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Summary of the Global Outlook
Our overall economic and financial assessment remains broadly unchanged since July,
describing a sustained economic momentum in mature economies, until expected cyclicalcum-financial reversals during 2019H2., though with a more somber assessment for the
Eurozone and a more comprehensive incorporation of the rising trade tensions.
The current rise in trade protectionism is not an immediate threat to our scenario, though
encouraging higher inflation in the US, with trade diversion (to other suppliers) absorbing
most of the bilateral US-China spat. Impact will be felt increasingly during 2019 as the US
cyclical reversal and China’s slowdown exacerbate competition for market share, with a
(downside risk) potential for more disorderly and widespread trade tensions.
The projection for the US “cyclical clock” is basically unchanged: robust fiscally-boosted GDP
and profit growth until mid-2019 before the moment when rising short- and long-term
interest rates, as well as corporate spreads, absorb the initial benefits of the fiscal boost; a
sharp market would then announce the US cyclical reversal and economic slowdown, to
around +1.5% y/y, but 0.1%-0.2% q/q in 2019Q4 and 2020Q1). Our scenario for the UK
remains based on the assumption of a EU/UK agreement, but uncertainties over Brexit
negotiations could create more wait-and-see behavior and result in a slightly more negative
output than our current projection of 1.5% GDP growth on average in 2019).
The largest adjustment in our scenario is on Eurozone activity. Despite solid domestic
demand fundamentals (job creation, rising wages, substantial savings), our models and
projections incorporate now simultaneously the impact of higher energy prices on
purchasing power, the rise in broad uncertainties (trade issues, political developments, policy
challenges) and supply-side constraints. Overall, Eurozone GDP growth is revised downwards
to 1.8% in 2018Q4 and 1.6% in 2019).
We remain contrarian on the inflation outlook, with risks tilted to the upside until end-2019
(US: 3.0%, Eurozone: 2.0%, UK: 2.2%, Japan: 1.0%). Notwithstanding our scenario for a large
decline in oil price in 2019, our models still register upward price pressures resulting from
increasing resource utilization, higher import prices, and tight labor markets with rising
wages. Core inflation should remain however below central bank targets in Europe and Japan
through 2019. For the US, core inflation back to 2% signals “end-of-rescue mission” for the
Fed and justifies a return to normal policies: this should be achieved by mid-2019, implying
a recovered flexibility when the US cycle reverts; symmetrically, future ECB policy-steps
remain clouded by uncertainties related to cyclical timing and underlying financial tensions.
In this context, we have analyzed further the implications for the US yield curve (the subject
of our Research Topic). The range of models and techniques used converge in suggesting a
further translation of the curve by about 50bp up to 2019Q1 or Q2 with a marginal flattening,
followed by a further flattening and possible inversion during 20019Q3.
The translation of the macro and policy scenario on exchange rates shows persistently large
fluctuations in a range EUR/USD 1.05-1.20 during the next 18 months, with drivers moving
from interest rates (end of 2018 and early 2019) to real economic performances in the middle
of next year.
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Global Views on Emerging Markets
Key Messages
-

The current rise in trade protectionism is not an immediate threat to export-led
growth in EM, but a clear sign of rising strategic tensions between the US and China.
Impact will be felt increasingly during 2019 as the US cyclical reversal and China’s
slowdown exacerbate competition for market share. Long-term impact is not so far
considered very large, and trade diversion will absorb the brunt of the bilateral USChina spat.

-

It makes China’s cyclical management even more challenging: a delicate combination
of monetary and fiscal reflation associated to 5%-10% further CNY depreciation would
merely compensate for the drag related to trade restrictions; our scenario remains
one of substantial economic slowdown next year associated with further (though
controlled) deleveraging in the corporate sector. A disorderly deleveraging and
parallel tensions on China’s banking and financial systems is a key downside risks in
our scenarios.

-

Oil prices are expected to remain high up to early 2019 as supply side constraints,
notably in the US, combine with robust demand and acute geopolitical tensions and
uncertainties. With the addition of new pipeline facilities in the US expected from
February-March 2019, overall supply is expected to overtake demand, all the more so
when the US cycle reverts and China slows down. The decline in prices would be rapid
with Brent prices at around 50$/bl in 2020Q1.

-

Our overall assessment on Emerging Markets (EM) has therefore remained broadly
unchanged, with higher risk materialization at least up to mid-2019, reflecting
increasing vulnerabilities among key EM combining with higher US rates, dry-up in
international USD liquidity, appreciating US dollar, heightened global financial
volatility and fears of trade war. Added to political uncertainties (Brazil, Turkey…), it
creates conditions for speculative attacks on EM currencies (Argentina, Turkey, Brazil,
and to a lesser extent South Africa, Indonesia, India), induces monetary policy
reactions and paves the way for economic reversal over the next few quarters.

-

Upcoming episodes of risk materialization are expected to remain concentrated on a
limited number of countries on a rotating basis without indiscriminate deterioration.
Larger EM are affected first, with a rapid sequence from currency to activity pressures,
and a “return-to-resilience” later in 2019; They are followed by countries among the
Next10 and 30MidSize with cyclical risk as significant as exchange rate risk, and finally
by a larger number of MidSize countries with a proportionally higher payment risk.

-

Current turbulences are already impacting EM’s economic and monetary cycles, with
a progressive but substantial growth slowdown, from around 5% in 2018Q1 to a shade
above 4% in 2020Q1. For most of the currencies that have been under heavy pressure
since early 2018 (TRL, ARS, IDR, INR, ZAR, BRL), we expect “orthodox” monetary
answers and subsequent adjustment leading to re-appreciation from current
“overshot” levels. As shown in the Research Corner, correlation across EM currencies
would be driven more by the prospective CNY depreciation: as this should be limited
to a further 5%-10% weakening, it would not be large enough to create a massive
contagion.
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1. Three inter-related assumptions: impact of protectionism,
commodity prices and China’s outlook
Before constructing our scenario for the next 6 quarters, these three issues and areas of
critical uncertainty need to be clarified as they have broad consequence son the overall
unfolding.

Current rise in trade protectionism not an immediate threat to export-led
growth in EM, but a clear sign of rising strategic tensions between the US and
China
We have long argued that the spectacular increase in international trade registered during
the period 1995-2010 was not sustainable over the long run, as it resulted from an
exceptional combination of:
•

China emerging from a minor player to the second largest trading nation (with direct
implications on volume of goods traded and upward pressures on commodity prices)

•

The creation and implementation of the WTO with the implication on decline in tariffs
and reduction in non-tariff barriers to trade

•

The consequence of these two events on the so-called “break-up of supply chains” with
production increasingly broken in steps that are localized in the “best production place”
worldwide.

None of these three factors is at play since the 2008-09 global financial crisis. The
disappearance of such “international integration factors” has been associated with a rise in
trade restrictive policies that is clearly visible since 2009-2010 (hence not directly or
specifically related to the election of D. Trump in the US). Our expectations are therefore that
international trade will probably grow on a trend basis at a similar pace as overall GDP (not
substantially faster as before), and that it will be more centered on regional trade integration.
We do not read the current US administration policy as a direct threat to overall international
trade. Indeed, the background of US current trade polices is both a previous rise in trade
restrictive measures (the US have been among the most active countries for trade restrictive
measures since 2010) and a very vocal component of President Trump’s campaign devoted
to economic nationalism. President Trump and most of his economic / strategic / trade
advisors argue that multilateral rules have allowed “free riders” to unfairly benefit from the
openness of US markets; “Making America Great Again” is encapsulating the idea that others
have prevented or retrained the natural US leadership.
Restrictive policies implemented today by the Trump administration appear more like a
specific tool in political positioning and image than a result of deteriorating trade
performances: observed over the last 35 years, US external imbalances (trade balance as well
as current account balance, including services and income for assets held a broad), current
levels and recent changes do support a specific cause of alarm. Conversely, the
predominance of China in what is an “acceptable” trade or current account deficit, the highly
visible pace of Chinese goods in consumer products and the perception that China has been
the major beneficiary of such imbalance (while benefits in terms of lower consumer prices
are much less clearly perceived by US households) is fueling a broader and popular “Chinabashing”, which is precisely used by President Trump for political support.
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Exhibit 1
US external balances: not a major concern
US trade and current account balances, % of GDP

2018 Q4

Exhibit 2
US bilateral trade balances
USD bn

Sources: TAC ECONOMICS, Datastream

Overall, the analysis above suggests that the focus on China reflects a genuine concern that
China has enjoyed an unfair advantage in the multilateral system and that a “fair level playing
field” would imply either specific tariff for China (and other government-controlled
economies) or a structural change in China itself. At this moment of China’s transformation,
it is probable that China will try to find a compromise, in effect accepting higher tariff rates
and inducing limited “market-driven” influence on state-owned enterprise. Such a scenario
would finally be a « return to normal trading conditions”, and trade diversions, associated to
China’s reform, would absorb the implications. However, the pre-Trump trend in trade
restrictive practices clearly suggest that non-tariff measures are dominant. These are much
less transparent, and probably have today a stronger impact on corporate decisions and
trade flows.
It is the conjunction of past trend of restrictive / mostly non-tariff barriers with the rise in
domestic populism (US administration) or domestic authoritarianism (President Xi Jinping)
that creates a larger and broader risk to the overall international trade and investment
architecture. Indeed, we interpret the recent moves as a more explicit expression of the
strategic rivalry between the US and China.
1. This interpretation implies three broad conclusions:
If trade restrictions are mostly a tool in US-China strategic tensions, it would not be
expected to extend much beyond the bilateral relationship; indeed, all recent moves
originate from the US and most have China as a target, with now USD 250 bn of Chinese
goods exported to the US being affected by higher tariffs. By and large, this would induce
trade diversion with key competitors gaining market share, from China when selling to
the US (e.g. Mexico, a clear beneficiary of US-China trade tensions, or Vietnam, South
Korea, Malaysia…) and symmetrically for China’s market (e.g. Brazil winning markets for
soybean exports). Overall, the impact on international trade would remain muted, and
associated with higher inflationary pressures in the US.
2. The banalization of trade restriction appears more threatening for end for 2019 and 2020
when domestic demand in the US is expected to revert; competition for domestic market
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share will become much stiffer and hence the risk that current measures have a larger
impact, implying a sharper and faster transmission from the US to the rest of the world.
3. The strategic dimension of US-China tensions and the propensity of their respective
leaders to directly interfere in corporate strategies and decisions suggest a heavier
government hand / pressure on large / internationalized companies, far beyond the trade
issues (cf. the case of Chinese company ZTE during 2018Q2).

Oil prices remaining high up to early 2019 with a sharp decline later to below
55$/bl in March 2020
Our scenario for oil prices has only slightly changed compared to our previous view: demand
pressures in the short-run cannot be met by rising production as a number of OPEC countries
are simply “out of the market” (Venezuela, Libya, Iran to a large extent and more so after the
effective implementation of US sanctions in November) and US tight oil production remains
constrained by physical limitations on pipelines and storage facilities. As global economic
growth is expected to remain robust during the next few quarters, this is leading to excess
demand and a drawdown on inventories, at a time of political tensions in the Gulf area, hence
creating potential for higher oil prices.
Our set of non-linear models suggests the potential for spikes at or close to 90$/bl (Brent
prices) and a floor at 65$/bl for most of the period ahead, and a return to 55-65$/bl range in
the second part of next year.
Exhibit 3
Non-linear modelling for oil prices: beware the spikes!
US trade and current account balances, % of GDP

Exhibit 4
Oil price scenario: back to below 60$/bl late 2019

Sources: TAC ECONOMICS, Datastream

In parallel, a new model that we are currently developing (advanced econometrics with
discrete variables), based on cumulative demand-supply balances and allowing to inject
scenarios on both demand and supply confirms price tensions for the next few months.
Compared with our previous projections, the time-length of higher prices is slightly extended
with a high plateau around 75$/bl lasting until early 2019, when supply-side constraints in
the US are alleviated and expected to create a short-term “surge” in total supply precisely
when aggregate demand will start stabilizing. At the end of our forecast period (2020Q1)
demand would have slowed down markedly. We put today a tentative 50$/bl projected level
in March 2020, with a further downside risk if the cyclical reversal expected by then is acute.
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China’ reflationary policies are a modest mitigator for headwinds from
domestic and external sides
We read China’s cyclical developments in a background of four competing though
interdependent medium-term objectives: rebalancing engines and modalities of economic
growth (higher technology and value addition, larger share of household -driven demand
and services, coping with environmental pressures), reinforcing China’s role as a world
powerhouse (strengthening Chinese corporate on worldwide scale, reinforcing the CNY
international role, the Belt and Road Initiative), achieving world-power status, and keeping
the overall control by, and dominance of a single-party rule.
The past months have been characterized by a significant increase in US-China bilateral
tensions, at first sight on trade matters. As stated by an advisor to President Trump, China is
increasingly view as a threatening strategic competitor close to an inflection point where its
dominance could not be stopped. These developments are a setback for Chinese President
Xi Jinping, not only because it reveals vulnerabilities (access to technology, tradedependence) that make President Xi’s overarching aim of achieving world-power status more
difficult, but also because it makes the desired structural reforms and massive corporate
deleveraging more complex to engineer: with US restrictions on Chinese exports estimated
to reduce China’s GDP growth (directly and indirectly through lower investment spending in
export industries) by 0.5 to 0.7 points. This looks fairly manageable, but still carries a risk of
triggering a “disorderly deleveraging” if confidence in the banking / financial system were
affected, and/or if currency risks were revalued to such an extent as to create huge capital
outflows despite capital controls.
The likely weakening of President Xi’s power within Chinese leadership and the assessment
of the potential impact of US trade restrictions have led to the set-up of still modest
reflationary policies. This is so far mostly through liquidity injections by the central bank in
the interbank market and the subsequent decline in SHIBOR interest rates, lowering
constraints on real estate investment and financing and the subsequent reversal in real
estate prices, and an acceleration in infrastructure spending, including for the Belt & Road
Initiative (BRI)
Exhibit 5
3-month SHIBOR Interest Rate

Exhibit 6
China - New House prices
y/y, %, 70 medium & large cities

Sources: TAC ECONOMICS, Datastream
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The supportive monetary and quasi-fiscal policies do not appear to be enough to interrupt
the inception of downward phase of the cycle. Total investment is unlikely to revert in a
context of larger uncertainties on potential excess capacities in export and export-related
industries; beyond infrastructure spending, debt levels are still constraining capex, and the
sensitivity of corporate “technical solvency” to even moderate economic slowdown is
probably under-estimated.
Exhibit 7
China - Investment in fixed assets - urban areas
y/y, %, cmlv

Exhibit 8
China - Aggregate Social Financing
y/y growth, %

Sources: TAC ECONOMICS, Datastream

Overall, our scenario remains almost unchanged, with a managed but substantial economic
slowdown, with a first / trade-related decline to 6% in 2019H1, followed by a second step
associated with larger debt restructuring and corporate difficulties in the later part of 2019
and early 2020. This would be associated with a further 5%-10% depreciation of the CNY
against USD, i.e. a total 15%-20% depreciation over the “overvalued” level of USD/CNY 6.30
in March 2018.
Exhibit 9
GDP growth outlook for China: substantial but managed
slowdown (y/y growth, %)

Exhibit 10
CNY exchange rate against USD: controlled depreciation
USD/CNY, quarterly averages

Sources: TAC ECONOMICS, Datastream

TAC ECONOMICS
www.taceconomics.com

10

Country Risk Analytics – EM Quarterly MacroFinance Research

2018 Q4

2. Financial turbulences in EM: selective and sequential still
more likely than indiscriminate deterioration
Our overall assessment on Emerging Markets (EM) remains broadly unchanged, with higher
risk materialization at least up to mid-2019, reflecting increasing vulnerabilities among key
EM (as announced by our Risk Ratings, and indeed providing a critical clue on timesequencing) combining with higher US rates, dry-up in international USD liquidity,
appreciating US dollar, heightened global financial volatility and fears of trade war.
This triggered a series of speculative attacks on EM currencies (Argentina, Turkey, Brazil, and
to a lesser extent South Africa, Indonesia, India), induced substantial capital outflows and
monetary policy reactions, and create a self-reinforcing worry on EM developments.
Exhibit 11
Average Economic & Financial Risk Rating
2-year lead on actual risk materialization

Exhibit 12
Emerging Markets Nominal Exchange Rate /USD
base 100 Jan. 1, 2008, average for 10KeyEM

Sources: TAC ECONOMICS, Datastream

Questions now are both on timing / sequence /exit from difficulties on one side, on risks of
widespread contagion on the other side.

Upcoming episodes of risk materialization remain concentrated on a limited
number of countries on a sort of rotating basis without indiscriminate
deterioration
Using quantitative outputs from our country-risk tool RiskMonitor and incorporating the
results presented in the Research Corner, our view remains on a sequential and selective
process, with larger EM affected first and more on currency than other aspects of countryrisk; followed by countries among the Next10 and 30MidSize 1 with cyclical risk more
significant, and finally a larger number of MidSize countries with a proportionally higher
payment risk.

1

See list of countries in each group in Appendix at the end of the document
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The charts below show the levels of Economic & Financial Risk ratings (horizontal axis), and
their changes since 2016Q2 (vertical axis), with two classifications, one based primarily on
size (10Key, Next10, 30MidSize and 50Smallest) and the other by regions. Ratings are plotted
for each type of possible difficulties (Exchange Rate, Activity, Payment risks), and changes in
Ratings between 2016Q2 and the latest readings (usually 2018Q2) are indications of the
expected dynamics in risk materialization from now to 2020.
The upper-right area of the chart shows higher levels of risks that have deteriorated since
2016Q2, implying larger / more persistent risk materialization later in 2019 and early 2020;
the 30MidSize, and to a lesser extent the Next10 (exchange rate risk, activity risk) are in this
negative quadrant. Middle-East and North Africa (MENA) and to a lesser extent Latin America
are, overall for the regions, in a more negative setting.
Conversely, the bottom-left area shows lower relative levels of risk today, associated with a
reduction in risk measures since 2016Q2, hence a better situation after the current
turbulences. Only payment risk for the 10Key and the 50Smallest are there, but exchange
rate and activity risk have also visibly improved since 2016Q2 for the 10KeyEM, comforting a
scenario of managed though substantial adjustment in China, relative resilience brought by
the 2018 policy adjustments in Turkey, Indonesia, Mexico and to some extent South Africa,
Russia and India.
Exhibit 13
Economic & Financial Risk Ratings by groups of countries
Latest levels and change since 2016Q2

Exhibit 14
Economic & Financial Risk Ratings by regions and type
Latest levels and change since 2016Q2

Sources: TAC ECONOMICS

Current turbulences negatively impact EM’s economic and monetary cycles
The sequence of turbulences where many among the 10KeyEM have already been
substantially affected by downward pressures on their currencies has immediate
consequence on overall cyclical developments.
Monetary policies are being tightened, first in countries where currency pressures were
strongest and domestic momentum strong (e.g. Turkey, Indonesia) or foreign currency
reserves clearly insufficient (Argentina, Turkey again).
Faced with increasing international financial turbulences and pressures on exchange rates,
monetary and fiscal policies have been tightened: policy rates as well as bond rates for the
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10KeyEM have increased substantially, by 75bp on average for the former between March
and September 2018, and by more than 150bp for the latter since the trough of early 2017.
Exhibit 15
Cyclical Balance
All 100 countries and 10KeyEM
The Cyclical Balance looks at the de facto stance of the
monetary policy and the momentum of domestic activity.

Exhibit 16
PMI leading indicator
Global EM and 10KeyEM

Sources: TAC ECONOMICS, Datastream, Markit

Considering the usual time-lag between policies and actual impact, this points to a cyclical
slowdown that will amplify towards the end of 2018 and in the early part of 2019. EM
economic momentum is losing steam: both our Cyclical Balance and leading indicators
suggest an overall reversal in growth dynamics starting at the end of 2018 and gathering
steam during 2019.
Exhibit 17
Emerging Markets Interest rates
10KeyEM weighted by GDP

Exhibit 18
GDP growth projections to 2020Q1 (overall and 10KeyEM)

Sources: TAC ECONOMICS, Datastream
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Mid-term consistency between improving ratings and more negative US
economic outlook for end-2019: improved “cyclical autonomy” and resilience
for larger countries but sensitivity to China + US cannot be erased
The 2-year lead-time of our Ratings on actual risk materialization suggests an improving
situation towards the end of 2019 and in 2020. From our other models and tools, we expect
a significant shock on US equity markets towards the middle of 2019 and a subsequent US
cyclical reversal with very low quarter-on-quarter GDP increase, possibly zero, in the first part
of 2020. Both financial transmission and trade transmission would suggest a difficult
moment for EM.
We read this contradiction with a triple “compromise”:
•

The improvement suggested by our Ratings is unlikely to be on the growth / activity /
cyclical side, and the slowdown expected in early 2019 is unlikely to be reverted later.
The transmission from China’s slowdown and US reversal will dent international trade
and probably trigger stronger risk aversion for financial investors. The largest EM would
keep rooms-to-maneuver as their adjustment would be past, and their large domestic
market would be associated with stronger resilience for overall activity. This would also
be supported by further trade liberalization among EM and developing countries.
Symmetrically, mid-size countries more exposed to international trade and / or still
having substantial imbalance to tackle could be dragged more acutely into rapid
economic slowdown.

•

In parallel, the fact that most large EM would have adjusted to financial pressures much
earlier (i.e. 2018H2 and early 2019) and have exchange rate more aligned with valuation
fundamentals (or even undervalued, e.g. Mexican Peso) would be associated with a
period of declining US interest rates and a depreciating / stabilizing US dollar. For the
larger EM, this would indeed suggest stronger resilience also on the currency / exchange
rate side.

•

A “final” compromise is related to payment risks, which are still substantially below the
other risk ratings (exchange rate, activity) and have declined since 2016Q2. Our
fundamental analysis suggests that we underestimate payment risks which remain
today fairly contained and under control (with the notable exception of Brazil). But we
have alerted many times on the specific feature of the past “negative” dynamics in risk
ratings was the concentration of debt (both local currency and Fx) with corporates and
banks while the sovereign remained more prudent. We do not have yet the experience
of a wave of corporate difficulties implying foreign creditors, and plausible outcomes
include (a) transfer of risks to the sovereign, (b) coordinated restructuring under
government auspices, or (c) set up of capital controls so that foreign debt payments from
the private sector cannot deplete official Fx reserves or create a collapse in the exchange
rate.
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Research Corner: Assessing risk of
currency contagion in Emerging Markets
Key Messages
-

We aim at assessing the degree of potential contagion among EMDEs’ currencies, i.e.
the risk that strong depreciation pressures on a couple of “vulnerable” exchange rates
could extend indiscriminately to other countries and exchange rates.

-

RiskMonitor Fundamental Balances show no generalized weakness pointing to a
broad and continuous pressure on EMDE currencies; conversely, performances and
vulnerabilities are highly different by groups of countries, with more “common
vulnerabilities” to future pressures on exchange rates for the 30MidSize as well as the
Next10, while both largest and smallest EMDEs are now less fragile.

-

Using 1997-2018 monthly correlations across currencies for 17 EMDEs and 2 majors
(EUR, JPY), we show a long-term driving role for USD movements, though with
nuances: JPY has lower average correlations with most currencies; there are
substantial differences in correlation intensity; and a large number of elements in the
matrix showing low or modest co-movements.

-

Every episode of “tightening” in the US, characterized by higher Fed Fund rates and an
appreciating US dollar has been accompanied by a rise in the degree of exchange rate
correlation across EMDE, but such increase has been highly irregular and cannot be
considered as a decisive factor for high contagion among EM currencies.

-

Over 1997-2018, the periods of intense contagion across EMDE’s exchange rates were
associated only with what we see as “systemic risks for the global financial system”,
including the post-Lehman global financial crisis, the Eurozone sovereign shock of
2010-2012, and to a limited extent the US presidential election in 2016Q4.

-

Recent changes in currency correlations (mid-2017 to Sep.2018) show an unusual
succession of differing phases, with early 2018 “negative” correlations associated with
rising commodity prices (and their impact on commodity producers’ exchange rate)
giving way to higher co-movements coincident with the start of CNY depreciation
against the USD.

-

The aggregate degree of exchange rate correlation should remain elevated during the
next couple of quarters, though not at peak levels; co-movements are expected to
remain strong across the 10KeyEM with however differentiation for commodity
exporters: they should benefit from lower or negative correlation over the short-term
as commodity prices remain strong, but would be “disproportionately” affected when
commodity prices are expected to revert during 2019.

-

We would need to have a “systemic” event worldwide to induce a substantial increase
in contagion effects. The single most important factor would be China’s policy
regarding the Yuan. Any disorderly financial and cyclical unfolding in China would have
all the features of such systemic events and would create immediate and large
contagion. Though not a central scenario, it is clearly one of our large downside risks.

-

Our views on the EUR/USD exchange rate, characterized by wide swings in a 1.05-1.20
range over the next six quarters, associated with declining Fed Fund rates as soon as
the latter part of 2019 would bring a significant relief to EMDE’s exchange rate against
the USD towards the end of next year, probably still with synchronized effects on most
currencies.
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The international environment has turned more negative for Emerging Markets and
Developing Countries (EMDEs), with a triple pressure from higher US interest rates, a
stronger US Dollar, and the rise in trade protectionism. In parallel, our tools and fundamental
analysis insist on the large differentiation among EMDEs and the wide range of highly diverse
risk or vulnerability situations. Furthermore, this international uncertainty comes with large
domestic political worries in key countries, notably Brazil, Mexico, Turkey, Argentina or
Hungary, though with different characteristics.
Most EMDEs’ currencies affected so far by intense depreciation pressures were among the
largest countries and those particularly vulnerable. Among the 10 Key EM, exchange rates in
Turkey, Brazil, South Africa and Russia have depreciated by more than 15% over the last six
months. Extending our observation to a sample of 17 countries and currencies (the 10KeyEM,
plus Thailand, Malaysia and the Philippines in Asia, Hungary and the Czech Republic in
Eastern, Egypt and Colombia), we have a dual perspective of common movement (most
changes are for depreciation) but with substantial differences (the Mexican Peso has
appreciated against the USD since early 2018
Exhibit 19
Nominal Exchange rate against USD changes (%)
as of Sep. 26, 2018

Sources: Datastream, TAC ECONOMICS

In such an uncertain context, we aim here at assessing the degree of potential contagion
among EMDEs’ currencies, i.e. the risk that strong depreciation pressures on a couple of
“vulnerable” exchange rates could extend indiscriminately to other countries and exchange
rates.
As always in our Research Corners, we use an array of quantitative tools and techniques to
provide some light on the issue, including outputs from our RiskMonitor Fundamental
Balances and a systematic measure of correlations on a sample of 17 different EMDE
currencies over a long period of time, from 1997 to 2018Q2.
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1. Highly differentiated currency valuations and risks of
turbulences, with 30MidSize most vulnerable
When investigating currency risks, we start by looking at what our country-risk set of tools
RiskMonitor can tell us. Among the six Fundamental Balances that are the foundation of
RiskMonitor, the Foreign Exchange Balance is focused on the currency: it looks at the relative
competitiveness of a currency (overvaluation, undervaluation or neutrally valued from a
competition perspective) as well as at the dynamics of official foreign currency reserves
(volatility and role of short-term capital flows).
Three other Fundamental Balances have also a significant influence on currency risks: the
Liquidity Balance, which aims at assessing a net short-term currency position (short-term Fx
assets versus short-term Fx liabilities) at country level, the Growth Balance (is economic
growth triggering unsustainable external deficits, which would clearly point to the need for a
more competitive currency), and the Debt Balance (has the country access to stable sources
of foreign funding, or is it relying on more vulnerable capital and banking flows).
The next few charts help looking at the issue: we plot the different groups of countries
(10KeyEM, Next10, 30MidSize and 50Smallest, see list of countries in each group in
Appendix), first on our Foreign Exchange Balance, then on combination of meaningful
indicators from the other Balances.
For the 10KeyEM, the average position in 2018Q1 is close to the center of the chart, with very
modest aggregate exchange rate competitiveness overvaluation (much lower than in 2013Q1)
associated with slightly negative forex reserves quality; among the 10, China had the largest
overvaluation, while it was about 10% above neutral level for India and Indonesia, while all
others were neutral in 2018Q1 and therefore probably much more competitive after the past
months’ turbulences.
Exhibit 20
Foreign Exchange Balance: different positions and different paths since 2013.
by country’s size group

Sources: TAC ECONOMICS
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The highest risk is for the 30MidSize, which exhibits both large overvaluation (and a
substantial deterioration since 2013) and poor reserve quality; the Next10 show a similar
level of currency overvaluation and a parallel deterioration since 2013, but with an average
quality of reserves which is substantially better. In both cases however, we would expect the
next wave of currency pressures to be on countries within these two groups. Overall, 49 out
of the 100 EMDEs that we monitor have a neutral currency valuation as of 2018Q1, 31 with
more visible symptoms of overvaluation and 20 with currencies which are providing a
substantial competitive advantage. Among the Next10 and 30MidSize, the most overvalued
currencies in 2018Q1 include Sri Lanka, Vietnam, Hungary, Argentina (which has depreciated
massively since our latest data) as well as Sudan, Venezuela, Myanmar and Angola.,
The combination of the other Balances’ indicators that aim at capturing some aspects of
currency risks would confirm the diagnostic, though with nuances.
One approach is a combination of the forex reserve quality from the Foreign Exchange Balance
and the forex liquidity taken from the Liquidity Balance and measuring the amount of Fx
reserves held by the central banks: here, the 30MidSize show the most mediocre
performances on both quantity and quality of foreign exchange reserves, with a relative
deterioration on both since early 2017; the Next10 have better quality and quantity of
reserves, providing some ability to manage potential turbulences and sharp swings in capital
flows. Countries in the worst position on this combination of indicators are mostly among
smaller countries (Guinea, Benin, Yemen, Congo, Dominica) as well as Ethiopia.
Exhibit 21
Forex reserve quality and Forex liquidity
by country’s size group

Exhibit 22
External Balance and Financing Stability
by country’s size group

Sources: TAC ECONOMICS

A second approach measuring vulnerability from the more structural factors (external balance
from the Growth Balance, and financing stability from the Debt balance) shows the 10KeyEM
as less vulnerable than all other groups; the Next10 have particularly poor financing stability,
hinting at sources of financial volatility ahead, while the 30MidSize and 50Smallest have
secured more stable sources of long-term funding but have simultaneously larger deficits in
their external accounts.
This first step of our research would therefore suggest the following:
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There is no “generalized” weakness that would point to a broad and continuous pressure
on EMDE currencies, i.e. macro factors do not support the view of “fundamental”
contagion; conversely, performances and hence vulnerabilities are highly different by
groups of countries.

•

Despite large differences within each group of countries, we find more “common
vulnerabilities” to future pressures on exchange rates for the 30MidSize as well as the
Next10, while the largest and smallest EMDEs appear less fragile today.

•

We find also more commonalities in foreign exchange reserve situations (either quality
or quantity) with relatively mediocre and recently deteriorating performances. This
suggests that volatility in EMDE currency markets may well be synchronized or
sequential with investors “testing” central banks’ resolve and policies.

•

The two previous remarks suggest strong potential contagion for currency volatility but
divergent medium-term paths for exchange rate valuations.

2. Low but positive medium-term correlations across EMDE
currencies
We use here a sample of 17 EMDEs 1 for which we measure co-movements on monthly
exchange rates against the USD on rolling 12-month windows over the period Jan.1997 to
Sep.20182.
The matrix below shows first the average correlations observed over the whole period 19972018. A blue element of the matrix indicates positive correlation (exchange rates of the two
countries move in tandem vis-à-vis the US dollar) and a red one negative correlation. The
darker the color, the stronger the correlation. Euro (quoted as is usually the case, i.e. dollars
per euros, while the opposite for all other currencies included here) and Japanese Yen are
also included in the statistical computations. The overall average on the 17 EMDEs shows a
correlation of 35%: in other terms, 35% of exchange rate movements against USD in EMDEs
are synchronized.

Our 10KeyEM (Brazil, Russia, India, China, South Africa, Turkey, Indonesia, Poland, South Korea and Mexico), to which are
added Egypt, Colombia, Thailand, the Philippines and Malaysia (which belong to the Next 10 group), and Hungary and the Czech
Republic (which belong to the 30-Mid-Size group).
2
Monthly values for September 2018 are based on the average of daily values from Sep. 1st to Sep. 25.
1
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Exhibit 23
Aggregate Long-Term Correlations in EMDE exchange rates (against USD)
Jan. 1997-Sept. 2018

Sources: TAC ECONOMICS

We derive four messages from this aggregate observation:
•

When reading the negative correlation against EUR for most currencies with the inverted
(quotation) sign, the average matrix confirms the role of “driving currency” for the US
dollar during the last 20 years (almost all correlations are positive) though with
substantial differences in degree and a large number of elements in the matrix showing
low or modest co-movements.

•

Only the Egyptian Pound (EGP) shows a broad “independence” from other currency
movements in EMDEs with correlations close to zero against all other 16 exchange rates,
basically reflecting a fully controlled exchange rate, on average during this period 19972018 (and hence the only “positive” correlation with the Chinese Yuan, CNY, another
managed / controlled currency during most of the period).

•

Almost all other correlations are from weak to strong, but always positive, hence
confirming contagion or co-movements against USD phenomena across EMDE
currencies, but not very substantial and highly diverse across countries. Lowest degrees
of correlation appear, on average, for countries having periods of strong exchange rate
management (China, Russia).

•

The matrix suggests two broad different dimensions for analyzing stronger correlations
and co-movements: regional factors have a strong role (Asia: stronger correlation
between the Philippines, Thailand, Malaysia, Korea and Indonesia; Europe: Poland, Czech
Rep. and Hungary); in parallel, higher correlations are noted for currencies of arbitrage
markets for international investors (Brazil, South Africa, Turkey, Russia).
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3. Time-dynamics of EMDE currency correlations show
ambiguous and limited relation with US monetary policies
We focus here on time changes in aggregate correlations across our 17 EMDE exchange rates
against USD. We use 12-month rolling correlations over the whole period Jan.1997 to
Sep.2018, and we compute a synthetic index of aggregate correlation by counting the
number of correlations above 75% (positive or negative) in the whole matrix for any given
12-month period.
The objective is to compare the time-dynamics of this synthetic Correlation Index with
“specific” episodes of the US economic and financial cycles.
The next chart plots our Correlation Index since early 1999, with the left-hand scale giving
the number of countries with correlations against the other EMDE currencies above 75% (on
a total of 17 countries). It is compared to an effective exchange rate of the USD, and shaded
areas are for moments of simultaneous increase in Fed Fund rates and appreciation of the
USD.
Exhibit 24
Correlation, USD effective exchange rate and US Tightening periods, 1999-2018

Tightening Index: Simultaneous US monetary tightening and US Dollar appreciation
Correlation Index: Average number of EM currencies with correlations above 75%
USD Broad Index: Effective US Dollar exchange rate
Sources: Datastream, TAC ECONOMICS

We complete the analysis with the observation of our Correlation Index with US economic
recessions (left-hand chart below, with NBER-defined periods of US recession in yellow) and
the index of financial volatility VIX (right-hand chart). The relationship with the latter is the
most convincing, though many episodes of “independence” remain.
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2018 Q4

Exhibit 26
EMDE XR correlation and VIX

Sources: TAC ECONOMICS

We conclude with two robust observations:
•

Over the entire period, we see “broadly usual” fluctuations of the number of countries
with highly correlated exchange rates in-between 3 and 9 countries out of the 17 (and
an average of 7), interrupted by short periods of much higher levels for the Correlation
Index, substantially above 10. These “exceptional contagion phases” coincides with what
we see as “systemic risks for the global financial system”, including the post-Lehman
global financial crisis, the Eurozone sovereign shock of 2010-2012, and to a more limited
extent the presidential election in the US in 2016Q4.

•

Every episode of “Tightening” in the US, characterized by higher short-term interest rates
and an appreciating US dollar has been accompanied by a rise in the Correlation Index,
but such increase is highly irregular: de facto, the Tightening Index is not a decisive factor
for higher contagion among EM currencies. We can observe a rise in global correlation,
indicating greater contagion of exchange rate adjustments, during periods of global
monetary stress (i.e. lesser liquidity of US Dollar on international capital markets).
However, the size of the currency adjustments and dynamics of contagion are varying
significantly during these stress periods.

4. Recent developments and consequences for contagion risks:
beware the Chinese Yuan
When zooming on the latest “US Tightening Episode”, the previous chart highlighted specific
and unusual features: the 12-month aggregate Correlation Index increased substantially
after a trough in June 2017 and before the current Tightening, then declined by a similar
amount during the first phase of the Tightening before reverting again since July 2018. We
have therefore observed every correlation matrix for each month since the start of the
current Tightening Episode to understand the reasons behind such unusual features.
The set of charts next page shows the matrixes on 8 different months since the “low
correlation point” of June 2017, with monthly observations since February 2018.
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Exhibit 27
12-month Correlation Matrixes on exchange rates against USD for 17 EMDEs and EUR, JPY
June 2017

December 2017

February 2018

March 2018

April 2018

May 2018

June 2018

July 2018

August 2018

September 2018

Color Scale

Correlation values (%) - Sep.2018

Sources: Datastream, TAC ECONOMICS

They allow pointing to four subsequent phases:
•

The June 2017 matrix illustrate an exceptional period of “stable” conditions i.e.
correlation across most EMDEs close to zero, either positive or negative. This can be
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related to the overall “low volatility” environment that prevailed then on global financial
markets.
•

Correlation matrices from Dec.2017 to Apr.2018 show that a major change occurred
then, with much higher correlation but with both positive and negative values; currency
segmentation seem to be related to commodity dependence: exchange rates for Russia,
Brazil, Colombia and South Africa exhibit negative co-movements with most other
exchange rates, while the “manufacturing” EMDEs show high positive correlations
against each other.

•

Starting in May 2018 – coincident with the increase in trade tensions between the US and
China – and up to July, the negative correlation between commodity and non-commodity
EMDEs faded away in parallel with an increasing correlation between the Chinese Yuan
and other EMDE currencies.

•

In August and September 2018, the changes in matrices come from a rising level of
correlations across the 10KeyEM; this may be related either to the specific “endogenous”
issues of the commodity exporters within the 10KeyEM (sanctions against Russia,
political transition in South Africa, looming elections in Brazil), or a market-driven pricing
of the peak risk materialization for these 10KeyEM progressively spreading to the other
exchange rates. It also coincides with still increasing correlations with the CNY, and a
progressive transmission to “competing” countries, both in the region (Malaysia,
Thailand) and with Central and Eastern European countries.

Incorporating our views on countries having already “adjusted” or being close to do so
(Turkey, Argentina, Indonesia, South Africa) with the past depreciation and monetary
reactions, and assuming that specific political concerns do not deteriorate further in key
countries, adding then our broad observation of aggerate correlation dynamics, we infer two
conclusions from the previous observations:
•

The aggregate degree of exchange rate correlation should remain elevated during the
next couple of quarters, though not at peak levels; co-movements are expected to
remain strong across the 10KeyEM with however differentiation for commodity
exporters: they should benefit from lower or negative correlation over the short-term as
commodity prices remain strong, but would be “disproportionately” affected when
commodity prices are expected to revert during 2019.

•

We would need to have a “systemic” event worldwide to induce a substantial increase in
contagion effects. Though candidates abound (Eurozone structural difficulties, impact of
the expected reversal in US financial markets, geopolitical uncertainties…), we believe
the single most important factor would be China’s policy regarding the Yuan. Any sudden
/ uncontrolled / disorderly financial and cyclical unfolding in China would have all the
features of such systemic events and would therefore create immediate and large
contagion. Though not a central scenario, it is clearly one of our large downside risks.

•

Our views on the EUR/USD exchange rate, characterized by wide swings in a 1.05-1.20
range over the next six quarters, associated with declining Fed Fund rates as soon as the
latter part of 2019 would bring a significant relief to EMDE’s exchange rate against the
USD towards the end of next year, probably still with synchronized effects on most
currencies.
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Detailed risk analysis on 10 key EM
The Economic & Financial Risk ratings (horizontal axis) reflect our measure of
macroeconomic and financial quality (ratings for currency, activity and cross border
payments risks), whereas the Political & Governance ratings (vertical axis) are updated with
annual data released by the World Bank. Countries most at risk are located within the upper
right corner of the graph, and the countries with the lowest risk at the bottom left.
Of the 10 key emerging economies, six (Russia, China, Mexico, India, Indonesia and South
Korea) demonstrate lower than the median Economic and Financial Risk rating for the 100
RiskMonitor countries. However, noticeably China and Russia are at the margin of higher
risk levels. In particular, China has a Watch List indication on Exchange Rate (since 2017Q3)
due to its highly overvalued currency, and also excessive domestic leverage; meanwhile,
Russia is registering modest economic growth along persistent geo-political tensions.
Exhibit 28

Economic & Financial Risk Rating vs Political Risk Rating (from 0: best, to 100: worst)

Source: TAC ECONOMICS

Similarly, seven countries enjoy low or below median Political Risk ratings. Whereas, amongst
the three countries (Turkey, Russia and China) with elevated Political Risk levels, Turkey
remains in the Higher Risk quadrant. Both Watch List Indications on the Exchange Rate and
on Economic Activity highlight persistent economic vulnerabilities; after the massive currency
adjustment, escalating inflation and monetary tightening should reduce domestic demand.
On the contrary, Mexico, Indonesia, India and South Korea are in the Lower Risk quadrant
enjoying below median Eco. & Fin. Risk and Political Risk ratings. However, Mexico is close to
significant threshold on political and governance risk, especially in a context of recent
President elections and uncertainties around NAFTA negotiations. Finally, Brazil, South
Africa and Poland have elevated Eco. & Fin. Risk ratings as Brazil continues to show a Watch
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List Indication for Exchange Rate with potentially substantial volatility; South Africa is
affected by poor economic performances and structural weaknesses; and Poland’s
momentum of domestic demand is expected to rapidly decelerate.

This second graph summarizes changes between the same Economic & Financial Risk ratings
(horizontal axis) and Political Risk ratings (vertical axis) over the past year, which allows for a
precise analysis regarding risk dynamics.
While five countries have registered an improvement in their Economic & Financial Risk
ratings over the last one year, four of them (Brazil, India, South Korea and Indonesia) have
seen a dual improvement. Only Turkey have recorded an unfavorable dynamic in Political
Risk ratings, which was highlighted more recently by contentious Presidential elections and
souring geo-political ties with neighboring countries and the US. Meanwhile, Poland‘s Eco. &
Fin. Risk ratings have been stable at an average level over the last one year.
Overall, the growing ranges between the largest improvement and deterioration in both Eco.
& Fin. and Political Risk ratings indicate greater differentiation among the 10 Key EMs. This
corroborates the uncertainty on the global EM economic outlook, with several countries still
exhibiting strong macroeconomic fundamentals, but with higher vulnerability to global
financial volatility.
Exhibit 29

Economic & Financial Risk Rating vs Political Risk Rating changes over one year

Source: TAC ECONOMICS

Signals from RiskMonitor (Crisis Signals and Watch List indications) are leading indications
which point to extreme vulnerabilities to violent shocks and related period of highest
vulnerability.
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WatchList Indications / Crisis Signals
•

Brazil - WatchList Indication on Exchange Rate - 2016Q3-2021Q2

•

China - WatchList Indication on Exchange Rate - 2017Q3-2020Q2

•

Turkey - WatchList Indication on Exchange Rate - 2017Q2-2020Q1
Turkey - WatchList Indication on Economic Activity - 2017Q2-2020Q1

For Brazil, the Overall Economic Rating has stabilized at an average level (50.3-C in 2018Q2),
along with a declining exchange rate risk rating. The country is still under Watch List
Indication on Exchange Rate up to 2021Q2. This highlights the multiple vulnerabilities of the
Brazilian Real to both financial volatility, global risk aversion and domestic political
developments. Indeed, even though the 25% depreciation year-to-date to above USD/BRL 4.0
improves the exchange rate competitiveness, uncertain Presidential elections outcome (in Oct.
2018), escalating trade tensions and gradual erosion of interest rate spread should continue
to affect domestic and foreign investors’ confidence.
For China, the overvaluation of the currency and the massive domestic financial leverage
clearly account for the undergoing Watch List Indication on Exchange Rate. Rising strategic
tensions between the US and China make China’s cyclical management even more
challenging: a delicate combination of monetary and fiscal reflation associated to 5%-10%
further CNY depreciation would merely compensate for the drag related to trade restrictions;
our scenario remains one of substantial economic slowdown next year associated with
further (though controlled) deleveraging in the corporate sector. A disorderly deleveraging
and parallel tensions on China’s banking and financial systems is a key downside risks in our
scenarios.
For Turkey, the worrying combination of unsteady economic growth, surging inflationary
pressures, large external imbalances and escalating geopolitical uncertainties (in relation
with the Syrian conflict) should create significant pressures on the domestic activity in the
short- to medium-term, consistent with the Watch List Indication on Economic Activity, likely
to materialize in the coming quarters. The depreciation trend observed on the TRY since
2018Q2 (-53.8%) validates the WatchList Indication on Exchange rate. The currency should
still register further bouts of significant depreciation given the projected economic recession
combined with the rising global financial volatility.
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Brazil

WatchList Indication

Overall Risk
• Our 2-year leading Economic & Financial Risk Rating for Brazil was at its highest in 2016Q3 suggesting
that maximum difficulties for the country would materialize now. This is in line with our WatchList
Indication on Exchange rate and with the turbulences observed on the Brazilian currency from March
2018 (and probably up to 2019).
•

2018 Q4

Risk-Scores on Fundamental Balances
from 0 (lowest risk) to 100 (highest risk)

The improvement of Economic & Financial Rating from 2016Q4 to 2017Q4 however suggests that
Brazil would suffer less in 2019 in spite of our scenario of US cyclical and commodity reversal and
despite structural vulnerability and medium-term challenges for the country which are illustrated by
a still mediocre Rating (close to 50-C).

•

The nationalist candidate, Jair Bolsonaro (Partido Social Liberal), leads voter intentions for the next
Presidential elections in Oct. 2018, even though Fernando Haddad (Partido dos Trabalhadores, PT)
progressively benefits from transfer of Lula’s voter intentions. The two front-runners are also
massively challenged by Brazilians (high rejection rates in polls) suggesting a probable high
abstention rate, uncertain elections outcome and likely strong difficulties for the next President in
running the country and implement necessary reforms to restore the public budget.

Recent Events
• GDP growth has continued its deceleration in 2018Q2 (+1.0% y/y in 2018Q2 from +1.2% y/y in 2018Q1
and +2.1% in 2017Q4) mainly due to the negative contribution of net trade.
•

Inflation jumped to 4.4% y/y in June 2018 from 2.9% y/y in May and remained in the Central Bank’s
lower range target (+4.5% ±1.5%) during the summer.

Interest Rates & Currency Dynamics
• The Brazilian Real has been regularly affected with a total 25% depreciation year-to-date. The last
episode of depreciation occurred in August when the presidential campaign was officially launched
illustrating the tense political environment. Despite massive level of forex reserves (almost USD 380
bn) and large currency swap programme (notional value above USD 65 bn), Brazil’s obvious
structural weaknesses (large public deficit, low potential growth…) in a context of political uncertainty

•

Economic & Financial Risk Rating History
from 0 (lowest risk) to 100 (highest risk)

and global risk aversion are an invitation for speculators to test the Central Bank’s determination to
support its currency. And new episodes of volatility / depreciation of the Real are very likely by the
end of the year.

Risk Ratings

Current

Previous
Quarter

Last Year

Economic & Financial

49.8 – B

50.0 – B

50.5 – B

Selic rate has been kept unchanged since March 2018 (at 6.5%) on the support of low inflation rate.
Monetary policy is expected to remain unchanged until the elections in October, then to be tightened
when recent currency depreciations are transmitted to inflation.

Political & Governance
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-
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Watch List
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Watch List
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Watch List
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China

Watch List Indication

Overall Risk
•

The average Economic & Financial Risk Rating of China has stabilized at an “intermediate” level
around 42-C, substantially higher than the previous mid-2014 trough, but below the peaks
registered during 2016. The 2016 deterioration gave a very correct early indication of the current
increase in risk materialization, characterized by a growth slowdown, a currency depreciation and a
rising number of corporate defaults and bankruptcies. The time-profile of our rating suggests a
short moment of calmer situation at the end of 2018/early 2019 before another increase in risk
materialization at the end of 2019 and early 2020.

•

This is consistent with our expectations of simultaneous deterioration in the Growth and Liquidity
Balances, suggested by poorer external performances even before the impact of US trade
restrictions, and stabilizing / declining foreign exchange reserves.

•

The country remains affected by a WatchList Indication suggesting a high vulnerability to sudden
shocks, on the currency but also indirectly on economic activity. Though our central scenario is one
of significant but controlled economic slowdown and a further 5%-10% depreciation of the CNY
against the USD, a vicious circle of more rapid economic deceleration despite supportive policies,
widening gap between US and China’s interest rates and increasing worries on the financial sector
could create conditions for a more disorderly process associated with uncontrolled capital outflows.

Recent Events
•

GDP growth has slowed marginally in 2018Q2 (6.7% y/y), with lower growth for investment spending
partly compensated by robust household demand, in a context of consumer price inflation
stabilized around 2%. Despite trade tensions, export volumes have accelerated in 2018H1, to
around +12% year-on-year against 5% in 2017 and almost zero in 2016.

•

However, the imposition of higher tariffs (from 10% to 25%) on a total of USD 260bn US imports
from China (more than 50% of China’s total exports to the US) is going to exert a visible drag on
export dynamics as well as investment spending by the export industries. Overall, it would reduce
China’s GDP growth by 0.5 to 0.7 points. This has been a major factor inducing a relaxation of China’s
cyclical policies since May 2018.

Interest Rates & Currency Dynamics
•

Trade tensions were associated with large liquidity injections by the PBoC in interbank markets
leading to a 130bp decline in Shibor interest rates, an acceleration in infrastructure spending, and
a depreciation of the CNY (5.75% YTD, to CNY 6.88 on Sep. 26, 2018). This has so far allowed a
modest inflection in indicators that remain downward oriented. We would expect further, but
limited, reflationary policies over the next few months.
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Risk-Scores on Fundamental Balances
from 0 (lowest risk) to 100 (highest risk)

Economic & Financial Risk Rating History
from 0 (lowest risk) to 100 (highest risk)

Risk Ratings

Current

Previous
Quarter

Last Year

Economic & Financial

42.5 – C

43.0 – C

41.5 – C

Political & Governance

57.7 – c

-

58.8 – c

Watch List
Indication

Watch List
Indication

Watch List
Indication
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India
Overall Risk
•

The Economic & Financial Risk rating has suddenly improved in 2018Q2 (37.0-B), i.e. a low level of
risk thanks to strong structural (Growth and Debt) and Liquidity Balances. Overall, risks are
concentrated on the short-term horizon with expected decline in momentum of domestic
demand, as well as moderate and reducing overvaluation of the currency.

•

On the Foreign Exchange Balance, substantial cross-border capital flows weigh consistently on
the quality of forex reserves accumulation. Meanwhile, the exchange rate competitiveness is
improving favorably with the large depreciation of the Indian Rupee (-14% against USD so far in
2018). Although the currency overvaluation has significantly reduced, financial volatility is still
very likely in the short- to medium-term.

•

On the Cyclical Balance, the rapid fall in our leading indicator of economic activity to a poor level
suggests an upcoming deceleration of the momentum of domestic demand, which is expected to
extend beyond 2018. In parallel, the monetary pressure remains moderately excessive justifying
the tightening cycle of the Central Bank (RBI) initiated in June 2018.

Risk-Scores on Fundamental Balances
from 0 (lowest risk) to 100 (highest risk)

Recent Events
•

GDP growth has picked up in 2018Q2 (+8.2% y/y from +7.7% in Q1) thanks to robust domestic
(private and public) consumption; and even though their dynamics remain strong, both industrial
production (+5.1%) and investment (+10%) have slowed down. Easing of business confidence
(manufacturing PMI at 51.7 in Aug. 2018) is further auguring an economic deceleration.

•

The inflation has dropped significantly in the last two months (+3.7% y/y in Aug.) on the back of
lower pressures on food prices, which outweighed the higher costs of imported goods (incl. oil).

•

In spite of pick up in exports growth (+14% y/y in 2018Q2), imports dynamics has remained strong
(+14%) because of high global oil prices, thus maintaining a large quarterly trade deficit
(USD -45bn). Overall, the current account deficit has expanded (USD -16bn, i.e. -2.4% of GDP).

Economic & Financial Risk Rating History
from 0 (lowest risk) to 100 (highest risk)

Interest Rates & Currency Dynamics
•

•

The RBI has hiked twice its key policy rate (+25bps each in June and Aug. 2018 to 6.50%) because
of pick up in inflationary pressures in 2018H1. Yet, due to ambiguous factors (inflation back below
the official medium-term target versus currency depreciation), the RBI will have some potential
time to pause its monetary tightening in the coming quarters.
The Indian Rupee has steadily depreciated to an all-time low (to USD/INR 73 on Sept. 17) due to
persistent trade deficit and large portfolio outflows. As the currency overvaluation has
significantly reduced, it should relatively stabilize with potential bouts of volatility.
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Indonesia
Overall Risk
•

The Economic & Financial Risk ratings has steadily progressed since 2017 to a favorable level (37.2B in 2018Q2) thanks to a gradual reduction of the currency overvaluation, an extended favorable
cyclical position with robust domestic demand and limited inflationary pressures.

•

The degradation of the mild position into the unsustainable overvaluation quadrant of the Foreign
Exchange Balance reflects the significant role of short-term capital flows (in and out) in funding
the structural external deficit. The currency displays a moderate overvaluation (about 10-15%
against main competitors), hence validating the ongoing trend depreciation of the Indonesian
Rupiah since Feb. 2018 and suggesting a potential return to a neutral range of exchange rate
competitiveness towards the end of 2018.

Risk-Scores on Fundamental Balances
from 0 (lowest risk) to 100 (highest risk)

Recent Events
•

GDP growth has consolidated in 2018Q2 (+5.3% y/y after +5.1% in Q1) thanks to both external and
domestic demand (improving investments and robust private consumption). Manufacturing PMI
rose solidly in Aug. 2018 (to 51.9 from 50.5 in Jul. 2018), showing favorable business outlook.

•

Staying slightly below the official target (3.5% ±1%), inflation has remained fairly stable in 2018
(+3.2% y/y in Aug 2018) as higher food prices are offset by declining administered energy prices.

•

Strong domestic demand and weakening Rupiah are fueling high imports dynamics (+26% y/y in
2018Q2) while exports grew more modestly (+11%); trade balance has reversed into deficit in Q2,
in turn deteriorating the current account deficit (at USD -8bn or 3% of GDP against -2.2% in Q1).

•

Devastating earthquake and tsunami last week should not significantly affect macro
performances, but could raise political discontentment if policy reactions were insufficient.

Economic & Financial Risk Rating History
from 0 (lowest risk) to 100 (highest risk)

Interest Rates & Currency dynamics
•

After keeping its policy rate unchanged in July, the Central Bank (BI) has hiked the repo rate in Aug.
(+25bps to 5.50%) and in Sep. (+25bps to 5.75%) in the wake of increasing global financial market
uncertainties. This preemptive hike suggests that BI won’t tighten further its policy while closely
monitoring financial tensions.

•

The Indonesian Rupiah has weakened to a 20-year low on Sept. 4, 2018, to USD/INR 14 935 (-8.9%
against USD so far in 2018). This negative trend will have a short- to medium-term impact on the
current account deficit (higher costs of imports) and reduce foreign exchange reserves. The
economy remains sensitive to external conditions (financial volatility and higher US rates, direction
of global oil prices) because of persistent external deficits and substantial overall forex borrowing
requirements, which is suggesting persistent pressures on the exchange rate.
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Mexico
Overall Risk
•

The Economic & Financial Risk rating has slightly increased in 2018Q2 (34.1-B), mainly as the position
on the Foreign Exchange Balance has deteriorated. In addition to insufficient economic growth, further
uncertainties persist with lack of fiscal space for social programs announced by the new government
and with ongoing NAFTA renegotiations (agreement on principles with US only).

•

On the Foreign Exchange Balance, the depreciation of the Mexican Peso in 2018Q2 has strengthened
the highly favorable exchange rate competitiveness; however, the forex reserves quality has reduced to
a weak level due to massive portfolio and banking flows, hence indicating risk of currency volatility.

•

On the Cyclical Balance, the leading indicator of domestic demand (real economic pressure) has
rebounded favorably in 2018Q2 to an intermediate level, suggesting an increase in momentum of
economic activity towards its potential. In parallel, the monetary policy stance continues to be welladjusted to persistent inflationary pressures.

•

The President Lopez Obrador (MORENA party - left) will assume office from Dec. 1, 2018; he has sent
positive signals to the business community by announcing Mr. Alfonso Romo, a prominent
entrepreneur as his Chief of Staff.

Risk-Scores on Fundamental Balances
from 0 (lowest risk) to 100 (highest risk)

Recent Events
•

GDP growth has decelerated in 2018Q2 (+1.6% y/y from +2.3% in Q1) due to slowdown in domestic
demand, offsetting the peak in Q1. With mediocre business confidence (manufacturing PMI at 50.7
in Aug., a 10-month low) and trade tensions (NAFTA negotiations and trade protectionist measures),
economic outlook should hover around 2.0% in the coming quarters.

•

Inflation has increased gradually since May (to +4.9% y/y in Aug. 2018) because of rising energy prices.

•

Trade deficit has worsened in 2018Q2 (to USD -3bn against USD -2bn in Q1) as imports (+13% y/y)
have accelerated while exports dynamics has remained stable (+11%).

Economic & Financial Risk Rating History
from 0 (lowest risk) to 100 (highest risk)

Interest Rates & Currency Dynamics
•

•

The Central Bank has kept unchanged its overnight interbank rate in Sep. 2018 (at +7.75% since July
2018) as the recent increase in inflationary pressures was deemed to be temporary. Nevertheless, as
the inflation is expected to remain above the official target (+3.0%), US monetary tightening and
global financial volatility will encourage the Central Bank to maintain its monetary policy stance.
After an annual peak at USD/MXN 20.9 on June 14, the Mexican Peso has rapidly reappreciated (about
-10%) due to the election of President Lopez Obrador and progress of NAFTA renegotiations. Shortterm vulnerability for the Mexican Peso shall persists (around USD/MXN 19.0 in Aug.-Sep. 2018) with
further external uncertainties (US monetary policy, oil prices).
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Poland
Overall Risk
•

The Economic & Financial Risk rating has stabilized at an average level (46.5-C in 2018Q2), as none
of the Fundamental Balances exhibit substantial risks, while only the Growth Balance shows a
favorable position. Trajectories on the Cyclical and Foreign Exchange Balances have deteriorated.

•

On the Foreign Exchange Balance, the Polish Zloty has regained some exchange rate competitiveness
as the currency depreciated significantly against the USD in 2018Q2. With sudden fall in forex
reserves (USD -11bn to USD 104bn), the currency remains highly vulnerable to capital movements.

•

The leading indicator of domestic demand (Cyclical Balance) has been falling more rapidly in 2018
anticipating a gradual deceleration in economic momentum in the coming quarters due to less
favorable global environment. In parallel, monetary pressure has stabilized in the neutral range
thanks to well-adjusted money supply to increasing inflationary pressures.

Risk-Scores on Fundamental Balances
from 0 (lowest risk) to 100 (highest risk)

Recent Events
•

GDP has peaked in the last two quarters (+5% y/y) driven by strong domestic consumption;
however, investment has started to decelerate as many companies remain cautious on account of
labor market tensions and rising cost pressures. Moreover, GDP growth is expected to slow down
in 2018H2 on the back of sluggish consumer spending and lower investment. This is corroborated
by the latest fall in business confidence (manufacturing PMI at 51.4 in Aug., i.e. a 22-month low).

•

Inflation has stabilized in the last three months (+2.3% y/y in Aug. 2018) within the central bank’s
target range (2.5% ± 1%). However, further acceleration in wages and rise in global oil prices shall
put progressive upward pressures on prices.

•

Trade deficit has reduced in the last quarter (USD -0.1bn) on the back of larger deceleration in the
imports than exports. Overall, higher deficit in balance of primary income (on investments) has led
to a fall of current account balance into deficit (USD -0.2bn in 2018Q2).

Economic & Financial Risk Rating History
from 0 (lowest risk) to 100 (highest risk)

Interest Rates & Currency Dynamics
•

•

The Central Bank (NBP) continues to keep its interest rate unchanged (+1.5% since March 2015). As
the risk of higher inflation driven by global oil prices should be manageable and economic growth
will slow down gradually, the NBP should maintain its interest rate stable in the coming months.
After registering a downward trend in 2018Q2 (-12% against USD), the Polish Zloty has hovered
around USD/PLN 3.7 (EUR/PLN 4.3) in the last few months. Notwithstanding significant sensitivity
to international financial turbulences, leading to potential bouts of volatility, the currency should
remain around its actual level until the beginning of 2019.
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Russia
Overall Risk
•

The Economic & Financial Risk rating has increased rapidly (41.6-C in 2018Q2), because of the
significant degradations on the Foreign Exchange and Cyclical Balances over the last four quarters.
Noticeably, economic vulnerabilities are concentrated in the short-term; international financial
sanctions and persistent geopolitical tensions are weighting on business confidence; moreover,
fragile economic growth feeds progressive rise in socio-political tensions (e.g. recent protest on
pension reform). However, Risk rating improves with longer horizons thanks to robust current
account surplus and FDI inflows, thus pushing the foreign exchange reserves.

•

On the Foreign Exchange Balance, the large depreciation of Russian Ruble since April 2018 (around
-20% against USD) has favorably moved the currency into the neutral range of competitiveness. Yet,
the currency is likely to face further volatility given the global monetary tightening.

•

On the Cyclical Balance, after a very large fall until 2017Q4, the leading indicator of domestic
demand has gradually recovered so far in 2018, auguring a relative stabilization in economic growth
at the current mediocre level in the coming quarters; in parallel, the monetary policy stance
continues to be well-adjusted to the inflationary risks.

Risk-Scores on Fundamental Balances
from 0 (lowest risk) to 100 (highest risk)

Recent Events
•

The economic activity has consolidated in 2018Q2 (GDP: +1.9% y/y after +1.3% in Q1) due to record
oil production, high global energy prices and favorable spillovers on domestic demand. However,
weakened business conditions (manufacturing PMI at 48.9 in Aug. 2018), after-effects of sanctions
and negative impact of VAT increase should maintain the GDP growth at a modest level for 2018.

•

Inflation is picking up (+3.1% y/y in Aug. 2018) on account of higher food prices, VAT increase, rising
import costs as Ruble is depreciating since April 2018. Deteriorating external conditions will put
further pressures on inflation, which should inch closer to the Central Bank’s target (+4%).

•

In 2018Q2, trade balance has remained robust (USD 46bn) with massive export growth (+30% y/y
to USD 109bn) while imports growth has slowed down (+8% to USD 63bn).

Economic & Financial Risk Rating History
from 0 (lowest risk) to 100 (highest risk)

Interest Rates & Currency Dynamics
•

•

The Central Bank of Russia raised its key rate in Sept. 2018 (+25bps to 7.50%) ending its easing cycle
for the first time in over 2½ years to counter the mounting inflationary risks (CBR forecast of 5.05.5% in 2019) and the negative impact of volatility in the global financial markets.

Risk Ratings
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Last Year

Economic & Financial

41.4 – C

40.2 – C

34.2 – B

Following the monetary tightening in the US, the already-falling Russian Ruble (mainly due to US
sanctions) took a further hit (-21% against USD since April 2018) and is currently at USD/RUB 67.0.
The currency will remain highly vulnerable to global financial volatility.
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South Africa
Overall Risk
•

The Economic & Financial Risk rating has remained relatively stable over the last four quarters (45.5C in 2018Q2). This current average Risk rating reflects feeble economic performances, persistent
current account deficit, increase in external debt and poor FDI inflows with inherent structural
weaknesses that would take time for the new government of Cyril Ramaphosa to address.

•

On the Cyclical Balance, even though the leading indicator of domestic demand has registered an
unfavorable reversal, it remains at a mildly positive level, portending a marginal pick-up in
economic activity in the coming quarters; in parallel the monetary policy stance is well adjusted to
inflationary pressures.

•

On the Foreign Exchange Balance, despite its significant depreciation in 2018Q2, the South African
Rand is still in the neutral valuation range. In parallel, forex reserves quality has remained insufficient
owing to significant speculative capital flows, which portends further currency volatility.

Risk-Scores on Fundamental Balances
from 0 (lowest risk) to 100 (highest risk)

Recent Events
•

The GDP growth slowed further down in 2018Q2 (+0.6% y/y), thus entering in technical recession,
due to massive contractions in agriculture (-29%) and transport and communications (-5%). Positive
effects of upcoming reforms by C. Ramaphosa’s government to improve infrastructure and
business climate should raise progressively investors’ confidence and GDP growth (+1.5% in 2018).

•

After a peak in July 2018 (+5.1% y/y), inflation eased slightly (+4.9% in Aug. 2018). However, weaker
Rand and rising energy prices are likely to keep the inflationary pressures elevated, close to the
higher end of the official target range (3%-6%).

•

Trade balance has rebounded to a surplus in 2018Q2 (USD 3.3bn), owing to faster increase in gold
and merchandises exports than imports, leading to a smaller current account deficit (-3.3% of GDP).

Economic & Financial Risk Rating History
from 0 (lowest risk) to 100 (highest risk)

Interest rate & Currency Dynamics
•

•

In spite of rising inflationary pressures risk and outlook, the Central Bank (SARB) has kept
unchanged its repo rate (+6.5% since April 2018) as rising inflation remains within the official target
range. A tightening of the monetary policy (+25bps in 2018-end) will become necessary owing to
global negative developments (strong USD and global oil prices).
The South African Rand’s depreciating trend has been more irregular in 2018Q3 (-9% against USD
to USD/ZAR 14.8 on Sept. 21, after -16% in Q2) due to tighter global financial conditions and
deterioration in business conditions. The Rand is likely to remain volatile due to a combination poor
economic growth, expanding current account deficit, nascent decline in foreign exchange reserves,
and persistent sensitivity to global investor sentiments towards emerging markets.
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South Korea
Overall Risk
•

The Economic & Financial Risk rating has stabilized at a favorable level (40.5-C) after improving since
2016-end thanks to robust current account surplus, powered by export performances, growing
foreign exchange reserves and low (short- and long-term) external debt. However, economic growth
might adversely be affected in the medium-term by increasing trade restrictive policies.

•

On the Foreign Exchange Balance, the currency remains neutrally valued, while the insufficient forex
reserves quality due to important short-term speculative and banking flows indicates strong
likelihood of volatility for the Korean Won in the coming quarters.

•

On the Cyclical Balance, the dynamic of real economic pressure, our leading indicator of activity, has
dropped to unfavorable level which augurs a reduction in economic growth from the beginning of
2019 onwards. Meanwhile, the monetary pressure is perfectly neutral indicating a well-adjusted
policy to deal with the limited inflationary pressures.

•

President Moon Jae-In’s Minjoo Party won a landslide victory in the local elections (June 2018) riding
high on his approval ratings due to his efforts on the détente with North Korea.

Risk-Scores on Fundamental Balances
from 0 (lowest risk) to 100 (highest risk)

Recent Events
•

GDP growth has remained stable over the last three quarters (+2.8% y/y in 2018Q2) supported by
expanding exports, which compensates for the faltering private and government demand. Indeed,
slowdown in consumption and contraction in investment have led the government to a substantial
budget increase (after USD 3.5bn already approved in May) to support economic growth.

•

With subdued demand, inflation has remained limited (+1.4% y/y in Aug. 2018). Recent currency
depreciation and higher global oil prices should have a low impact on inflation in the short-term.

•

Current account surplus has rebounded (to USD 18bn in 2018Q2 from USD 12bn in Q1) on the back
of expanding exports (+10% y/y, especially for electronics), while imports decelerated (+11%).

Economic & Financial Risk Rating History
from 0 (lowest risk) to 100 (highest risk)

Interest Rates & Currency Dynamics
•

•

The Bank of Korea (BoK) has maintained its policy rate stable (+1.5% since Nov. 2017) since the
inflation outlook remains below the official target (+2.0%). This neutral monetary stance should be
prolonged due to balanced risk on the economic cycle in the short-term.
After a sudden bout of depreciation in June 2018 (-5% against USD) due to rising trade tensions
between China and US, the Korean Won has hovered around USD/KRW 1,120 since July 2018 with a
heightened volatility. Given the ongoing monetary tightening in the US and further protectionism
tensions, the currency is likely to have further short-term volatility, though favorable economic
performances should prevent significant adjustment of the Won.
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Watch List Indications

Overall Risk
•

The aggregate Economic & Financial Risk rating is at 50.8-C in 2018Q2. After a peak in 2016Q1/Q2,
which has correctly anticipated the current risk materialization, the gradual improvement in our
Risk ratings over the last quarters suggests that Turkey should be in a position to recover modestly,
starting in 2020. The aggressive tightening from the Central Bank (CBRT) will lead to a recession,
unavoidable in the near term.

•

Our indicators on the Cyclical Balance continue to deteriorate rapidly through the contraction of
the domestic demand momentum while the monetary pressure remains relatively neutral (more
limited monetary tightening reaction than expected).

•

The improvement in the Foreign Exchange Balance conceals a higher liquidity risk. While the
2018Q3 depreciation (above 35% since July) is expected to improve further the exchange rate
competitiveness, the past depreciation (due to massive capital outflows owing to risk aversion) will
adversely impact the forex reserves quality in the coming quarters.

Risk-Scores on Fundamental Balances
from 0 (lowest risk) to 100 (highest risk)

Recent Events
•

•

Given the turbulence episodes, the 2018Q2 GDP growth (+5.2% y/y) proves some resilience
(supported by the boost to competitiveness), but is unlikely to pursue in the coming quarters given
the continuous contraction of Manufacturing PMI (46.4 in August) along with inflationary pressures
(headline inflation at +17.9% y/y in August) likely to affect households purchasing power.

Economic & Financial Risk Rating History
from 0 (lowest risk) to 100 (highest risk)

2019 Budget Announcement on Sept. 20 suggests that the government is aware of the economic
situation with downward revisions to GDP growth forecast (3.6% in 2018, 2.3% in 2019 vs 5.5%
previously) and inflation. Next question relies on the credibility of the 2019 Budget to assess the
economy current imbalances, as the plan does not present detailed action of the external
financing requirements.

Interest Rates & Currency Dynamics
•

After growing concerns over its independency, the CBRT unexpectedly raised rates by 625bp in
September, accompanied by a statement expressing concern about rising risks to price stability
and sort of “capital control measures”.
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Reference Financial Data Chart Pack
Exchange rate against us$ Change (%)
Sep. 24, 2018

Exchange rate against us$
Base 100 Sep. 2017

Exchange rate against us$
Base 100 Sep. 2017

Exchange rate against us$
Base 100 Sep. 2017

Source: TAC ECONOMICS, Datastream
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Credit Default Swap
Sep. 24, 2018

Credit Default Swap

Credit Default Swap

Credit Default Swap
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Equity Index Change (%)
Sep. 24, 2018

Equity Index
Base 100 Sep. 2017

Equity Index
Base 100 Sep. 2017

Equity Index
Base 100 Sep. 2017
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Appendices
List of countries monitored by size groups
10 Key EM

50 Smallest

Brazil

Mexico

Albania

Honduras

China

Poland

Armenia

Jordan

India

Russia

Azerbaijan

Lao P.D.R.

Indonesia

South Africa

Bahrain

Libya

Korea

Turkey

Belarus

Macedonia

Benin

Madagascar

Bolivia

Mali

Bosnia and Herzegovina

Mauritius

Brunei Darussalam

Mongolia

Bulgaria

Montenegro

Burkina Faso

Mozambique

Cabo Verde

Nepal

Cambodia

Niger

Cameroon

Paraguay

Comoros

Republic of Congo

Côte d'Ivoire

Rwanda

Croatia

Senegal

Dem. Rep. of the Congo

Serbia

Dominica

Seychelles

El Salvador

Tanzania

Gabon

Togo

Georgia

Tunisia

Ghana

Uganda

Guinea

Yemen

Guinea-Bissau

Zambia

Next 10
Argentina

Nigeria

Colombia

Philippines

Egypt

Saudi Arabia

Iran

Thailand

Malaysia

UAE

30 Mid-Size
Algeria

Morocco

Angola

Myanmar

Bangladesh

Oman

Chile

Pakistan

Costa Rica

Panama

Czech Republic

Peru

Dominican Republic

Qatar

Ecuador

Romania

Ethiopia

Sri Lanka

Guatemala

Sudan

Hungary

Taiwan

Israel

Ukraine

Kazakhstan

Uruguay

Kenya

Venezuela

Kuwait

Vietnam
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Disclaimer
These assessments are, as always, subject to the disclaimer provided below.
This material is published by TAC ECONOMICS SAS for information purposes only and should not be regarded as providing any specific advice. Recipients should make
their own independent evaluation of this information and no action should be taken, solely relying on it. This material should not be reproduced or disclosed without
our consent. It is not intended for distribution in any jurisdiction in which this would be prohibited. Whilst this information is believed to be reliable, it has not been
independently verified by TAC ECONOMICS and TAC ECONOMICS makes no representation or warranty (express or implied) of any kind, as regards the accuracy or
completeness of this information, nor does it accept any responsibility or liability for any loss or damage arising in any way from any use made of or reliance placed on,
this information. Unless otherwise stated, any views, forecasts, or estimates are solely those of TAC ECONOMICS, as of this date and are subject to change without notice.
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