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Session 13: COUNTRY RISK, MACROECONOMIC MODELS AND POLICY COORDINATION

I. World Bank Operations

1. What is the World Bank

2. World Bank’s operations and country risk analysis

II. Country Risk Analysis

1. The main objective of country risk analysis or sovereign credit analysis is to assess a country’s ability and willingness to service its foreign currency obligations on a timely basis.

2. Differences between sovereign and corporate credit analyses:

a. Willingness to pay.  Countries cannot be taken to court for nonpayment

b. Availability of data:  Countries do not have annual reports, and release data at will, often with long lags.

c. Due diligence:  Due diligence on countries is more difficult and costly.

d. Subjective factors: .Include political development and assessment of economic structures and development.

3. Willingness to pay: Political risk

a. Political system of government and centers of decision making

b. Political tendencies and the records of political parties in power and in opposition & their relative strengths.

c. Political longevity of the government and mechanisms of succession

d. Integration into international political and financial arrangements.

e. Domestic racial, ethnic and religious stability, and regional security.

f. Labor relations and political involvement of unions, demographics, income distribution and living standards.

4. Ability to pay: Economic risk

a. Ratios:

i. External debt/Current account earnings (Debt ratio) (Relative size of debt, below 200%)

ii. Debt service ratio: Debt service/CAE or total export earnings (Debt burden, below 25%)

iii. CAB/GDP (Indicator of net financing requirement, below 3%)

iv. Reserves/1-month’s imports (Import cover, over  3 months)

v. Budget balance/GDP (Fiscal discipline, desirable level: balanced))

b. Economic health of the country is measured by its GDP growth, per capita GDP, government budgetary performance, inflation, trade balance and unemployment.

c. Indicators to be evaluated.

III. Country Risk and Economic Models

1. Derivation of country risk assessment

a. Current data

b. Projections

2. Macroeconomic projections models

a. As a tool to measure policy impact

b. As a tool to forecast/project economic trends

i. Short term

ii. Long term

c. As a tool for planning and risk analysis purpose

d. Limitations of using models

3. World Bank’s RMSM modeling

a. Bank economists have used country economic models to make projections since 1960s

i. To play what-if scenarios about country policies based on various assumptions

ii. To form Bank’s internal views and develop country strategy, and help policy dialogue with borrowing countries

b. 1971: Minimum Standard Model 

i. Focusing on balance of payments and national account.  

ii. Basically a two-gap model

c. 1975: Revised Minimum Standard Model (RMSM).  

i. More detailed subset of BOP and debt variables and national accounts, plus simple public sector financial data.  

ii. Constrained by computer capacity.

iii. Standard tables for inter-country comparison

d. 1980s: development of flow of funds based models, RMSM-X (Extended).  

i. Internally consistent accounting framework, with national accounts, BOP, government sector, and monetary sector

ii. Aided with PC and software such as Lotus and Javelin

iii. Better policy formulation

iv. Global /regional model for World Development Report outlook, linking regions by trade and debt modules.

e. Remain as projections model rather than econometric model. 

4. Economic forecasts

a. Forecasting is both a science and an art

i. Imprecise science:  Unexpected events and policy changes can cause actual events to be substantially different from the forecast.

ii. Art: blending of statistical facts with judgments about human 

iii. Forecasting the economic cycle is the dominant challenge

b. Risks in economic forecasting

i. Human weakness causes forecasters’ failure

a) Linear perception - use past to extrapolate future

b) Group think - want to feel comfortable

c) Messenger syndrome -- avoid discomfort of delivering unpleasant messages that had repeatedly proven incorrect.

ii. Erroneous data

iii. Faulty economic theories

c. Alternative forecasting methods

i. Consensus forecasting, popular in recent years, help understanding the mind of the market, can miss critical turning points (e.g., Blue Chip Economic Indicators, a monthly survey of 50+ economists, missed severe downturn in 1982 and the onset of the 1990-91 recession.

ii. Scenario analysis, a sophisticated way to manipulate economic variables to created different outcomes with different probabilities assigned.  Difficult to make decisions.

iii. Historical methods, assume the past can be used for the future, which is not.

iv. Judgment is required in all forecasting methods.

IV. A Simple Two-Gap Model:  Introduction to World Bank’s Operational Model

1. Basic concepts

a. Y=C+I+X-M

b. S=Y-C

c. I-S=M-X=F

i. Two-gap theory

· Savings shortage

· Foreign exchange shortage

· Skilled labor shortage - third gap

ii. Foreign borrowing promote economic growth

d. g=(s+f)/k

g=growth rate of Y

s=S/Y       f=F/Y      k=K/C ratio

(Y/Y=(I/Y)( (Y/I)=((S+F)/Y)/k

g (Y per capita) = g (Y) - g (population)

2. Keynesian model without debt

3. Foreign capital and economic growth

4. A simplified model - Keynesian model with debt module 

a. A 10-equation model (MINIRMSM)

Y=C+I+X-M  (National income identity)

F=M-X  (Net transfer of external debt)

DOD(t)=DOD(t-1)+NF(t)  (Debt outstanding)

NF=F+INT+dRES  (Net capital flows)

GF=NF+AMT  (Gross capital flows)

AMT(t)=A0(t)+A1(t)+A2(t)+...(Total annual debt amortization )

INT(t)=rate*DOD(t-1)  (Interest payments over total debt)

C=cY  (Consumption function)

=M(t-1)*(1 + elasticity of import*Growth rate of Y)   (Imports function)

dRES=(month of imports/12)*M(t-1)-RES(t-1)   (Change in total reserves)

b. Some assumptions

i. Exports (X) and investments (I) grow at a fixed rate per annum

ii. No inflation factor

iii. Total reserves does not bear interest receipts. 

5. RMSM model: extension of the MINIRMSM

a. Y is divided into three sectors: agricultural, industrial, and services

b. Exports are divided into major export goods with export prices

c. Imports are divided into different categories with different import prices

d. Detailed balance-of-payments and debt projections

e. Consumption is residual

f. availability and requirement version

V. Integrated National Income Accounting Model (RMSM-X)

1. Integrated national accounting: national income accounts, government finance, and monetary sector

2. Sources and Uses of Funds Accounting Framework (before RMSM-X)

3. Balance of Payments accounting

a. Current account (CA)

i. Exports G+NFS (X)

ii. Imports G+NFS (M)

iii. Net Factor service payments (NFP=XS-MS)

iv. Net Current transfers (NTR)

v. Current account balance (CAB=X-M-NFP+NTR)

b. Capital account (KA)

i. Foreign grant (GRT)

ii. Direct foreign investment (DFI)

iii. Foreign borrowing

a) Loans, foreign to government (LFG)

b) Loans, foreign to private (LFP)

iv. Change in reserves (DR)

c. BOP must be balanced CAB+KAB=0

4. Monetary sector

a. Money supply: Increase in Money and Quasi-Money (MQM)

b. Money demand

i. Increase in net foreign assets (change in reserves) (DR)

ii. Loans, monetary to government (LMG)

iii. Loans, monetary to private (LMP)

5. Government sector

a. Current receipts

i. Direct taxes (TD)

ii. Indirect taxes (TI)

b. Current expenditures

i. Government consumption (CG)

ii. Transfers to private sector (TGP)

c. Government savings (SG)=TD+TI-CG-TGP

d. Capital expenditures

i. Government investment (IG)

ii. Capital transfer to private (LGP)

e. Government deficit (DG)=IG+LGP-SG

f. Deficit financing (DG)

i. Non-bank borrowing (LPG)

ii. Bank borrowing (LMG)

iii. External grants (GRT)

iv. External borrowing to government (LFG)

g. DG=IG+LGP-SG=LPG+LMG+GRT+LFG

h. Since IG-SG=SP-IP+SF

i. Therefore DG=SP-IP+SF+LGP=LPG+LMG+GRT+LFG

j. LMG=MQM-LMP-DR

k. DG=(MQM-LMP)+LPG+GRT+LFG-DR

l. (SP-IP)+LGP

i. Money created for government (MQM-LMP)

ii. Loan to government

m. SF=RG+NFP-NTR Current account deficit

i. External grant (GRT)

ii. External borrowing (LFG)

iii. Use of foreign reserves (DR)

n. Financing government deficit

i. Money printing--inflation

ii. Use of foreign reserve--exchange crisis

iii. Foreign borrowing--external debt crisis

iv. Domestic borrowing--rising interest rates and explosive debt dynamics; i.e., higher interest rates to higher debt to higher deficit

6. National accounts

a. GDP=(CP+GC)+(IP+IG)+(X-M)  X,M--Goods & NFS

b. GNP=GDP-NFP

c. GDPFC=GDP-TI

d. RG=M-X

e. SP=(GDPFC+TGP+NTR)-TD-NFP-CP (Private savings)

f. SG=(TD+TI)-TGP-CG   (Government savings)

g. SF=RG+NFP-NTR

h. (IP+IG)=(SG+SP+SF)

i. (IG-SG)=(IG+TGP+CG-TD-TI)=(SP-IP)+SF

INDICATORS/RATIOS AND EQUIVALENTS FOR COMPANIES

	Countries
	Companies
	Countries
	Companies

	GDP
	Total assets
	Trade balance
	Operating income

	GDP growth
	Asset growth
	Current account balance
	Net income

	Per capita GDP
	Productivity
	Current account balance/GDP
	Return on assets (ROA)

	Budget deficit
	Borrowing requirement for capital expenditures, net operating expenses and financial charges
	Debt service ratio (Debt service/Current account earnings)
	Coverage ratio

	Budget deficit/GDP
	Borrowing requirement/Assets
	Foreign exchange reserves
	Cash or current assets

	Debt/GDP
	Debt/Total assets
	External debt
	Debt

	Domestic debt
	Intercompany debt or debt to shareholders
	Import cover (Reserves/1-month imports)
	Current ratio

	Devaluation
	Drop in stock prices
	Foreign investment
	Equity injection

	Trade and current account
	Income statement
	External debt/current account earnings
	Debt sales

	Current account earnings
	Sales, revenues
	Endowment with natural resources
	


Source: Morgan Stanley, op. cit.

� cf. Guide to Evaluating Sovereign Credits, Aida Der Hovanessian, Morgan Stanley, Fixed Income Credit Research, November 1992.


� cf. John Holsen, “RMSM-X and World Bank Policy Analysis,” World Bank, and several other papers by WB staff


� “The Nature Of Effective Forecasts”, David Bostian, Jr., in Improving the Investment Decision Process - Better Use of Economic Inputs in Securities Analysis and Portfolio Management, AIMR, 1992.





Country Risk, Macro Models
1
Country Risk & Economic Policy
Page 3


