeing payment.

4. Bilateral loans: loans from governments and their agencies

BHEMA EUSIHESS SEHUOL (including central banks), loans from autonomous bodies, and
Glossary of Country Risk and Debt management direct loans from official export credit agencies.
(an extended glossary is available in Bouchet et alii: « Country risk in an age of Globalization »,
Palgrave-MacMillan, 2018
Michel Henry Bouchet
M-H. BOUCHET
5. Bond, Zero-Coupon: a bond which pays neither principal nor
interest until maturity. It merely states the face payment which is
due at maturity and is sold at a discount which reflects the timing 7. Bullet Maturity: ti t of princioal at maturit
of payments (i.e., face value of the discounted value of the future - Bullet Maturity: one-time payment of principal at maturity.
bullet payment at maturity).
8. Capitalization, Interest: an arrangement by which interest due is

6. Bridge Loan: used in the context of managing a country's debt
profile, it is short-term financing provided to a debtor country--
usually by the monetary authorities of industrial countries in
conjunction with other central banks, governments, multilateral
institutions and commercial banks--to supplement the country's
foreign reserves prior to finalizing adjustment programs and
concerted lending packages. This short-term advance is made
pending receipts of funds by the borrower.

M-H. BOUCHET 3

added to the principal of the loan and converted into a capital
liability, effectively deferring payment beyond the original
schedule.
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World Bank. Such "co-financiers" receive the benefit of the
multilateral agencies' evaluation of the project and can share in

co-financiers without defaulting on the official institutions.

10. Collateral: guarantee (mortgage, deposit, commodity...)

9. Co-financing: a mechanism by which creditors provide project loans
in parallel with loans granted by multilateral agencies such as the

certain benefits resulting from the special relationship between the
debtor country and the multilateral agencies. In principle, cross-
default clauses prevent debtors from defaulting on amounts owed to

10. Commodity-Linked Bonds: bonds whose value depends on the
foreign price of a specified export commodity of the debtor country
In the debt workout process, these bonds usually link debt service
payments to the price of the exported commodity. Alternatively,
warrants may be attached to lower the cost of financing.

Traditionally, the interest and/or principal repayments are
denominated in units of a particular commodity. In such cases, the
amount the bondholder receives depends on the price of the commodity
at the time of payment. Payments have been denominated in nominal
terms, but the payee has the option of buying or selling certain amounts
of the commodity at the specified prices on predetermined dates.

M-H. BOUCHET 6

11. Contingent Lending Agreements/Facilities: agreements or
facilities which establish a linkage between additional
financing and specific, pre-defined trigger mechanisms.

12. Cross-Default Provision: a legal wrinkle which allows one
creditor to declare default and exercise its remedies against
the borrower in cases where other loans of the borrower
have been suspended, terminated, accelerated or declared in
default by other creditors.

13. Currency Redenomination: switching of loans denominated in
one currency or currencies into the currency of the creditor
country. (The mechanism is intended to bring about a better
match between the currency mix of debt service payments and
the currency composition of export receipts).

skema -
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14. Debt Defeasance: it involves extinguishing debt through the provision of
a financial asset (zero-coupon or other financial instrument) to be held in
a trust account as collateral against the principal of the debt. The face
value and maturity of the collateral instrument are designed to match
those of the debt being defeased so that the proceeds of the collateral
instrument at maturity may be used to fully repay the principal in a single
balloon payment. Since the principal of the debt is secured, the debt
service obligations of the debtor are reduced to the payment of interest.

15. Debt Service is the sum of principal repayments and interest payments
actually made.
16. Disbursements: drawings on loan commitments by the borrower during

the year.

M-H. BOUCHET 9

17. Escrow Account: special account in local or foreign currency,
established on behalf of the debtor country in a domestic or in
a foreign bank, in which deposits are made by the debtor
periodically. Such account ensures creditors that debt payments
will be made on time as a portion of the debtor's revenues are
set aside for this purpose.

18. Equity-linked bonds: convertible bonds or bonds with equity
warrants (amounted to $64 billion in 1997, and $32 billion in
1998).

19. Equity-linked bonds: convertible bonds or bonds with equity
warrants (amounted to $64 billion in 1997, and $32 billion in
1998).

M-H. BOUCHET 10

20.Eurobonds: long-term financial instruments issued by MNCs or
country governments, and denominated in a currency other than
that of the country of placement. Eurobonds are underwritten
by a multinational syndicate of investment banks and
simultaneously placed in many countries. They are issued in
bearer form, and coupon payments are made yearly. The US$
accounts for about 70% of eurobonds. Liquidity in the secondary
market is monitored by Euro-clear.

21. Euro-commercial paper: short-term euronotes issues by
companies.

M-H. BOUCHET 1

22. Eurocredits: medium to long-term loans denominated in euro-
currencies (> 1 year).

Exceptional Financing: a special "below the line" category in
the IMF Balance of Payments used to accomodate transactions
undertaken on behalf of the monetary authorities to compensate
for any overall imbalance.

Fiduciary Fund (or Trust Fund): fund in which assets are
safeguarded and whose stream of interest income is used to fund
a specific project.

2!

@®

2

N

M-H. BOUCHET 12
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25. Free Rider: individual banks may refuse to participate in a

bailout loan with the international banking community, thereby
not matching their expected share of the concerted loan
package. Similarly, small-exposure banks might refuse joining
debt reduction operations while requiring full payments on
their claims. Such "free riders" would then see the value of
their lending portfolios rise as other banks write down a
country's debt.

26. FRNs: medium-term CDs where the interest is fixed as a

percentage above six-month LIBOR. Negotiable and
transferable securities with flexible interest rate, fixed interest
periods, and issued in pre-determined and uniform amounts.

26. Goodwill Clause: a statement in Paris Club agreements which
would allow the creditors in question to extend the life of a
stated rescheduling arrangement, but which is not legally
binding. Creditors agree to consider further debt relief after
the expiration of the consolidation period, and a commitment
to meet at the end of three to four years to consider the
matter of the stock of debt.

27. Guarantee: a written promise by one party to be liable for a
specific obligation of a second party in the event that the
second party does not fulfill its financial obligation.

28.

29.

30.

3L

5

)

S

s

IMF purchases: Total drawings on the general resources account
of the IMF during the year specified, excluding drawings in the
reserve tranche.

IMF repurchases: Total repayments of outstanding drawings from
the general resources account during the year specified, excluding
repayments due in the reserve tranche.

Interbank Lines: short-term working capital extended between
banks to cover short-term claims on a revolving basis .Such claims
are generally not included in rescheduling.

Interest in arrears on long-term debt: defined as interest
payment due but not paid, on

M-H. BOUCHET 15
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32. Interest payments: are the amounts of interest paid in foreign
currency, goods, or services in the year specified.
. Interest Rate Switching: selection of a new basis for interest
calculations on an existing loan. The options may include
LIBOR, a domestic rate, the prime rate or a fixed rate, to which a
margin is added.
Interest Retiming: changing the frequency of interest payments,
essentially allowing a debtor to defer one or more interest
payments. Retiming boils down to short-term interest
rescheduling in that it permits a debtor country to stretch out
interest payments.

3

@

34.

r
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35. Loans from multilateral organizations: are loans and credits from
the World Bank, regional development banks, and other multilateral
and intergovernmental agencies. Excluded are loans from funds
administered by an international organization on behalf of a single
donor government; these are classified as loans from governments.

36. Long-term external debt: debt that has an original or extended
maturity of more than one year and that is owed to nonresidents and
repayable in foreign currency, goods, or services.

M-H. BOUCHET

37. Mandatory repayment clause: a standard clause in loan agreements
between debtor countries and commercial bank creditors. It stipulates
certain circumstances under which repayment is accelerated. The debtor,
by being obligated to prepay any one creditor, must repay all lenders on a
pro rata basis. In the context of rescheduling agreements and new money
loans to rescheduling countries, the provision is intended to neutralize
"free rider" banks which do not participate in debt restructuring and new
money agreements. Further, the clause does not apply to non-rescheduled
and post cut-off date claims but only to the "reschedulable" portion of the
debt.

In that regard, debt conversion and debt buyback transactions amount to payment

prior to contractually defined maturity. The provision applies across the universe of

public sector borrowers so that a voluntary prepayment of one or more credits by one
borrower would trigger mandatory prepayment not only by that borrower but also by
the other public sector borrowers.

38. Negative Pledge clause: negative pledge provisions deal with
the granting of security interests by a debtor country over its
assets to its creditors. In the case of a debt refinancing
agreement, the debtor country agrees with the banks not to
provide any other group of creditors with security interest on
the country's reserves, exports of goods, and public sector
companies' assets. The objective of such a clause is to
prevent a situation where a debtor would allocate significant
assets to other creditors, thereby effectively subordinating
the unsecured bank credits.

skema -z




08/08/2018

39. Net flows on debts (or net lending or net disbursements): are
disbursements minus principal repayments.

40. Net resource flows (long term): sum of net resource flows on long-term
debt (excluding IMF) plus non-debt-creating flows.

41. Net transfers on debt: net flows minus interest payments (or
disbursements minus total debt service payments).

42. New Money Bonds: bonds issued by debtor countries in exchange for
additional financing. Such instruments are usually more senior and
tradable than old claims.
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43. Non-debt creating flows: net foreign direct investment, portfolio
equity flows, and official grants (excluding technical cooperation).

Grants for technical cooperation are shown as a memorandum
item.

44. Note-issuance facility (NIF): a medium-term legally-binding

commitment under which a borrower can issue a short-term paper
in its own name, underwritten by banks which are committed
either to purchase any notes the borrower is unable to sell, or to
provide credit.

M-H. BOUCHET

45. Off-balance sheet activities: bank activities, often fee-based,
that do not involve booking assets or taking deposits.
(insurance, swaps, forwards, LCs, advisory assistance, M&As...).

46. On-Lending: the process by which funds borrowed by one
party are made available to a third party, with the agreement
of the creditor. Typically, the funds are recorded as a deposit
in the central bank .However, the creditor and the contractual
borrower (often the central bank itself) agree to make the loan
proceeds available to a third party within the country in local
currency equivalent.

47. Optional prepayment provision: the optional prepayment
provision permits the borrower to prepay all or part of the
loan provided it prepays all lenders under the agreement on a
pro rata basis

48. Pari-passu clause: clause inserted in lending and restructuring
agreements that provides for a strict equality of treatment among
various categories of debts and various families of creditors.

49. Prepayment clause: the prepayment clause is a standard clause
in loan agreements between a debtor and a creditor bank. In its
various forms, it can provide the debtor with the opportunity to
accelerate repayment of the loan on a voluntary basis and/or
provide for acceleration of repayment due to changes in laws
affecting the creditor. In rescheduling agreements, the clause is
intended to prevent the obligor to grant a preferential repayment
schedule to other banks which have not signed the convention
and which would be paid ahead of normal maturity terms.
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s4. Publicly guaranteed debt: external obligation of a private debtor that is

50. Principal in arrears on long-term debt: principal repayment due guaranteed for repayment by a public entity.

but not paid, on a cumulative basis.
51. Principal repayments: the amounts of principal ( amortization)
paid in foreign currency, goods, or services in the year specified.

55.

o

Refinancing: provision of new money to cover obligations on existing
loans in part or in full.

52. Private nonguaranteed external debt: external obligation of a s56. Relending: an operation in which the external debt repaid by one debtor
private debtor that is not guaranteed for repayment by a public is lent to another entity in the debtor economy. The second debtor may
entity. repay prior to the definitive repayment date and the foreign creditor may

53. Public debt: external obligation of a public debtor , including the relend again to a third debtor within the debtor country. In practice,
national government, a political subdivision ( or an agency of relending has occurred when the original borrower had the domestic
either) currency to repay its debt (at the going exchange rate) but the Central

Bank was not able or willing to provide the foreign exchange.

M-H. BOUCHET 2

59. Sharing Provisions: a legal covenant in commercial bank

57. Rescheduling: re-timing of the principal due on a loan. Usually, agreements which specifies that debt service payments are to be
Paris Club debt agreements include interest rescheduling in made through the agent bank for allocation on a pro rata basis to all
place of new money. creditor banks. Further, payments received or recovered by any one

58. Revolving Underwriting Facility (RUF): medium-term facility on lender must be shared on a pro rata basis with all co-creditors
which the borrower can draw at any time of its life, usually under the loan agreement. Thus, no one lender may be placed in a
certificates of deposits (CDs) or short-term promissory notes. more favorable position than its co-lenders with respect to

payments received and/or recovered.

60. Short-term external debt: debt that has an original maturity of one
year or less. Available data permit no distinction between public
and private nonguaranteed short-term debt. (data sources:
OECD/BIS and World Bank)
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61. Spread, Interest Rate: usually expressed in percentage points over
and above a reference rate such as LIBOR or the prime rate in the
country of the creditor. The spread added to the reference rate
constitutes the interest rate applicable to the loan.

62. Stand-by Credit: a commitment to lend up to a specified amount
for a specific period, to be used only in a certain
contingency(commitment fee paid on the unused portion of a
facility).

63. Subrogation Rights: in contracts of indemnity, they allow the
insurer to take over the rights of the assured against any third party
who is responsible for a loss in respect of which the insurer has
made a claim payment.

64. Suppliers Credit: export finance which is available to a supplier of
items as distinct from credits to the foreign purchasers under
buyer's credit.

65. Term deposits and CDs: negotiable instruments that can be traded
on the secondary market. Because of higher liquidity, CDs pay lower
interest rate (<about 10 basis point: a basis point is 0,01%). Very
popular with company treasurers, because of low risk and high
flexibility.

M-H. BOUCHET 30

66. Total debt service due: contractual debt service payments on total
long-term debt (public and publicly guaranteed and private
nonguaranteed) and the use of IMF credit.

67. Total debt service paid (TDS): debt service payments on total long-
term debt (public and publicly guaranteed and private nonguaranteed),
use of IMF credit, and interest on short-term debt.

68. Total debt stocks: sum of public and publicly guaranteed long-term
debt, private nonguaranteed long-term debt, the use of IFM credit, and
short-term

M-H. BOUCHET

69. Unallocated Loan-loss Reserves: value of anticipated future
charge-offs on the existing loan portfolio that cannot yet be
identified with any particular asset.

70. Value Recovery Clause: clause included in some commercial
bank debt restructuring agreements that entitle creditor banks
to recover a larger portion of their loans, subject to a specific
condition related with a better than expected performance of
the debtor country. It is usually associated with the
international price of a good or a basket of goods exported by
the debtor country, or to its real GDP growth rate. (ex.
Greece)




71.Waiver: voluntary relinquishment of a legal right as provided for in
the loan agreement for the duration of a specified time period or an
indefinite period.

72.Warrant: options which permit the holder to buy stock for a stated
price, thereby providing a capital gain if the price of the stock rises.
Bonds that are issued with warrants, like convertibles, carry lower
coupon rates than straight bonds.

73.Write-off debt: removal from the creditor's balance sheet of
obligations due from a debtor. While this presents a "clean" balance
sheet for the creditor bank, it need not mean that the creditor is
abandoning claims against the debtor.
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