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ASIA

  Philippines: Martial law imposed in
Mindanao province
Event
The Philippine army has been fighting for over a week against more than one hundred Islamist militants
(including many foreigners) from Abu Sayyaf and Maute groups in Marawi. Both domestic rebel groups,
which pledged allegiance to IS, emerged from their jungle hideouts to attack the medium-sized Muslim city.
At the end of May, more than one hundred people were reported dead, approximately 90 of which were
jihadists. The attack may have been a reaction to the failed attempt by the security forces to capture the
leader of Abu Sayyaf and the head of the local IS group allegedly hiding in Marawi. On an official visit to
Moscow where, among others, he asked for military support against IS, President Duterte cut short his visit
to return home and imposed martial law on Mindanao island, the country’s southernmost province. He said
he would extend it to the rest of the country if necessary.   

Impact on country risk
The recent clashes are testimony of the rising threat from IS-affiliated groups against security forces,
expatriates, tourists and civilians over the entire territory of the Philippines. Abu Sayyaf, a longstanding local
threat on Mindanao, may be trying to unite domestic and regional rebel groups, which would increase the
security risk in the Philippines. This would represent a major test for President Duterte who gives high
priority to the wavering peace process and improving security on Mindanao. The risk would also be to see if
Mr Duterte uses the fight against terrorism to run an authoritarian security policy and hinder the rule of law,
as seen with the controversial deadly campaign against drug dealers. Martial law is constitutionally limited to
two months and should reduce the security risk in Mindanao. However, with Congress in favour, extending it
to other provinces or beyond two months has not been ruled out, even though it could be unpopular if
unjustified, bearing in mind the bitter memory of ex-dictator Marcos’ martial law in the 1970s-80s. The
evolution of domestic security risk will most likely be a major factor in assessing Mr Duterte’s presidential
mandate when it ends in 2022.
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EUROPE

  Albania: The Opposition and the
Government reach an agreement to put
an end to a three-month deadlock
Event
Following a three-month boycott and threat of boycotting the forthcoming parliamentary elections, the
opposition Democratic Party and the ruling Socialist Party have reached an agreement. As a result,
Parliament, dissolved in early May as required by the constitution ahead of an election, held a special
session to vote for the bill that established the agency to scrutinise judges and remove corrupt magistrates
from power. The creation of such an agency is the first step towards an independent judiciary, a key
requirement for the EU membership process. Parliament also approved a Cabinet reshuffle. Indeed, Prime
Minister Edi Rama of the Socialist Party agreed to give seven ministerial posts to the main opposition party,
the Democratic Party, including the Interior, Justice, Education and Finance ministries. The opposition will
also have a chair on the Electoral Commission. The general election will be postponed by a week, to 25
June. 

Impact on country risk
The agreement is a crucial step for preparing the forthcoming parliamentary elections. Following the
election, it remains to be seen whether the new government will continue to pursue prudent macroeconomic
policies put in place by the current government. Indeed, over the past few years and under the auspices of
an IMF programme that ended in February 2017, the authorities have implemented various structural
reforms aimed at strengthening economic growth – which is expected to reach 3.7% this year according to
the IMF World Economic Outlook (April 2017) – and correct large macroeconomic imbalances. Public debt
increased rapidly between 2011 and 2015 and peaked at 73.7% of GDP in 2015, a high level. However,
since 2016 it has been on a downward trend due to the efforts of the authorities to control public finances –
the primary balance was even in surplus in 2016, the first surplus since 2010. The reforms of the
unsustainable pension system and unviable electricity sector have advanced considerably according to the
IMF, putting less strain on public finances. The current-account deficit continues to widen from 10.8% of
GDP in 2015 to 13.7% expected in 2017. However, it is partly due to due to import-intensive foreign direct
investment in the energy sector. The gross external debt has been on a downward path since 2016 but
remains high (at around 70% of GDP in 2016). Short-term debt is also on the decline but remains high,
which is a key factor that weighs on the short-term political risk (currently in category 3), which represents
the liquidity of a country. On the positive side, the foreign exchange reserves covered more than five
months of imports, a sufficient level, and are relatively stable.

Country risk analyst
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LATIN AMERICA

  Puerto Rico: Quasi-bankruptcy
filing by public authorities
Event
On 3 May, Puerto Rico pulled the trigger on a bankruptcy-like filing after years of economic hardship. The
island is not a US local government or public corporation so it does not have access to typical bankruptcy
protection (Chapter 9). However, since last year Puerto Rico has access to rescue legislation PROMESA, a
federal law for insolvent territorial governments. Under the quasi-bankruptcy procedure, the government is
expected to restructure USD 73 billion in debt and USD 50 billion in unfunded pension liabilities, making it
the largest municipal bankruptcy in US history. 

Impact on country risk
The quasi-bankruptcy procedure does not come as a surprise. Storm clouds have been gathering over
Puerto Rico since 2006, when federal tax breaks that were crucial to the island’s competitiveness as a
manufacturing hub were completely phased out. Indeed, attracted by unrestricted access to the mainland
market and fiscal advantages, US firms invested heavily in Puerto Rico as of the 1950s. As a result, Puerto
Rico became a manufacturing outpost of the US, with goods exports the equivalent of more than 70% of
GDP. But fading tax breaks along with a host of other negative fundamentals (high minimum wages and
utility costs, for example) undermined Puerto Rican competitiveness, leading to economic decline in the past
decade. By undermining tax collection and fostering expansionary spending, the recession has, in turn,
seen increasing public debt reach an unsustainable level. The use of the rescue legislation PROMESA
could lead to years of litigation with bondholders and pensioners. 
As a result, economic activity is likely to remain depressed (negative economic growth of -3% is expected in
2017). The high level of unemployment is expected to increase in the coming years, accelerating a further
exodus to the US (the population has fallen more than 8% over the past six years). Furthermore, harsh
austerity measures will be necessary to find a path out of the public debt crisis, further weakening the
economy. In addition, the liquidity shortage of the Puerto Rican government may also affect its timely
payments to goods and service providers in the private sector. In particular, given the likelihood of lengthy
negotiations, the ability of the Puerto Rican state to access future debt funding will most likely be severely
reduced, further impacting its liquidity. 
Credendo keeps its risk categories unchanged for now. Short-term political risk classification in category 2
remains relevant for private debtors. Their access to hard currency is safeguarded by the full dollarisation of
the Puerto Rican economy, and the imposition of capital controls that would affect their international
payments remains highly unlikely.

Country risk analyst
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MENA

  Algeria: While burning through their
reserves to fund the twin deficit,
parliamentary elections are held
Event
This month, parliamentary elections were held in Algeria. The National Liberation Front, headed by the current president
Abeldaziz Bouteflika, won 164 seats and its coalition partner, the National Rally for Democracy (RND) won 97 seats out
of a total of 410 seats. The two parties combined therefore have a strong majority to continue governing. This election
comes at a time when the economy is facing severe challenges. Algeria has been hit hard by the oil price collapse,
given that oil and gas represent 95% of its exports. The government will therefore have to adopt a number of measures
in order to implement fiscal consolidation. This, therefore, became the main topic of the election.

Impact on country risk
Currently, the Algerian government is faced with a large fiscal and current-account deficit. In 2016 the general
government deficit was 11.6% of GDP, the current-account deficit 16.4% of GDP. In order to fund this, the authorities
have relied heavily on their foreign exchange reserves and on the national oil fund. Foreign exchange reserves fell by
USD 80 billion over the period 2013-16 and the government has almost depleted the national oil fund, which contained
around USD 70 billion in 2013. Nevertheless, the Algerian foreign exchange reserves are still very large and sufficient
to cover 21 months of imports. While already implementing limited fiscal consolidation in 2016, the government has
been postponing large spending cuts and tax rises to avoid triggering social unrest. Current policies are, however, no
longer sustainable and structural reforms will have to be implemented. For 2017 the government proposed an ambitious
budget that would bring the fiscal deficit to only 2.2% of GDP. Furthermore, they have proposed a number of reforms in
order to make the country more attractive to foreign companies. By winning the latest elections, the government will be
able to further push through these reforms. Nevertheless, it will have to be seen whether the government will be able to
reach its fiscal target and truly improve the very difficult business environment at present in Algeria.
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  Iran: Rouhani gets the opportunity of
continuing economic reforms but external
pressures are mounting
Event
This month, Rouhani was re-elected as president of Iran with 57% of the votes, hereby clearly defeating Ebrahim Raisi,
who entered the race as a surprise contender in April. Raisi was thought to have the support of the Revolutionary
Guard, the cleric and of Ayatollah Khamenei. With his re-election, Rouhani dealt a clear blow to the conservative forces
in the country. He won due to his economic track record but also by promising more openness towards the west and by
promising greater social freedom. It will be difficult to deliver on these promises, given that he has only limited control
over them. Allowing greater social freedom will depend on the appointed clerics and on the judiciary. Openness towards
the West will mainly depend on the how far the US will go with regard to its aim of isolating Iran. During his recent trip
to the Gulf, the US President increased pressure on Iran by calling on “all nations of conscience to work together to
isolate Iran”.

Impact on country risk
In 2016 Iran enjoyed a post-sanctions boom (with 6.6% real GDP growth) driven by a recovery in oil production and
exports. This led to an increase in public expenditure and private investments. For 2017, economic growth is expected
to be 3.3% and beyond that it is projected to stabilise at around 4.5%. This growth recovery was one of the factors that
led to Rouhani’s election victory. During the campaign, one of Raisi and Ayatollah Khamenei’s main criticisms was that
ordinary Iranians have not noticed this improvement in the economy. This is partly true. On one hand Rouhani’s
policies have, for example, significantly reduced inflation and led to an increase in FDI. However, on the other hand, we
see that private consumption in Iran was still contracting and unemployment increased in 2016. There also remain
major (historical) constraints on growth. The two most important ones are, first of all, the Iranian banking sector which is
in very bad shape and unable to support the recovery. Banks are strongly underfunded and their balance sheets are
burdened with a high share of non-performing loans. One of Rouhani’s priorities will therefore have to be the new
banking law that is expected to go before Parliament in June. The new law is expected to implement increased
regulatory and supervisory powers of the Iranian Central bank over the banking sector, introduce asset reviews, etc.
Reforming the banking sector will lead to increased lending and help supporting growth. Secondly, the poor business
climate is constraining growth. This is shown by the fact that Iran scores very low in almost every dimension of the



World Bank’s ease of doing business indicator. Dealing with this will be a very complex and difficult process for the
Iranian government. Higher growth will also be needed to provide enough jobs for the estimated half-a-million people
entering the job market each year and in order to reduce high youth unemployment (30%), which is creating discontent.
Nevertheless, Iran’s economic outlook remains positive. It has a relatively diversified economy compared to the other
oil exporters, almost no external debt and a solid current-account surplus. The country risk therefore remains driven by
the political risk. With regard to tensions with the US, President Trump has this month renewed the nuclear sanctions
waiver that expires every 120 days. However, at the same time, he has again imposed additional sanctions relating to
Iran’s ballistic missile programme. This process is expected to go further and more sanctions outside the nuclear
programme to be imposed but the nuclear agreement itself to be respected. Also, regional tensions are currently rising,
as was visible during Mr Trump’s recent visit to Saudi Arabia. With his comments, Mr Trump further reduced the
chances of a regional detente between Saudi Arabia and Iran.

Country risk analyst
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AFRICA

  Côte d'Ivoire: Rising budget
pressures and instability risks amid
low cocoa prices
Event
For the second time this year, the government put an end to an army mutiny, which again gave in to
soldiers’ outstanding bonus payment demands. The government has accumulated salary and bonus arrears
to soldiers and civil servants as the country’s key cocoa sector – the first source of fiscal revenue – is faced
with low prices. The industry is globally oversupplied, in particular, after good harvests in the world’s biggest
producer, Côte d’Ivoire, and has to cope with slower demand growth from the middle classes in emerging
markets. As a result, President Ouattara’s government announced cutting the budget by 9% in every
ministry and to scale down investments in infrastructure. 

Impact on country risk
Public finances are increasingly under strain. The latest bonus payment to the army mutineers sends a
signal of weakness in a difficult economic climate. Not only does it highlight the power of the army, but it will
also foster similar demands and strikes from a large civil service and cocoa farmers, who are suffering, and
frequently protest about wage arrears and poverty. It could result in rising social instability and lead to a
deeper budget deficit. All in all, lower cocoa prices – with cocoa accounting for more than 45% of total
exports – will somewhat affect the country’s strong growth outlook and could lead to extra defaults among
local cocoa exporters. The risk of further social unrest could hit the business environment and investor
attractiveness after the economic boom years since the end of the war in 2011. As for the mutinies, they
again highlight the old unresolved conflict between army factions and increase political tensions concerning
Mr Outtara’s succession by 2020. Given the deterioration of political risk over the past months, Credendo is
not expected to consider an upgrade of Côte d’Ivoire’s medium- to long-term rating (at 5/7) this year.

Country risk analyst
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