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1. Object
  To figure out how current recession can affect solvency problems in East Europe and in emerging countries too, I recall first a few basic macroeconomic tools/definitions to interpret the data.
 After that, I present some indicators on the solvency risk in the relevant areas. Usual caveats on explaining what is going on - and even more on future developments - apply. 
Namely, the issues mentioned in this note are the following: 

· Sovereign debt, 

· foreign indebtdness 

· default risks in emerging markets.
2. Reminders
2.1. Balance of Payments 

Current Account (CA( Over the line):
 CA = Trade Balance (X- M) +  Net Investment Income + Net Transfers. 
  The  current account reports all sources of incomes due to transactions, net income from capital and net transfers which in practice amounts to income stemming from net aid.

Capital Account (KA( Under the line) :
KA = Foreign Holdings of  Domestic Assets – Domestic Holdings of Foreign Assets.
                     [Capital Inflows]

                   [Capital Outflows]

  Conversely, the capital accounts (KA) deals with assets, not with incomes (CA).

2.2. Savings
  There is an important distinction between the closed and the open economy: in the open economy savings and investments are not longer equal.  

Closed Economy

(1)  S = Y – C – G = I,

where all symbols are obvious.

Open Economy
(2)  Y = C + I + G + (X - M) = C + I + G +  CA,

where for the sake of simplicity current account and net exports (X – M) are equated.
  Equation (2)  can also be expressed as:

(3)   Y – (C + I + G) = CA,
where  savings are now affected by the current account balance:
(4)   S = I + CA.

  Inserting government spending and revenues, more realism is achieved. This implies also that total savings are the sum of private (Sp) and public savings (Sg):
(5)  S = Sp +  Sg,
where public savings are the difference between revenues (T) and current spending (GCU) 
(6) Sg =  T – GCU.

 Government savings can also be – and often are – negative. They are dubbed in this case as  primary deficit. On the revenues side, no distinction is made between current and capital components, because almost all revenues are current everywhere.  Conversely, total spending (GTOT) includes a small, though usually not negligibile, capital expenditure (GK) share which is the sum of  fixed investment (Ig) and capital transfers spending:

(7)  GTOT =  GK + GCU.
  Current spending includes government consumption (G), transfers (Z) and interest payments (rB) on the outstanding government debt (B):

(8)  GCU = G + Z +  rB,

where r is the average, nominal, cost of the debt. 

  In turn, total fixed investment (I) is the sum of private (Ip) and government investment (Ig):

(9)  I = Ip + Ig.  

  Combining equations  (4), (5), (6) and (9), the current account balance can be expressed  as the difference between savings and investments:
(10)  CA = Sp – I –  (GCU – T) =  Sp + Sg – (Ip + Ig),

which is the same of  equation (4). However, what equation (10) adds (and makes explicit) is that current account is reduced by current government deficit and also by total government deficit which includes government investment. 
 Equation (10) also shows the parallel nature of the government and current account deficits which is often denoted as the twin deficits case.  When the twin deficit is a frequen event, both the foreign and the sovereign debt accumulate over time. This leads to a risky situation and, ultimately, to a serious default risk.
3. EU and  the EMU Chronology
I report here the EMU chronology which is different for countries. In 1999, the following 11 countries were involved. Then other countries joined according to the following scheme:
Euro chronology:
1999: Austria (A), Belgium (B), Germany (D), Spain (E), Finland (Fin), France (F), Ireland (Irl), Italy (I), Luxembourg (L), Netherland (NL), Portugal (P). 

2001: Greece
2007: Slovenia

2008:  Cyprus, Malta

2009: Slovakia.
4. Capital Market 
  International capital markets  are less integrated than domestic capital markets are because there is no legal, supra-national, authority to enforce contracts across borders (Obstfeld-Rogoff, 1999) 
  Sovereign risk: the risk occurring when a government defaults on loan contracts with foreigners. In the 80s, sovereign risk was characterizing several Latin America and African countries. A possible solution is the renegotiation of the debt, since it is not clear which sanctions should apply to the default country.

Moral hazard in international lending
Protections from risks are:

· Full insurance ( there is no default risk

· Incentive-compatible contracts

· Role of savings

· Reputation with insurance: lack of reputation implies also that no insurance is available ( partial insurance.
5.  Current Risks in East European  (EE) Countries
  As it is shown in  Section (3), Slovenia and Slovakia are safe under the Euro area and are not queuing for getting IMF loans (FT, 25 February 2009). For the other EE economies the situation is widely different.

  The cost of insuring the debt of leading EE economies rose to high records and this applies particularly to Russia. Also for other big economies (e.g., Poland), the cost of insurance rose: the price of  CDS (credit default swaps)  jumped at record levels [FT, Feb 23].
CDS increases in bp units:

Russia:         770 

Poland;        420

Czech Rep:  340

Hungary:     540

Ukraine:      4000.

Devaluation with respect to Euro:

Poland:        48%

Hungary:      30%

Czech R.:     21%.

  Hungary and Ukraine have been forced to seek help from the IMF. Rogoff  notices that credit markets are linked and a crisis in EE countries will have effect on US banks as well. In other words, there is a domino effect which applies also to European Banks for which – someone said – the EE are similar to the subprime loans for the US banks. Among the EU banks, the  more exposed are Austrian banks but there are risks for Germany’s and Italy’s banks too. 
  The IMF is providing some analysis to alleviate the risks, using credit facilities.  While a few years ago, the idea was that IMF should not longer provide credit facilities – this being financial markets role – recently the ECB President Triche said that this has proved “totally false”.  In the meantime, the funds available to the IMF are insufficient and it is possible that, in the next G-20 meeting in London, several countries (e.g. China, Brazil etc.)  will be asked to rise their quotas.

  This situation is affecting in a way or another the Eurozone economies: Austrian banks are very exposed to EE debts. A commentator [W. Munchau, FT, Feb. 22 2009]  stresses the implications for the Euro area of the EE difficulties: for him, they are due to the fact that the EE countries were considering the Euro adoption as their choice rather than as a target to be achieved after an accession strategy. Hungary, for example, has a lot of Swiss loans because they were cheaper: yet, the Swiss franc revaluation is making the cost of debt bigger!
Latvia 

Latvia situation is the worst, not only among the Baltic states (Estonia, Lithuania) but also in general: the real gdp fall more than 10% in one year and the Prime Minister resigned. 
· Severe fiscal cuts to control deficit (-15% of public sector wages).
· BOP crisis.
· Reserves fell by 20%.
· Bad growth prospects for 2009 and 2010.
· IMF program:  maintain the peg to Euro. This is also making difficult to devaluate.
· IMF 7.5 bln Euros bail-out in December 08.

Ukraine

· Capital outflows

· IMF suggests bank recapitalizations and stresses the high potential of the country.

· Credit help from the IMF.

Belarus

IMF loan to Belarus.  Major problems are:

· Balance of payments (BOP).
· Imports of gas from Russia.

· Banks should be reformed.

Table 1 -   The East European Economic Situation (The Economist, 28 February 2008)

	Country
	GDP per capita (*)
	S&P

Credit Rating
(**)
	Financing Requirement as % of Gdp (*)
	Exports

% of GDP
	In a nutshell

	Belarus
	12,344
	B+
	7.3
	62.1
	Autocratic, isolated, gained surprise IMF bail-out

	Bulgaria
	12,372
	A
	29.4
	61.0
	Strong finances back currency peg, but sleazy rampant

	Czech Rep.
	25,757
	AA
	9.4
	80.1
	Thrifty and solid but hit by export slowdown

	Estonia
	20,754
	AA
	20.0
	72.0
	Star reformer squeezes spending to stay afloat

	Hungary
	19,830
	A
	29.9
	80.2
	Currency crash  could topple debt-heavy economy

	Latvia
	17,801
	BBB
	24.3
	46.6
	Clinging to currency peg amid turmoil and downturn

	Lithuania
	18,855
	A+
	27.1
	59.0
	Painful spending squeeze to avoid worse

	Poland
	17,560
	A+
	13.2
	42.3
	Regional heavyweight speedup euro bid

	Romania
	12,698
	BBB+
	2.2
	34.4
	Spendthrift policies meet sober reality

	Russia
	16,161
	BBB
	2.2
	31.7
	Energy-based kleptocracy in denial about crisis

	Serbia
	10,911
	BB-
	23.5
	22.2
	Seeking more IMF help

	Slovakia
	22,242
	AAA
	12.5
	90.5
	Smugly in Euro area but hit by car-factory slowdown

	Slovenia
	28,894
	AAA
	-
	70.5
	Self-satisfied, rich and still growing

	Ukraine
	7.634
	CCC+
	16.1
	45.0
	No end in sight of political and economic chaos


Sources: IMF, Moody’s, Economist; *: PPP$, 2008 estimate; **:Standard&Poor’s, latest; 

***: Current account balance, principal due on private and public debts plus IMF debts, 2008 estimate; Bolded countries are pegged to Euro; Italics countries are in the Euro area. 

6.  Which Sources of Vulnerability?

  In current situation, sovereign risk is not the most serious type of risk since banks and firms insolvency is more scaring than government insolvency.

This is evaluated in the following table [The Economisrt, 28 February 2009] where  current account and bank risks are evaluated in terms of:

· Short-term debt as % of foreign-exchange reserves (col 2).
·  Ratio between bank’s loans and deposit ratio (banks risk).
· An overall risk indicator.
Table 2 – Sources of Risks and Risk Ranking [The higher, the riskier]

	Country
	Current account % of gdp
	Short-term debt as % of reserves
	Bank’s loans deposit ratio
	Overall risk ranking

	South Africa
	-10.4
	81
	1.09
	17

	Hungary
	-4.3
	79
	1.30
	16

	Poland
	-8.0
	38
	1.03
	14

	South Korea
	1.3
	102
	1.30
	14

	Mexico
	-2.5
	39
	0.93
	12

	Pakistan
	-7.8
	27
	0.99
	12

	Brazil
	-1.5
	22
	1.36
	10

	Turkey
	-2.3
	70
	0.83
	10

	Russia
	1.5
	28
	1.51
	9

	Argentina
	0.2
	63
	0.74
	8

	Venezuela
	0.8
	58
	0.75
	7

	Indonesia
	1.2
	88
	0.62
	6

	Thailand
	0.3
	17
	0.88
	5

	India
	-2.4
	9
	0.74
	4

	Taiwan
	7.9
	26
	0.87
	3

	Malaysia
	11.3
	15
	0.72
	2

	China
	5.2
	7
	0.68
	1


Sources: HSBC;  Economist Intelligence Unit.
� For a very introductory treatment, Blanchard’s   Macroeconomics (Prentice Hall, several editions)  could be used jointly with Obstfeld and Krugman  (International Economics, HarperCollins College Publishers, 1994)  textbook. For a more sophisticated  treatment, Obsfeld and Rogoff (Foundations of International Macroeconomics, The MIT Press, 1999), is recommended.  
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