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raditionally, emerging markets have been considered almost an “al-
ternative” asset class, with small portfolio allocations and misper-
ceived risks, with a small segment of die hard proponents — until the
later part of 2008. When developed markets felt the global collapse
of banking and equity markets, good investor returns were those with the small-
est loss. At the same time, emerging and frontier markets with little to no credit/
debt remained mostly unscathed and were showing excellent returns. High vol-
atility has always been a facet of these markets, and this alone, historically, has
not been enough to entice investors. What has changed? A fundamental shift in
emerging markets toward greater transparency, strong anti-corruption moves,

and adoption of investor friendly policies — these are all are game changers.

With emerging and frontier markets becoming a mainstay in investors’ vernacu-
lar as well as their portfolios, it seems odd that as participants in these markets
rapidly increase, resources and information regarding EMs have remained, pri-
marily, the same. In the so-called “information age” the lack of a centralized
institution for the promotion and analysis of emerging market investment is
shocking. As necessity is the mother of invention, it is with great pride and
pleasure I would like to introduce the Emerging Market Investors Association,
EMIA.

EMIA connects investors with reputable investment professionals, research,
education and news, increasing confidence and transparency within emerging
markets. For investment professionals, we create enhanced brand awareness
that delivers tangible opportunities for business growth. For investors EMIA is
an objective, comprehensive and unbiased source of expert, on-the-ground in-
formation, daily news and in-depth analysis. In short, EMIA is the world’s first
and only not-for-profit emerging market organization, dedicated to advancing
the industry as a whole, representing the combined interests of investors and
investment professionals, across asset classes.

If you have any questions regarding EMIA please feel free to contact me at the
email below, and everyone have an excellent World Cup!

Saludos,
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Managing Editor
editor@acinvestor.com
202-905-0378

Managing Editor

Public Relations Director

Head Writer

Copy Editor

Contributors

BBALTERNATIVE
@8 Emerginglnvestor

Nate Suppaiah

Tiffany Joy Swenson

Melodie Michel

Sean O’Brien

Susana Carrillo
Any Freitas

Ana Mano

James Knight
Javier Canosa
Felix Villalba
Adler Martins
Ben Moody
Tomas Guerrero Blanco
Pierre Ly
Cynthia Howson
Jeff Begun
Stephen S. Roach
Eswar Prassad
Laura Tyson
Susan Lund

Goerge Soros

Articles on Pages 50, 54, 57, 60, 64
Provided by Project Syndicate © 2014

Editorial Partners

Design

Artist

Consultants:

PaRR

Arman Srsa

Matias Otamendi

Adam Berkowitz

Andrew Forbes

Contact: info@aeinvestor.com | (202) 905-0378

2013 Alternative Emerging Investor, No statement in this maga-
zine is to be construed as a recommendation for or against any
particular investments. Neither this publication nor any part of

it may be reproduced in any form or by any means without prior

consent of Alternative Emerging Investor.



o
p

il Wi

Funds Focus Focus

1 Asian Hedge Fund Awards O 6 BRICS and South-South 6 Global Flows and Global
2014 Cooperation Growth

Commodities

1 5 How Technology Is
Changing the Face of Due

1 Vale’s African Adventure
Diligence

Throws Spotlight on
Corruption and Deal Risk

5 China Sets America’s
Mental Trap

5 4 The Dollar is Still King

5 7 A New Vision for India

6 Europe’s Ukrainian
Lifeline



BBALTERNATIVE
@@ Emerginglnvestor

Political Risk Political Risk Renewable Energy

2 How do you solve a 3 What to Expect: 4 Now is the Time for Solar
problem like Nigeria Colombia’s Upcoming Energy in Latin America
Presidential Election
Asia Catastrophes: the
2 Aftermath 3 8 Repercussions of Brazilian Wealth Management
Internet Law 4 Frontier Markets: More
Profitable, Safer and Less

2 8 Thailand: When Will the
Chaos Stop Volatile

3 Current Developments in Wine
the Relationship Between 4 Foreign Conglomerates
the US and Argentina Battle Over Chinese Wine

a8
ae
(@)



Tocus

BRICS and South-
South Cooperation:

Which Way
Forward?

@ Susana Carrillo & Any Freitas

In the last decade, BRICS countries have made
significant contributions to strengthening the “Southern
dimension” of international flows on finance, trade and
knowledge. China and Brazil in particular played an
important role in the emergence of South-South finance
flows. In 2009 and 2010 two Chinese banks lent more
money than the World Bank, which has traditionally
been seen as one of the most important global
development finance institutions.

6

razil invested in the past few
years US$10 billion in IMF
bonds, transforming its po-
sition from that of a debtor

into one of a creditor. Projections show
that by 2020 China will be the number
one economy in the world in terms of
GDP growth, while India will climb from
fourth in 2010 to third place in 2020, Rus-
sia from sixth to fifth place, and Brazil
from ninth to seventh place for the same

period.

More and more, BRICS countries are seen
not only as economic powers but as key pro-
viders of knowledge and innovation. They
have risen as key players in development
cooperation. BRICS countries contribute
75% of global annual population growth. In
2010, Brazil, India and China were among
the top five countries with higher percent-
ages of working-age population. There is an
untapped demographic potential that could
in the near future accelerate BRICS global
influence.

The (re)emergence of the BRICS as
“development partners” has become
even more visible in places like Af-
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rica, where they have significantly ex-
panded their presence through foreign
direct investment, trade and knowledge
transfers. Brazil is now present in 22
countries through mining, construction,
hydrocarbon production, energy gen-
eration and through knowledge transfer
on tropical agriculture, tropical health,
vocational training and skills develop-
ment. China is present in 36 countries
mainly through mining, oil extraction,
construction, energy and agricultural
development. India is present in 25
countries mainly through knowledge
transfer in telemedicine, ICT, mechani-
cal engineering, metallurgy, hydrocar-
bon production, agricultural develop-
ment and energy generation. Russia is
present in 25 countries mainly through
hydrocarbon production, mining and
construction. South Africa is present in
31 countries mainly through banking,

finance, retail and telecommunications.

In the last decades, BRICS-Africa trade
has grown exponentially, in parallel to
the number of technical assistance part-
nerships established with countries in
the continent. According to UNCTAD,
BRICS countries are significant investors
in Africa. The BRICS’ share in the conti-
nent’s FDI stock and flows reached 14%
and 25%, respectively, in 2010.

Although African countries are not yet
a major destination of BRICS FDI, this
situation has been changing quickly in
the last few years, and the group has re-
cently joined the rank of “top investing
countries” in the continent. BRICS shares
in inflows to Africa reached 25% of total
flows in 2010. More importantly, BRICS
direct investment in Africa is mostly in the
manufacturing and services, sectors which
directly contributes to job creation. This
aspect of the BRICS-Africa agenda could
have significant positive impacts on this
South-South relationship.

Despite this greater engagement, BRICS
countries have been mostly acting alone,
designing and implementing bilateral ini-
tiatives without any systematic and coher-
ent coordination on development coopera-
tion initiatives. BRICS countries could be
better off showing a degree of coordination
and coherence when transferring knowl-
edge and partnering for development.

According to
UNCTAD, BRICS
countries are
significant investors
in Africa. The
BRICS’ share in
the continent’s FDI
stock and flows
reached 14% and
25%, respectively,
in 2010.

BRICS’ own experiences and growing in-
terest in development cooperation could
open the door for coherent and collabora-
tive action-oriented approaches. As prac-
titioners, they are well positioned to share
their success stories in several areas, like
agricultural development, health, social
protection and poverty eradication, tech-
nology and innovation, community de-
velopment, and oil and gas exploration,
among others.

From this perspective, the African con-
tinent presents a unique opportunity for

them to act as a bloc and reinforce their
role in development cooperation. BRICS
achievements in addressing their own de-
velopment challenges through innovative
approaches on social protection, agricul-
tural development, science and technol-
ogy, for example, have become a focus of
attention from other developing countries,

including African peers.

As they are still developing countries,
these “emergent partners” claim they are
also better placed to understand the chal-
lenges faced by other developing nations.
Tapping into their expertise, techniques
and know-how used at the national level,
they were able to transfer (policy) solu-
tions — and often also funding — they be-
lieve are more adapted to the reality and
(institutional) capacity of developing part-
ners. By so doing, they have been disrupt-
ing the North-South relations that have
traditionally marked the geography and
politics of global international relations
and development cooperation.

BRICS countries have indeed been quite
vocal about the hierarchical ties that have
also marked the traditional North-South
“donor-recipient” relationship. They have
not only rejected the “donor” label, but
also eliminated the conditionalities (or
“strings attached”) from their cooperation
initiatives, thus contributing to a shift from
a “top down” and “prescriptive” to a more
“horizontal” and “collaborative” approach
to development cooperation.

Analysts agree that these “new part-
ners” have been introducing some posi-
tive changes to the way development
cooperation was structured, financed and
implemented in the past. Again, BRICS’
capacity to produce effective results in de-
velopment cooperation, in particular in the
African continent, could be considerably
strengthened if its members were able to
set up a common policy framework based



on shared goals and institutional arrange-

ment.

BRICS engagement in development co-
operation goes back to the very origins
of the bloc as a political group. Indeed,
development cooperation has been on the
BRICS agenda since the 2009 meeting in
Russia. In the group’s first political joint
declaration, in addition to pleas for achiev-
ing greater voice and participation in inter-
national institutions, social and economic
development was recognized as a major
common challenge that required com-
mon (global) responses. Since then, global
development issues have been included
in other summits and informal meetings,
even if no concrete joint (policy) outcomes

have clearly emerged.

In 2010 South Africa officially became a
member of the bloc. This strategic addi-
tion carried important geopolitical impli-
cations, established an anchor in Africa
and partially responded to the increasing
demand from African countries for BRICS
investments, knowledge and technology

transfer.

However, efforts to boost joint coopera-
tion and move it up to another level (i.e.
beyond grand summits and joint decla-
rations) have had meager results so far.
There are different reasons for that, from
domestic and political economic difficul-
ties to a more basic lack of understanding
of how to pursue a common policy and po-
litical action.

Recently, though, there have been signs in-
dicating that this could change. In March
2013, the Fifth BRICS Summit, for the
first time hosted by the bloc’s African
member, raised development cooperation
as a key agenda for action. During the
summit, held under the heading “Partner-
ships for Development, Integration and
Industrialization,” the “eThekwini Decla-

ration and Action Plan” was signed. The
Declaration reinforced the commitment
of the BRICS to the creation of a coordi-
nation and support mechanism for issues
related to world economics and politics.
The Declaration also confirmed (i) the
creation of a “Contingent Reserve Ar-
rangement (estimated at US$100 billion)
to help BRICS countries strengthen their
financial stability; (ii) a commitment to
decrease the infrastructure gap in Africa;

In fact, apart
from the economic
dynamism
displayed at that
time, finding
overlapping
features
between Brazil,
Russia, India and
China has been a
tricky task.

(iii) a commitment to promote capacity
development and knowledge exchanges,
stimulate FDI to the region and diversify
African exports to BRICS countries; (iv)
establishment of the BRICS Think Tanks
Council, a network that will focus on poli-
cy issues, such as the evaluation of the up-
coming BRICS bank short- and long-term
strategies; (v) establishment of the BRICS
Business Council, which will group busi-
ness associations from BRICS to promote
engagement with the private sector from
each country.

During the summit, the creation of the
BRICS bank was also confirmed. It is not

Focus

yet clear how this bank will operate, where
it will be physically located and why this
could be the most appropriate approach
for institutionalizing the BRICS group as
a global actor. There is still skepticism
among analysts about the creation of such
a bank as the most appropriate approach.
Some propose more immediate solutions
such as the establishment of a small in-
tergovernmental committee from BRICS
countries to address global issues on geo-
politics, security, and development.

Others believe that the group has not been
able to overcome its initial significance.
Coined in 2001 by Goldman Sachs econ-
omist Jim O’Neill, the term BRIC was
probably not intended to become more
than a new investment label, assembling
a group of fast-growing, newly industri-
alized economies. In fact, apart from the
economic dynamism displayed at that
time, finding overlapping features between
Brazil, Russia, India and China has been a
tricky task.

On the other hand, one could argue that
development cooperation could represent
one of the few policy areas on which most
BRICS members can effectively converge.
Less controversial and disruptive than oth-
er issues, development cooperation could
be seen as a sort of “minimum (political)
denominator,” creating spaces for practical

collaboration and joint policy action.

A more recent step in this direction was
the proposed agreement during the recent
BRICS Think Tanks Forum (held in May
2014 in Rio de Janeiro, Brazil) of five pil-
lars for common action. These are cooper-
ation for economic growth, peace and se-
curity, political and economic governance
and sharing of knowledge and innovation.
These five pillars will be presented to the
heads of the BRICS countries during the
upcoming BRICS Summit in July 2014.
These pillars are well aligned with the de-
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velopment cooperation agenda from each
of the BRICS countries.

Should the BRICS have the (political) will
and (economic) capacity to boost their
cooperation to this new level, they could
make an important contribution to global
efforts for improving development coop-
eration. The emergence of the BRICS as a

About the Authors
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new actor in this field, with its own prin-
ciples, goals and institutions, could more-
over reinforce the political relevance and
internal cohesion of the group. Showing
that they are able to act together on an is-
sue of global concern matters not only in

What will be required in the future is mov-
ing toward a common framework and
practical institutional arrangements to fa-
cilitate the role of the BRICS as an influ-
ential development cooperation actor at a
global level.

terms of the group’s image, but also its po-
litical credibility, influence in global gov-
ernance and knowledge flows.

Susana Carrillo is an international development executive, working on South-South
cooperation and partnerships with emerging economies. She has worked exten-
sively in Latin America and Africa. She is presently working as a Senior Specialist
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Fundac&do Dom Cabral (Brazil), the Moscow School of Management, SKOLKOVO
(Russia), the Indian Institute of Management Ahmedabad, and the Cheung Kong
Graduate School of Business (China); a Master’s Degree in Socio Economic De-
velopment Studies from the Graduate Institute for International and Development
Studies, Geneva; a Global Master’s in International Development and Public Policy
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Any Freitas is a political scientist and policy analyst specialized in Brazilian for-
eign policy (focus on South-South and Brazil-Africa relations). She holds a PhD
in Social and Political Sciences (European University Institute, Florence) and has
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as UNESCO, the Council of the European Union, and the European Union Institute
for Security Studies. Any is currently Visiting Research Fellow at King’s College
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Vale’s African

Adventure Throws
Spotlight on
Corruption and

Deal R

fter agreeing to pay US$2.5
billion in 2010 to the Israeli
billionaire Beny Steinmetz
for a 51% stake in a mining
concession in the West African nation of
Guinea, Vale appeared to have won the
race to secure access to one of the world’s

largest deposits of iron ore.
There was one problem: the Guinean gov-

ernment wanted it back, and it has since

alleged that Vale’s partner — Steinmetz’s

12
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BSG Resources (BSGR) — had originally
acquired the concession through bribery.
These corruption claims have subsequent-
ly led to a US Department of Justice (DoJ)
investigation and Guinean government re-

view of all mining tenders.

The DoJ investigation has focused on whether
bribes were paid “to officials of a former gov-
ernmental regime of the Republic of Guinea
to win valuable mining concessions in the

mountainous Simandou region of Guinea.”

@ AnaMano

In March 2014, Frenchman Frederic Cil-
ins, believed to be linked to BSGR, plead-
ed guilty in a US court to allegations that
he “agreed to pay money to induce a wit-
ness to destroy, or provide to him for de-
struction, documents sought by the FBIL.”

According to the Dol, those documents
related to the payment of bribes to obtain
mining concessions in Guinea. All of these
chickens finally came home to roost in re-
cent months when a Guinea government



committee stripped VBG — Vale/BSGR
joint venture — of the mining rights. And
now the government in the capital Cona-
kry is “ready” to re-tender the concession,

according to an industry source.

BSGR was banned from the new bid-
ding process after the committee said it

paid bribes to win the original concession
rights.

So what’s next for Vale? So far it is still in
the game, as it has not been accused of any
wrongdoing by either the US or Guinean
authorities and can (as recommended by

the Guinean government committee) rebid

Commodities

for the concessions. However, Vale does
face the possibility of “successor liability”
charges under US anti-bribery laws — in
particular the Foreign Corrupt Practices
Act — for insufficient due diligence prior to
its acquisition, according to a Washington-
based attorney specializing in corruption

affairs.

WARNING

13
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Although BSGR plans to seek internation-
al arbitration as it contests the decision,
the Guinean government is not inclined to
wait. Arbitration proceedings between a
company and a government can last from

five to 10 years.

“The government knows the arbitration
will be long and wants to re-tender the li-
cense as quickly as possible,” the industry
source said. “It will be hard to attract in-
vestors to Simandou if legal uncertainties

linger.”

If and when the rights are re-tendered, it
will require a large company with access
to financing due to the complexity of the
project. Although estimates vary, a person
familiar with the situation said it will like-
ly cost around US$20 billion to develop
the concession.

The Guinean government had considered
giving Vale first refusal to rebid for the
concession — a move that has to be con-
firmed by the country’s National Assem-
bly — as the company retains strong sup-
port in the country, the person familiar

with the situation said.

But according to the industry source, giv-
ing Vale such “preemptive rights” could
reduce competition for, and thus the value

of, the country’s mining assets.

Vale has refused to comment publicly on
the matter but has announced a potential
loss of over US$500 million in relation to
the Simandou project.

However, it is understood that this figure
may be a severe underestimation as Vale
could have invested up to US$1.7 billion

in Guinea so far.
This higher figure takes into account a

US$500 million down payment made to
BSGR when the joint venture was cre-

14

ated, as well as related operating and ad-
ministrative expenses, the person familiar
with the situation added. The figure also
includes “significant” damage to Vale’s
property in the town of Zogota by rioters
in August 2012 during a period of civil un-
rest, this person added.

According to the Guinean government
committee, the VBG joint venture claims
to have invested US$700 million in the
project, including the US$500 million
“advance” to BSGR. Meanwhile, press
reports in Switzerland say Vale is suing
BSGR for US$1.1 billion in damages, but
neither company would confirm that infor-
mation.

Vale’s CEO Murilo Ferreira told report-
ers in Brazil any decision to reinvest in
Guinea will have to be approved by the
company’s board of directors, but did
not discuss the matter in detail. But the
company’s losses could rise even fur-
ther as Rio Tinto — which previously
owned the rights to the VBG conces-
sion — is suing both Vale and BSGR in
a US court.

Rio Tinto’s original agreement was can-
celed in 2008 but the company subse-
quently acquired the rights to develop
different blocks of the Simandou re-

gion.

In a court filing, Rio Tinto accuses the de-
fendants of conspiring with Guinean gov-
ernment officials to defraud it of its origi-

nal concession.

“This is a case about the theft of Rio Tinto’s
valuable mining rights by the defendants
through a scheme in violation of the Rack-
eteer Influence and Corrupt Organizations
Act,” Rio Tinto alleges in the filing.

However, BSGR has denied the allega-
tions. “Rio Tinto chose to do nothing with

its mining rights so the mining rights were
taken away,” a spokesperson for BSGR
said.

~J) Policy and
A Reglfatury Report

About the Author
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Policy and Regulatory Report -
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How Technology Is
Changing the Face
of Due Dlllgence
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At a time when virtually any type of information is just a click away,
due diligence companies are facing unexpected challenges.
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ttorney Mark Johnson used
to work as an NCIS Special
Agent, and he recently de-
cided to use his investigative
expertise to help companies make sound
business decisions. He defines his com-
pany, Sovereign Intelligence, as a global
risk consultancy providing strategic coun-
sel to equity, legal and accounting firms,
and explains that its competitive advan-
tage comes from the fact that it combines

online and personal information.

“The service that I am offering is a dual
service: cyber intelligence and human-
derived information. As an intelligence of-
ficer, I combined the two services in order
to answer pivotal questions about national
security. Now, when I receive a problem
set or request for information, I conduct
deep dive internet searches within the deep
web and peer-2-peer worlds and corrobo-
rate the results with human-derived infor-
mation. Many corporate intelligence firms
may be great at one collection platform or
the other, but very few combine them both.
I do, and I bring the added benefit of ad-
dressing the legal analysis as needed.”

Mr. Johnson adds that there are two im-
portant elements of the internet: the world-
wide web, which includes the surface web
and the deep web, and peer-to-peer net-
work. He notes that the surface web repre-
sents 5% of the world-wide web and is cat-
egorized and indexed by Google. The deep
web is 95% of the world-wide web and
contains a lot of information that can be
accessed with the help of an anonymizer.
Peer-to-peer networks represent approxi-
mately 70% of the volume of the inter-
net. “Most of the larger cyber intelligence
groups are only looking at the 30% that is
the world-wide web — they are not looking
in the peer-to-peer world. Where we can
distinguish ourselves from other cyber in-

telligence groups is that we use our capa-

16

bilities to do research on a vast part of the

internet that is relatively untapped.”

The importance of the peer-to-peer world
is often underestimated: even though it is
the place where movies and music are ex-
changed, many groups use it for nefarious
purposes. Unfortunately, most people and
corporations tend to overlook it when it
comes to their cyber security. “When you
think of what the deep web and peer-to-
peer web means, it really only hits home
when people start losing money. For ex-

“...the surface web
represents 5% of the
worldwide web and

is categorized and
indexed by Google.
The deep web is 95%

of the worldwide

web and contains a

lot of information
that can be accessed

with the help of an

anonymizer.”

ample, somebody fraudulently bought a
motorcycle with my credit card one day
and three days later a jet ski. My credit
card company called me and notified me
of what had already happened. I had the
assurance that they recovered the value of
it through their insurance carrier. But what
about the insurance company? Until they
wake up to the cost of identity theft and

realize that that is starts with cyber exploi-
tation from the deep web, they will always
be left holding the bag,” he notes.

Sovereign Intelligence gets approached by
different types of clients, who tend to ap-
proach M&A due diligence from different
angles. High net worth individuals, equity
groups and hedge funds look at due dili-
gence in terms of whether the financials
are sound. If the financials are good, they
move forward. Meanwhile, large account-
ing firms look for information to support
a decision that their clients may have al-
ready underway.

“If those are the premises for conducting
due diligence on, then there maybe a ten-
dency to overlook some red flags because
the ROI is sufficient. Many firms don’t
take the additional steps to mitigate the
risks since they don’t fit the proscribed cli-
ent driven answer. [’m trying to get ahead
of this game by partnering with firms who
need answers on target acquisitions and in-
tend to mitigate their risk before they close
the final deal. By coming along side an eq-
uity partner or hedge fund manager, I can
help them approach their next project from
the perspective of an attorney, intelligence
officer, and federal agent. And because I
use specialized databases for research, I'm
able to provide decision-making intelli-
gence.” says Mr. Johnson.

“Let’s say it’s a political risk type of issue
and the company I have been looking at has
questionable connections with a govern-
ment official. Before the client goes any
further they want to make sure that there
are no foreign corruption issues. In support-
ing international law firms concerned with
addressing the UK Anti-Bribery statutes as
well as Foreign Corrupt Practice Act mat-
ters, we provide discrete cyber and human
intelligence service as well as a cyber moni-

toring of persons and their relationships.”



This is particularly helpful for emerging
market investors. According to Mr. John-
son, “As the saying goes, you don’t know
what you don’t know. Sovereign Intelligence
is strategically designed to remove the ‘what
you don’t know’ side of the equation. We
are able to say at the end of our deep dive re-
search that we have literally scoured the en-
tire internet for our results. This allows our
clients to satisfy their due diligence require-
ments and get a good night’s sleep.”

@ Social media: A double-
edged sword

With the rise of Facebook, Twitter and oth-
er social media platforms, one would think
due diligence companies have it easy, but
this abundance of information has generat-
ed a massive selection issue, as Mr. John-
son points out.

“Within the last couple of years cyber in-
telligence companies have been develop-
ing sophisticated algorithms claiming to
predict your consumer behavior by moni-
toring ‘big data’ sources including social
media. Many use Google monitoring ca-
pabilities and other traffic and email ad-
vertising techniques thinking that if they
get all this information something magi-
cally is going to pop out at the other end
that a decision-maker can use. That’s not
going to happen. What we are missing if
we follow the expensive social media bells
and whistles company is the original ques-
tion: What is the actual question I need
answered and what is the best method for
getting the answer? If the corporate intel-
ligence world and the supporting cast of
the equity community poised themselves
to address the real questions, equity folks
would have what they need more ef-
Although

sometimes too much information is bad,

ficiently and economically.”

many firms refuse to even address the use
of engaging social media tools and other

deep web, and P2P for their own benefit.
According to Mr. Johnson, “It’s better to
partner with a professional intelligence
firm from the start and do the right think-
ing and internet searching early and often.
At least become educated on the best tools
available.”

Another problem is authentication: it’s al-
ways hard to know with certainty who you
are doing business with on the other line.

Solely relying on the popular venues of

With the rise of
Facebook, Twitter
and other social
media platforms,
one would think due
diligence companies
have it easy, but
this abundance of
information has
generated a massive

selection issue.

Facebook and even LinkedIn won’t guar-
antee the soundness of the engagement.
Aside from internet verification questions,
many firms skip past even the simplest of
due diligence measures, such as traveling
to the manufacturing plan to determine its
existence. Simply relying on what you find
on a quick scan of the world wide web to
determine someone’s social media profile

for verification purposes is insufficient.

Focus

With his background and expertise, Mr.
Johnson is familiar with just how much in-
formation about a person is accessible on-
line, and therefore recommends investing
in strong cyber security and intelligence—
something that is not always affordable for
companies in emerging markets.

“While information flows in globally
every day from computer to computer,
the most vulnerable networks will be ex-
ploited. This simple fact places those do-
ing business in emerging markets at a
disadvantage. Cyber security is expensive
and establishing variable secure commu-
nications is difficult. However, there are
simple steps the emerging market commu-
nity can take to address these problems,”
he says. Sovereign Intelligence offers an
80% solution for leveling the playing field
for global investors with their risk assess-
ments, penetration testing, and monitoring
system.

One way is to map out one’s extended en-
terprise and research whether each layer of
the supply chain of information has basic
cyber security measures in place. Achiev-
ing good cyber security beyond the citadel
of your own firm may not be possible, but
Sovereign Intelligence can help. Another
measure is to determine what you are tak-
ing back and forth from home and work.
“BYOD or Bring Your Own Device is a
recipe for failure. Since most folks bring
their own device into work, the separate
home/work paradigms collide, raising ex-
ponentially the risk of proprietary intellec-
tual property leaking beyond established
Virtual Private Networks or VPNs,” Mr.

Johnson warns.

“Hopefully,” according to Mr. Johnson,
“with what may be coined the ‘Snowden
Effect,” people are starting to take respon-
sibility for their information and safeguard

the layers of their online footprint. Per-
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Focus

sonal privacy is becoming critical, not
simply due to the skepticism toward the
alleged overreaching of the NSA, but
because identity theft is widespread and
surging in every country. There is no sil-
ver bullet but with the help of innovative
technology companies, the trend is toward
personal and corporate responsibility.”

Sovereign Intelligence aims to do its part
by providing a comprehensive cyber risk
Mr.

Johnson notes that “everyone is reacting to

assessment and monitoring service.

these systemic problems instead of getting
out in front of them. We have some ideas
on how to change the game a bit. This in-
volves primarily harnessing the right tools
in order to answer the right questions.
Since we are global and yet small, we can

cover a lot of ground efficiently.”

The rise of social media and cyber intelli-
gence technologies has leveled the playing
field between developed and developing
markets, as practically everyone has ac-
cess to the same information online. This
has also led to alternative and innovative

ways to start, fund and operate businesses.
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But reaching a balance between over-shar-
ing personal information and protecting
professional data while monitoring other
companies’ footprint for M&A purposes

will remain challenging for some time.

“Now you can go on the internet, get re-
ally good information, piece it together,
get crowd-funding, talk to other people
across the world, share ideas and all of
a sudden you have this massive global
economy where anybody can enter at any
time from any place. Folks in the middle
of Malaysia and folks in Washington, DC,
can be on an equal footing to do business
with each other. The other side of that,
though, is the exploitation that causes and
the vulnerabilities and risks associated.
On one side people want a lot of informa-
tion about what is going on to make better
decisions, but on the other side we really
want to keep our information private, so
you have this push and pull situation. The
result is that the emerging markets are ripe
for those willing to be smart by addressing
risk in a timely and comprehensive man-
ner. We can help firms do just that today,”
adds Mr. Johnson.

About the Author
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Funds

Alternative Emerging Investor catches
up with Peter Douglas CAIA, Principal,
GFIA Singapore and a judge on the panel,
on the current state of the Asian hedge

fund industry.

“Flows into Asian hedge funds have actu-
ally been healthy recently, but not all of it
is for Asian markets. Furthermore we are
seeing a fairly volatile range of fund per-
formances alongside those increasing in-
flows. I have been working in Asia off and
on since the late 80s; often I’ve seen that
when you have the combination of global
money coming into Asian securities mar-
kets, and increasing volatility, my bones
tell me we are closer to the top than the
bottom,” he says.

But this healthy performance is not even
across all fund categories, and some small-
er boutique funds are still struggling. “It
is a tale of two cities, really. If you look
at the larger funds in Asia, the more asset-
gathering focused managers are generally
doing well in terms of attracting assets,
maybe at lower margins than they would
have got five or six years ago, but there is
capital coming into Asia and it is generally
going to the big guys (those with a billion
it if not more under management). That
is not really our world as we focus on the
skill-driven managers, but it’s nevertheless
a very real business. At the boutique end
it is much harder. There are some inflows
but they are going into a small number of
managers, slowly and almost invariably in
segregated accounts, at fine margins, and
the majority of managers are running very
hard to stand still,” Mr. Douglas adds.

@ Awards

GFIA has monitored the “sweet spot” of
size for good performance in Asian equity
hedge funds for more than ten years. “It
moves around a bit depending on market

liquidity but usually the center point is
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about four hundred mil-
lion. However, this is
hard for many global
institutions, as this asset
level is only where they
are prepared to start to
do the work in anticipa-
tion of allocating, when
the manager gets closer
to a billion — at which
point performance may
be muted” Mr. Douglas

says.

He feels that global insti-
tutions should be look-
ing for higher returns to
compensate for emerging
market risk; seeking low
institutional
and the
ability to take reasonably

volatility,
infrastructure,

large tickets is unlikely
to result in a satisfactory

experience over time.

In order to select and

judge funds for the awards, Eurekahedge
produces a spreadsheet with fund perfor-
mances, which looks at the money made
by funds over the previous twelve months,
and gives judges numbers on longer-term
performance in terms of Sharpe ratio and
drawdowns, assets size, location, and a
range of other measurable parameters.
Each of the judges is free to look at the
data in whatever way they feel is most rel-
evant, and to overlay their qualitative ex-
perience if they know the manager of that
fund.

“There are six judges and each of us ap-
proach the process differently according to
our professional experience, which I think
is very healthy, so you have got a lot of
different kind of cuts on the funds. Often
one judge may favor a manager that anoth-

er judge wouldn’t touch, and vice versa!

My personal prejudice, developed from

looking at Asian hedge funds since 1998,
is that I really try to disassociate myself
from recent performance and focus on the
potential of the manager and the strategy,
which is incredibly hard. You really have
to work hard on digging yourself out of
that hole and sometimes I still fail and am
swayed by current performance,” he re-

calls.

In order to express fair judgment, Mr.
Douglas looked at the longer-term per-
formance — four or five years — at a fairly
granular level, month after month, to
determine trends, patterns and perfor-
mance in different markets. “You ab-
solutely cannot look at performance as
one number; it’s almost the most com-
plicated question and certainly not the

simplest,” he adds.



As the competition also includes a few
funds that started in the past year, judg-
ing sometimes had to be more qualitative
— which Mr. Douglas believes to be more

important anyway.

“The qualitative side is actually what mat-
ters,” he says. “If you can measure some-
thing, it has happened already, and that is
great if you are a historian, but if you are
investing, you have the impossible task
of trying to look forward, and while his-
tory may be entertaining and sometimes
thought provoking, it doesn’t do the job.
What will give you some measure of for-
ward-looking insight are pointers such as
the relevant experience of the people in
the organization, how the organization is

structured, what the organization is trying

About the Author

to achieve, what is going on in the portfo-
lio, and in particular the DNA of the man-
ager of the fund — how do they typically
react when the world gets difficult. Every-
body can construct a portfolio that works
when it pans out according to their world
view; but what a manager does when their
world view doesn’t work is a key compo-
nent of a good longer term performance.
You are looking not for risk management
in terms of clever software but real risk
management in terms of what is the man-
ager going to do when stuff doesn’t work
out. Understanding a manager’s risk man-
agement is a supremely qualitative pro-

cess.”

However, that type of judging is difficult

to achieve in a process as fast as the one

Funds

in place for the Eurekahedge awards, and
without the ability to go into the type of de-
tail mentioned above Mr. Douglas decided
to look back over the past 12- to 18-month
performance of the funds, and to talk to
managers to determine the quality of their
funds and their ability to cope with unex-
pected crises. This qualitative evaluation
combined with hard numbers constituted a

good base for him to express judgment.

Fourteen awards were given at the cer-
emony on May 23 in Singapore, providing
the winning funds not only with recogni-
tion, but also with a reputation to build on
for future business. “Most may pretend
not to be too excited, but actually they are
really chuffed if they get one,” concludes
Mr. Douglas.

GFIA was founded in 1998 by Singaporebased Peter Douglas CAIA, a pioneer of the Asian hedge fund industry. He is a Distin-

guished Singapore Financial Industry Certified Professional. He was an Alternative Investment Management Association (AIMA)

Council member for 10 years, was the inaugural Chairman of the Singapore National Group and the inaugural AsiaPacific re-

gional representative of the Association, responsible for AIMA National Groups in Australia, Hong Kong, Japan, and Singapore.

GFIA has researched and allocated to specialist managers based in Bangkak, Beijing, Buenos Aires, Cape Town, Dubai, Johan-

nesburg, Moscow, Rio de Janeiro, Santiago, Sao Paulo, Shanghai, and Tel Aviv, as well as emerging market managers based in

developed jurisdictions.
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How Do
You Solve a

Problem Like
Nigeria? ...

While the politicians declare war on insurgents in the troubled African country, what

can the private sector offer Nigeria?

n April Nigeria “rebalanced” its
economy. By changing the base
year for calculating the country’s
GDP, it jumped, literally overnight,
from 42.4 trillion naira to 80.2 trillion
naira (US$510 billion), making it the larg-
est economy in Africa by some distance.
From May 4 to May 6 the country host-
ed the World Economic Forum’s Africa
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Summit in Abuja, which brought together
world leaders to discuss how the continent
can continue its impressive progress in
poverty eradication, economic develop-
ment and institutional strengthening of the
past ten years.

However, you could be forgiven for hav-
ing missed both these events entirely, as

terrorism and security issues took over
the headlines. The kidnapping of school-
girls from Chibok, in the troubled north-
ern state of Borno, by the extremist group
Boko Haram, and subsequent bomb-
ings, have caused indignation around the
world, and thrown Nigeria into the spot-
light for all the wrong reasons. They are
the latest indignities in an insurgency that



has claimed almost 1,500 lives in the last

three months.

The situation would be challenging for any
government, let alone the cash-strapped,
crisis-pummeled administration in Abuja.
The military are stretched, underpaid and
undergunned; porous borders with Camer-
oon and Niger enable guerrillas to come
and go at will; conflicts elsewhere in the
region have led to an influx of fighters and
guns from Mali and southern Libya. But
the root causes of the problem go far be-

yond radical Islamic ideology.

[ ] Economic incentives,
good governance
required

Irrespective of how the immediate cri-
sis plays out, a long-term solution needs

to address two chronic root causes of the

conflict: a lack of economic development
and decades of poor governance. These
have created a fertile terroir of instability,
in which any seeds of discontent can blos-

som.

Out of the security spotlight, the private
sector has a vital role to play in job and
wealth creation in the north that will leach
grassroots support from the organization.
And parts of the Nigerian government
know that, even if the current rhetoric is
more belligerent. Africa’s richest man,
Aliko Dangote, a northerner himself,
promised at the WEF meeting US$2.3 bil-
lion of investments in rice and sugar in the
northeast, generating an estimated 180,000
new jobs. Local private equity firm Sahel
Capital Partners is spearheading agricul-
tural initiatives where others fear to tread,
boosted by a disbursement from Nigeria’s

sovereign wealth fund. South African su-

permarket chain Shoprite continues to
expand its services to northern cities like
Kano; frontier investment specialists are
out on the ground looking at extractives
opportunities beneath dusty the soil of the
Sahel.

The other piece of the puzzle is better gov-
ernance. An International Crisis Group
report released in April looking at the inse-
curity in the north stated that “unless issues
of bad governance and systemic corrup-
tion are addressed vigorously and trans-
parently, all other measures will be noth-
ing but stop-gaps.” Easy to write, hard to
do. Nigeria’s “deep state” reaches far and
wide into all kinds of complex power and
patronage relationships. Talk of wiping
out corruption often fails to recognize the
scale of the problem and how hard-wired
it has become at every level of society, not

simply the government. The challenge will
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be to create a system of legitimate incen-
tives to enable parties to transact, econom-
ically and politically, without resorting to
the crude tools of bribery.

@ Divided country

The strange reality about this diverse, fre-
quently divided yet enormously dynamic
country is that in the mainly Christian
south, especially around the economic and
commercial hub of Lagos, you could be
forgiven for thinking that the travails of
the north are taking place in another coun-
try. And in a way, they are. There is a dif-
ferent side of the Nigerian story, in which
the NSE All-Share Index rose 47% last
year on the back of strong corporate earn-
ings and a reformed governance structure.
This is a country with an internal market of
almost 200 million consumers, nearly half
of those under the age of 35. Lucrative re-
form of the power sector provides the first
opportunity in a generation to slash energy
costs for small and medium-sized enter-

prises (including in the north).

Optimists see a country with enough raw
materials and service opportunities to
wean itself off oil and gas dependence in
favor of a more mixed economy, harness-
ing a people who are innately mercantile.
No country with the demographic makeup
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and economic fundamentals of Nigeria has

not managed to bring a large part of its
population out of poverty. But in order to
even get close to realizing its potential, the
immediate threat of Boko Haram needs to

be thwarted, the reason it exists has to be
understood properly, and the private sector
needs to step up and offer its own part of a

long-term solution.






hree months after flight
MH370 from Kuala Lumpur
to Beijing disappeared from
radar in the early hours of
March 8, investigators are still without
tangible clues as to where the plane could
be. Search efforts — reportedly the larg-
est in history — have been focused on an
area northwest of Perth, Australia, in the
southern Indian Ocean, where four acous-
tic signals were detected in April, although
experts were not able to confirm whether

they came from the missing plane.

Of the 239 passengers on board, over half
(152) were Chinese, but when the Chinese
government pushed to take control of the
recovery operations it was met by a firm
Malaysian hand determined to prove its
efficiency in crises of this sort. An investi-
gation team including members from Aus-
tralia, China, the US, the UK, and France
was formed on April 6, and Australia has
been coordinating the search in the Indian
Ocean, but there are concerns that Ma-
laysia’s handling of the catastrophe could
have geopolitical consequences.

According to Arvind Ramakrishnan, head
of Asia at Maplecroft, “What investors are
interested in particularly is the geopolitics
of the region, in particular how this affects
the very important relationship between
Malaysia and China, for example in the
South China Sea dispute.”

Malaysia is one of the claimants of the oil-
rich Spratly Islands, currently shared be-
tween China (eight islands), Vietnam (29),
the Philippines (eight), Malaysia (five),
Brunei (two) and Taiwan (one).

China has been very critical of the Ma-
laysian government in its handling of the
MH370 tragedy, increasing tensions in the
region and raising concerns of potential
trade consequences. “Could this mean a
breakdown in relations between China and
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Malaysia? The answer is no, but that is the
kind of concern that comes to the minds of
investors. Lasting damage to the relation-
ship is really unlikely because for all the
frustration with the Malaysians that China
has expressed in this case, it is really not
clear what they could or would have done
differently,” adds Mr. Ramakrishnan.

Since the disappearance Malaysia Air-
lines has experienced various other safety
incidents, including a burst tire and the
emergency return to Kuala Lumpur of a
flight to Bangalore. As a result, the com-
pany has posted its worst loss in over two
years (US$138 million) in the first quarter
of 2014, and rumors have emerged that it
could shut down. Consequently, a num-
ber of Chinese online travel agents have
stopped offering Malaysia Airlines flights,
which could have a massive impact on the
country’s tourism industry.

“There are concerns about security, less
about the fact that the flight could not be
found, but more about the fact that they
allowed people with improper documenta-
tion to get on board the flight, for instance,
and that the initial radar tracking system
failed to detect the unauthorized change in
course of the aircraft. These concerns will
not really translate into a major travel boy-
cott of Malaysia or damage investor confi-
dence in the country,” Mr. Ramakrishnan

comments.

Malaysia’s refusal to let China take control
of the search, and its subsequent failure in
recovering the plane before the black box-
es stopped emitting pings, has increased
the widespread perception in China that
Malaysia’s political and administrative
culture is inferior to its own.

Mr. Ramakrishnan explains, “Malaysia has
faced a lot of criticism, quite legitimately
about the fact that its handling of the crisis
was poor. The main reason for that is that

Malaysia has simply not had a crisis re-
motely approaching the scale of this flight
disappearance for many years. They have
had domestic protests over corruption, and
on a regional scale there is the South China
Sea dispute. Further, in 2013, they had this
small-scale invasion of militants from the
southern Philippines who came to Borneo
and briefly held on to territory. However, this
last event was highly localized and did not
have a great deal of significance. As a result,
Malaysia’s preparedness in handling a crisis
like MH370’s disappearance was lacking.”

However, markets have not been highly af-
fected by the crisis, and Malaysian prices,
stocks and commodities remained stable.
In fact, it seems analysts are more wor-
ried about last year’s election result, where
the ruling coalition held on to power with
less than 50% of the votes for the first
time, than about the country’s security
standards. Even at the political level, the
MH370 incident is unlikely to have a last-

ing impact.

“The opposition has tried to capitalize on
this to some extent because they were able
to point out that the government was re-
ally incompetent. First they said that the
aircraft had probably crashed into the An-
daman Sea, then they said it had crashed
in the Gulf of Thailand, and so on and
so forth. So they have been able to make
some political capital out of it but there
is no sign that this has really swung opin-

ion,” he concludes.
@ Korea ferry

In South Korea, the ferry accident that
left over 300 passengers dead or missing
on April 16 has raised concerns about the
country’s safety norms, particularly in the
shipping industry.

Although Prime Minister Jung Hong-

won’s resignation is unlikely to have a



strong effect on markets in a country that
operates on an executive presidency model
(meaning political decisions are made pri-
marily by the president), the incident has
prompted some questioning of Korea’s
economy/safety contrast.

“Adherence to safety norms and labor
rights is quite poor, so there has been a lot
of soul searching internally because the
country has an incredibly competitive edu-
cation system and an incredibly hard work
ethic. The Koreans work really long hours,
so a lot of questions are being asked about
whether in pursuit of economic growth,

the country has really lost its moral roots
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and its responsibility to safeguard citi-

zens,” says Mr. Ramakrishnan.

Furthermore, Korea’s huge shipbuilding
industry is now being criticized for its in-
spection system. “One of the things that has
caused a lot of public anger is what is per-
ceived as a very cozy relationship between
the regulators and the Korea Shipping As-
sociation, which is a body of shipbuilders
and shipping industry people. The ferry that
sank was given a clean bill of health just a
few months ago, and inspections have not
really happened according to standards. So
there we could see tightening of standards
and more scrutiny of that industry. I would

keep a watch on this industry as something
which could see some fallout as a result of
this disaster,” he adds.

Although this particular ship was not built
in South Korea, meaning the incident is
unlikely to lead to a massive overhaul of
the industry, Koreans take a lot of pride in
their shipping sector, which has a powerful
lobby and influence at the national level
with the regulators.

“This pretty much allows them to get away
with a lot of safety breaches, and I think
that is the area where we are likely to see
scrutiny,” says Mr. Ramakrishnan.
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Thalana

Having been without a

proper government since
December 2013, Thailand
has become an uncertain
place to do business,
prompting investors to
adopt a wait-and-see
attitude.

nti-corruption protests are
not a new thing in Thailand,
but they culminated last
February, when public dem-

onstrations disrupted national elections,
causing them to be ruled invalid under
the Constitution. Protesters were demand-
ing that the government be dissolved and

that all vestiges of former Prime Minister
Thaksin Shinawatra’s political power bey |~
eliminated. Mr. Shinawatra, a telecom- &
munication tycoon, ruled the country from
2001 to 2006, when he was overthrown
by the army based on allegations of cor-
ruption, abuse of power and disrespect for
the monarchy. But his influence on Thai
politics did not stop there, and although
he left the country in self-imposed exile,
the majority of the prime ministers who
have succeeded him have been from his g




party — or his family. The latest, his sister
Yingluck Shinawatra, was ousted by the
Thai Constitutional Court in early May for
nepotism, leaving the country once again

without a leader.

Chris Larkin, managing director of Thai-
based corporate advisory firm CLC Asia,
warns that the reasons behind the over-
throw were complex. “The actual decision
was a technical one based on the Prime
Minister transferring one of the members
of the government [national security Chief

Thawil Pliensri, to make way for Thaksin’s

former brother-in-law Pol Gen Priewpan
Damapong]. It was based on events that
happened long before protests started, and
the protests themselves did not have much
directly to do with eventually getting rid of
the Prime Minister, but they certainly pro-
vided an interesting backdrop for the court
to rule against.”

Although it is clear that the opposition
wants to deprive Mr. Shinawatra and his
followers of their power in Thai poli-
tics, and they are regularly asked to step
down from office, none of them has yet

Political Risk

been banned from running again in future
elections — but this might change with
Yingluck. The National Anti-Corruption
Commission (NACC) has said it holds
enough evidence to ban her from politics
for five years if three-fifth of the Senate
votes in favor of that decision.

“Previously they were just disqualified
and had to step down but they haven’t
been banned from running again in the
next election, so this could be an interest-
ing twist. Whether that’s enough for pro-
government protestors who are now mo-
bilizing, we are not sure; everyone is kind
of waiting to see at the moment,” says Mr.
Larkin.

“Prior to the coup, what
you had was government
paralysis, which is
created delays and some
uncertainty, but there were
mechanisms for things to
continue working anyway
while the government was
in caretaker mode. Without
these the country would
have ground to halt. With
the coup, many are waiting

" to see what happens.”

Following the ouster of Yingluck Shi-
nawatra, the military declared martial law
on May 20, summoned political rivals to
meet face to face with no effective results
on the following day, and ended up seizing
power in a coup, suspending the Consti-
tution and declaring a curfew on May 22

in an effort to restore order. At the time of
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writing, Yingluck Shinawatra was being
detained by the army in a move to consoli-
date its grip on the country.

@ Economic consequences

Thailand’s economy as a whole has suf-
fered greatly from the months of protests,
registering a 2.1% drop in Q1 2014, with
year-on-year decreases in public sector in-
vestment (19.3%) and private investment
(7.3%) and a fall in exports and domestic
activity.

The Thai baht fell to its lowest level since
March 27 one day after the overthrow,
reaching 32.547 per dollar, and Standard
and Poor’s called the development “credit-
negative,” as it could prolong uncertainty
in the political and economic climate, al-
though it did not directly affect the coun-

try’s sovereign rating.

Another consequence of the political tur-
moil has been the stalling of approval for
foreign investments due to the inability to
appoint a board of investment (BOI) while
the government was in caretaker mode —
since December 2011. The BOI expired in
October 2013 and the new board was only
appointed in April 2014. According to Re-
uters, a backlog of around 200 foreign in-
vestment projects worth around US$12.3
billion was still waiting to be approved at
the end of May. At the time a government
official said he expected the projects to be
cleared by August, but that was before the
military coup.

“I think in some respect there has been a
government paralysis,” Mr. Larkin ex-
plains, “as when they dissolved parliament
and called the election, that stopped the
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government from being able to make ap-
pointments because it was in a caretaker
mode. Because of that the Board of Invest-
ment (BOI) doesn’t actually have a board
because they couldn’t be appointed. So de-
cisions couldn’t be made, and even though
that has since been resolved, we have had
six months of no leadership there.”

However, he points out that a bigger is-
sue is the lack of new government invest-
ment in infrastructure due to its inability
to come up with a budget strategy. “Prior
to the coup, without an effective govern-
ment, what was likely to happen, as I un-
derstand, is that the Ministry of Finance
would have just used last year’s budget
framework to disburse money, so the gov-
ernment would have still functioned. Now
we have had the coup, the interim mili-
tary government will be able to set some
financial priorities, but I doubt whether
they will be major investment priorities,
given the shortened lead up to the release
of the budget, which traditionally begins
on the first of October.”

Mr. Larkin adds that the now-ousted gov-
ernment “talked a lot about rail invest-
ment and high speed trains and freeways,
but there were capacity issues in terms of
getting the budget to disburse it as well as
suspicions about potential corruption sur-
rounding these projects and the ability of
government agencies to actually imple-
ment them, so it wasn’t anywhere near
concrete yet. Toward the end of last year
the government passed a new public-pri-
vate partnership (PPP) law, but that is still
in gestation, and the actual mechanisms
for it are still being drafted. So the lack of
political leadership will delay PPPs fur-
ther.”

@ Military coup

Despite the chaos, there were signs of im-
proved investor confidence after the mili-
tary coup of May 22, which was seen by
some as a positive step toward stability.
The day after the coup the country’s stock
market fell less than 1% — a rather tame
reaction to such an important political up-
heaval. Bank analysts started talking about
the endgame of the political crisis, and Re-
uters reported normal activity for domestic
investment firms, saying it was “business

as usual.”

But while domestic investors are seeing a
price drop opportunity in the crisis, foreign
money remains scarce. According to BNP
Paribas, nearly US$3 billion of foreign
money has left the stock market since No-
vember. There is hope that restored order
will reassure investors, as Thailand’s over-
all growing economy presents undeniable
potential, but fears that violence could re-
sume despite the curfew mean the market
might remain cautious for some time to

come.

“Prior to the coup, what you had was
government paralysis, which created de-
lays and some uncertainty, but there were
mechanisms for things to continue work-
ing anyway while the government was in
caretaker mode. Without these the country
would have ground to halt. With the coup,
many are waiting to see what happens. The
coup government is certainly concentrat-
ing its energies on rooting out those linked
to Thaksin throughout the civil service.
But beyond that there is a sort of pessimis-
tic outlook in terms of overall Thai growth
anyway,” Mr. Larkin says.



Current
Developments in
the Relationship
Between the US

and Argentina

he long history of relations
between the US and Argen-
tina have oscillated between
“carnal” relations — as it was
so colorfully put by former Argentine
Foreign Minister Guido Di Tella — to the
distant relationship that currently prevails

between these countries.

To make a long story short, the modern
history of these relationships has gone
from one side to the other. In the 90s, the
Argentine and US government enhanced
their relationship under the presidencies
of Bill Clinton and Carlos Menem. Dur-
ing this period, the Uruguay 1995 round
of GATT was successfully developed and
US investment expanded dramatically in

Argentina.

In the early 2000s, the relationship con-
tinued to develop until the failed Fourth
Summit of the Americas in the Argentine
city of Mar del Plata in 2005, where an
agreement for a Free Trade Agreement of
the Americas could not be reached, and a
“counter summit” was also developed by

Venezuelan President Hugo Chavez.

Now, these “cold” relationships seem to
have turned to “lukewarm,” basically be-
cause of US support for Argentina in a
court case related to the Argentine debt
defaulted in 2002. Recall that the US has
supported Argentina in the pari passu case
in the lower courts and has done the same
— and quite vehemently — in a recent hear-
ing before the US Supreme Court on an-

other ancillary case.

But has the US government done this out
of sympathy for Argentina and its politics,
or for its own political need to resolve the
Argentine case in a manner that is also

amicable to US interests?
@ Summary

First, let us quickly summarize the cases
pending in the US relating to Argentina’s
2002 default.

In the wake of the repudiation of Argentine
debt, 92% of the defaulted US$82 billion
of private debt has been swapped for a mix
of new bonds with a substantial haircut in
net present value. These swaps took place
in 2005 and 2009 and bondholders agreed
to receive 25 and 29 cents on the dollar.
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Some bondholders, known as the “hold-
outs,” have not participated in the swaps
and continue to fight Argentina in the
courts to settle the outstanding debt for the

actual amount they are owed plus interest.

Since the early years of the default, these
unpaid bondholders have created a special
task force — called American Task Force
Argentina (http://www.atfa.org/) — that

pursues a “fair reconciliation of the Argen-
tine Debt Default.”

The main case is led by hedge funds NML
Capital Ltd., a fund of Paul Singer’s Elliott
Management Corp, and Aurelius Capital
Management. This case concerns Argen-
tina’s challenge to a court judgment order-
ing it to pay US$1.33 billion to the hold-
outs or face a potential default if it refuses
to do so. The US Supreme Court could
decide in June whether to take it or not; in
any event, this case would not be decided

until the Supreme Court’s next term begin-

ning in October and ending in June 2015.

This case was already supported by the US
government. The crux of the matter here
is the pari passu clause normally included
in contracts that govern the issuance of
debt, and require equal treatment of inves-
tors. This case could have implications for

other issuers of debt.

The “smaller” case, in which the hearing
with the US support took place, concerns
whether the investors can force banks in
New York with which Argentina does




business to disclose information about
Argentina’s non-US assets as these funds
seek repayment. The argument of the
holdouts is that when Argentina services
its debt on the restructured bonds, it must
also pay a proportion of that money to the
holdout bond investors. In August 2013
the appeals court in New York endorsed
that argument. The ruling was suspended

pending Supreme Court review.

The US government has vehemently sup-
ported Argentina in the Supreme Court
hearing arguing that the lower court rul-

ings undermined sovereign immunity.

Although the two cases present different legal
questions, both deal with the scope of sover-
eign immunity, a legal principle that sets limi-
tations on when a state can be sued. The bond
investors have embraced a litigation strategy

that aims to circumvent those limits.

The bondholders have said they are willing
to negotiate, while Argentina responded to
the ruling by proposing a voluntary swap
of foreign debt in exchange for bonds is-

sued under Argentina law.

@ Some preliminary
conclusions

Does this mean that we are facing a new
era in the American-Argentine relation-
ship? We think not. The US has a special
interest in resolving this matter amicably,
not because of Argentina but because of
what the precedent may mean in general to

the investor community.

On top of the various macroeconomic

distortions in Argentina — high inflation,
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exchange controls, restrictions on im-
ports, taxes on exports, curbs on remit-
tance of profits abroad — there are other
issues clearly affecting the US and US
investment in Argentina that render the

support given by the US government to
Argentina as a measure aimed exclu-
sively at protecting the US as a financial
center for the international issuance of
public debt.
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! , hat should investors ex-

‘ | I ‘ pect from the results of
the presidential election

in Colombia? What will

it mean if current President Santos is re-

elected? Or if one of the other two candi-

l ‘ |
p ( :O r r ] ‘ r ] g dates becomes the new president?

Possibly the simple answer in the short
term is that not much will change that rat-

tles the cage of foreign investors in Colom-

D 1 1
bia. This is the good news. The bad news
is that there is a left-leaning group, and to
the surprise of many of us that group is

the current president’s camp. How much

to the left, that is anyone’s guess. Here’s

why: with Santos what we know for sure

P I
I 1s that we don’t know what is in his mind.
Here is a list of the candidates along with

a label for them that you will come to un-

derstand:




* President Juan Manuel Santos — Ex-
pect the unexpected. Or, unreliable.

* Enrique Pefalosa — The Manager.

e Zuluaga — Security and rule of law to
guarantee investment. Or, continuation
of ex-President Uribe’s “Seguridad
Democratica.”

Ex-President Uribe is without a doubt the
president who changed Colombia for the
better after the country was in such a dif-
ficult state of affairs that some even went
as far as calling it a failed state. That label
was unfair, however understandable from
the perspective of developed countries.
Today, thanks to President Uribe, Colom-
bia is a country that boasts investment
grade ratings from Moody’s, Fitch and the
like. Uribe’s first four-year term was such
a dramatic improvement that Colombians
changed the Constitution in order to allow
for a president, specifically Uribe, to run
for re-election. Uribe was Colombia’s first
president to run two consecutive terms un-
der free elections. Juan Manuel Santos was
Uribe’s Defense Minister and so he was,
in fact, front and center in Uribe’s presi-
dency. As a result, Santos was a natural to
run for the presidency given that he had
been succesful in Uribe’s cabinet.

So President Santos surprised all of us
once he took office. We expected him to
follow the same line of governance. One
of the main tenets was “Seguridad Demo-
cratica” or Democratic Security — the idea
that without citizens that feet secure, there
is no investor confidence. Investor secu-
rity was the most important tenet of the
new party, “Partido de la U,” named after
Uribe. Santos ran on that platform, but he
did not come through on his main prom-
ise. It is important to understand a little re-
cent Colombian history to know how sig-
nificant a departure this was. This was not
just another politician breaking a promise.
This was a very serious departure from the

expected. In fact, one of his first acts as

president was to have a summit with Ven-
ezuela’s President Chavez on Colombian
soil declaring Chavez his new best friend.
Chavez, a staunch socialist who, unfortu-
nately for Venezuela, understood little of
the failure of central planning and social-
ism, was now the best friend of President
Santos. Santos had, only months before,
promised to ran a capitalistic democracy
very different and far from the errors of
socialism.

The truth is now clear to all: Santos is sim-
ply an astute politician who goes in the di-
rection he perceives is best for his agenda.
He believes that making peace with the
long-time terrorists, FARC, is what is
needed in Colombia, for some odd reason.
This after FARC had been reduced, under
Uribe, to a group relegated to the deepest
parts of unknown jungles and far away
from the citizenry. For all intents and pur-
poses, FARC was defeated. So why would
Santos do this? Only he knows. Some be-
lieve that Santos is pursuing this strategy
as a means to earn a Nobel Peace Prize.
Experience tells us that the FARC will,
as on previous occasions, use these peace
talks as an excuse to continue their agenda,
and many believe that Santos is kidding
himself. But what does this all mean for

business?

Let us look at the different candidates and

what they promise.
@ Short bios

Santos — On the Santos website you will
find a series of YouTube videos. These
videos lack substance and include some
relatively vague promises like lowering
unemployment. These are possibly good
to attract votes but contain little in the
way of real policy ideas. Education: San-
tos attended the University of Kansas and
graduated with a Bachelor in Economics
and Business Administration. He later at-
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tended the London School of Economics
and Political Science, graduating with a
Master of Science in Economic Develop-
ment, and the John F. Kennedy School of
Government at Harvard University, gradu-
ating with a Mid-Career Master in Public
Administration in 1981. A Fulbright visit-
ing fellow at the Fletcher School of Law
and Diplomacy at Tufts University in 1981
and a Nieman visiting fellow at the Har-
vard Business School at Harvard Univer-
sity in 1988, Santos also holds an honorary
Doctor of Laws degree.

Penalosa — On the Penalosa website you
will find a clear description of the key
items his administration would focus on,
mainly healthcare & education, rural de-
velopment, environment, justice and se-
curity, and special items broken down by
region. Within each of these focus points
he addresses the reasons why they are key
items for the country along with proposals
for change and specific solutions. Perhaps
much of the population will not review all
this detail, but it shows the type of gov-
ernment he could run. He is a manager, a
problem solver. Pefalosa’s claim to fame
was his succesful term as mayor of Bogota
from 1998 to 2001. During this period he
significantly improved the city. Pefialosa is
a Duke University graduate (History and
Economics major). He also holds an MBA

from the University of Paris.

Zuluaga — On Zuluaga’s website you will
also find a series of YouTube videos, and
they do contain substance. His focus is on
security to guarantee the rule of law under
which investment can thrive and an econo-
my can be healthy. This makes sense. Zu-
luaga was Finance Minister under Uribe
so he also knows what it takes to push the
economy. For example, a major invest-
ment area in Colombia during and after
Uribe’s presidency was the hotel industry.
Given that Colombia suffered from bad

public relations, it was important to get
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SANTOS
(Current Colombian

President running for re-
election)

Promises to be best educated
country in Latin America by
2025

Free housing for 85,000 poor
families. Continuation of
mortgage interest subsidies.

Reduce unemployment to 7.8%
by 2018

COP$%4 billion for small business
entrepreneurs.

Lowest homicide rate in 20
years will continue to decrease.
Substantial increase in the
police force.
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PENALOSA
(Green Party)

Build/lease 3000 schools serving 350 kids
each. Increase public schooling to 1.5 million
children from the 1 million currently served.
Decrease college turnover.

Creation of the Ministry for Rural Well-Being.
Build roads. Creation of programs to help
meet international sanitary standards like
those of the US in order to increase exports.
Expand rural production beyond cattle and
agriculture to include tourism, etc.

Decrease mining subsidies. Declare a
moratorium on mega mining projects if they

are non-renewable. Drummond will not get an
extension on its coal mining agreement (up to

50% of Colombian coal extraction).
Reduce unemployment by reducing taxes to
employers, not by increasing subsidies.

Specific programs for the four distinct regions
of the country that address the significant
income inequality in Colombia. Improved
local tax systems. Improve redistribution of
central government funds to regions.
Diversify the economy to improve other
sectors, not just mining. The economy in the
last four years has focused on mining at the
expense of other sectors.

Colombia’s worst citizen security concern is
homicides. Colombia’s worst public security
concern is organized crime, including the
guerrilla group FARC.

Solutions: fight corruption; reform the justice
system; stimulate cultural changes that place
higher value on life and liberty and respect
for the law.

ZULUAGA
(Center Party — Backed by Colombia’s ex-
president Uribe)

Colombia was ranked as 62nd among 65 countries
in verbal scores. Solution: increase public education
(usually for lower income citizens/80% of the
population) to 8 hours daily including lunch for these
children. Increase teacher salaries and training. All
high school graduates to get a technical degree from
SENA. Access to higher education.

Rural areas need loan refinancings and lower interest
rates. Lower fertilizer costs. Eliminate sales tax for
farming equipment. Access to technology.

Healthcare: Increase hospital infrastructure to reduce
waiting times. Include prescription drugs in insurance
coverage. Improved medical industry salaries.

1.5 million families do not own or inhabit a home. The
solution is not giving away homes, but rather building
800,000 homes without need for downpayment and
with monthly mortgage payments equal to rental
payments. 200,000 middle income homes will have
interest subsidies. These are similar programs to those
done by President Lula da Silva in Brazil.

Fight the criminal elements to provide security for
investment.

Overhaul the succesful program started by President
Uribe “Security Councils” and citizen collaborators.
Fight micro-narcotraffic. Increase police and military
force salaries. Closed circuit cameras throughout city
streets.

Peace agreements with terror groups (FARC) must
include fairness and justice for the victims of such
terror.



the international community to visit the
country in order to increase investor confi-
dence. It is very difficult to understand the
reality of positive change unless you see
it for yourself. For this and other reasons,
the country needed to improve its hotel in-
dustry. The Uribe government, along with
Zuluaga as Finance Minister, instituted a
30-year income tax holiday for new hotels.
This created a boom in new hotels and cre-
ated thousands of jobs, and now Colombia
has adequate facilities to tend to its inter-
national guests.

@ Conclusions

If Santos is re-elected we simply do not
know what will happen. Maybe more
of the same? Maybe he will complete a
“peace process,” no matter the conse-
quences, simply so he can get a Nobel
prize? We just do not know. We do know
that if he continues with the same strategy,

About the Author

Colombia is leaning toward leftist tenden-
cies that do not make for the best invest-
ment environment. At best, we can expect
“muddy waters,” to use a marketing term.
Let me give you an example. In 2012, un-
der Santos, there was a major tax reform
due in part to the trade agreement with the
US. The Santos government now claims
that Colombia’s corporate tax on profits is
only 25%. That is far from the truth: it is
muddy waters. When you look closely you
see that they simultaneously introduced
a new tax and called it something else:
CREE. This is also a tax on corporate prof-
its of 9%. Total corporate tax on profits:
34%. The net result a 100 basis point in-
crease! Such is life under President Santos
for investors in Colombia.

If Zuluaga, the candidate who has Uribe’s
backing, is elected, we will likely go back
to a Colombia that is open for business.
And, for those of you interested in the

Political Risk

peace talks, yes, although not very likely,
Zuluaga may talk, but he will likely only
listen if there is a clear path to a just reso-
lution.

If Penalosa, the former Bogotd mayor,
is elected president, we can expect good
management and perhaps a continuation of
the peace talks, but under better terms than
with Santos.
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investment side of business transactions. After his MBA, Mr. Villalba worked
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Repercussions of
Brazilian Internet Law on
International Agreements
with Brazilian Users

-

The new Brazilian internet law (Marco Civil da Internet), which is set to enter into
force at the end of June 2014, is a complex regulation encompassing public policies,
technical standards and consumer rights. The bill also has some very worrying
provisions that allow the state to closely monitor internet users and internet content.
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In this article, I will focus on the provisions dealing with private
international law and regulation of international agreements re-

lated to the internet.
@ General approach

Brazilian conflict of law rules have historically been based on the
domicile of the contracting parties. That is, generally Brazilian
law will apply over agreements entered into in Brazil and not ap-
ply when agreements have been executed abroad. The nationality
of the parties is not important.

In the case of agreements between parties who happen to be physi-
cally distant, Brazilian law determines that the law of the country of
residence of the one making the proposal shall be the applicable law.

Since internet agreements don’t have a physical place where they
are signed, and since most providers of software, applications and
other internet services are not located in Brazil, the application of
Brazilian rules will generally bend toward the law of the country
of the provider (considering that the provider is typically the one
who proposes the terms).

The Brazilian government seems to have resented this situation.
The new internet law reflects this disturbance and has adopted
a legal shortcut to allow the use of Brazilian law in agreements
entered into through virtual environments. The Marco Civil de-
termines that whenever a terminal is located in Brazil, the legal
residence of the party using the terminal should also be Brazil,
and that any internet transaction (or exchange of information)
performed through a terminal located in Brazil should be subject

to Brazilian law.

Terminal, under the legal definition, is any device capable of access-

ing the internet — from cell phones to heavy processors and servers.

@ Limits to the application of Brazilian law
over terminals located in Brazil

The application of Brazilian law to terminals located in Brazil is,
in theory, restricted to the acts of collection, keeping and using
user data. Brazilian law should be applied specifically with regard
to privacy and protection against unauthorized use (including sale
of information for advertising agencies, espionage and data min-

ing by foreign governments).

If the scope of the use of Brazilian law were limited to the topics
above, the commercial terms of the agreements should be subject

to usual conflict of law rules, meaning that the use of foreign law
would be allowed.

This conclusion, however, is not certain.

For one thing, another part of the law mentions that the appli-
cation of Brazilian consumer protection rules is also mandatory.
Also, the law may be used by the government to justify the taxa-

tion of software sales and licensing in Brazil.

In addition, several principles established by the bill are phrased
to sound like “collective interest and national security” issues.
This means that some dominant clauses in standard terms of use,
such as a clause allowing the seller to automatically charge the
buyer’s credit card, may be ruled illegal in Brazil because Brazil-
ian law is very protective of consumers’ credit, and because the
application of Brazilian consumer law may be seen as a matter of
national security and public interest.

@ Limitations on the choice of forum and
arbitration

The bill also establishes that mass agreements entered into via the
internet cannot exclude Brazil as a forum for disputes. In other
words, the law prohibits foreign providers from insisting on the
resolution of disputes in their home countries. (Facebook would
not be allowed to choose the US as the preferred forum for dis-
pute resolution, for instance.)

It is not clear if this provision will prevent the use of arbitration
or if the use of arbitration in those cases must follow some spe-
cial provisions that are already applicable to domestic consumer
agreements (basically, the need for a very distinctive clause, in
bold letters).

@ Consequences: Shutdown of websites and
prosecution of subsidiaries in Brazil

The consequences of noncompliance with the privacy rules de-
scribed in the bill are dire: a fine of up to 10% of the gross revenue
of the economic group responsible for the application. (Think 10%
of the worldwide revenues from Angry Birds, or, again, Facebook.)

The bill provides, clearly, that the fines may be charged against
local subsidiaries of the companies, and even against any as-
sets or related companies and distributors in Brazil. The law
does not mention it clearly, but the shutdown of a website is
also a possibility. (It is important to note that even well known
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sites have been shut down in Brazil, as YouTube was a few

years ago.)

@ Conflicts with international conventions,
possible unconstitutionality

Some aspects of the Marco Civil violate international privacy
protection agreements. Many of those agreements have not been
ratified by Brazil, but are applicable in the countries where the
application provider is located. Specifically, the Marco Civil de-
termines that the sellers of internet servers or applications must
cooperate with Brazilian authorities and share information about

their customers with the Brazilian police and courts.
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Moreover, the application of penalties to local subsidiaries that
have not performed any illegal activities per se may be ruled un-
constitutional, since the Brazilian Constitution prohibits the pe-

nalization of innocent parties.

The Brazilian internet law is bound to create controversy and,
possibly, battles in court regarding its validity under international
conventions, as wells as its constitutionality. We will watch care-

fully how the principles and rules described in the law are applied.
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Renewable Energy

Sunshine Daydream?

Wake Up — Now Is
the Time for Solar
Energy in Latin
America

Often, the most promising opportunities are those that

become visible when the sun shines on a dark space.

One such dark space is the wealth of untapped energy

sources throughout Latin America; and of those energy

alternatives, perhaps none is as promising as the

sunlight itself.

he rate of adoption for so-

lar energy throughout Latin

America is shockingly low

when compared with the rest
of the world. With up to 100 gigawatts of
solar energy expected to be deployed glob-
ally each year, less than 500 megawatts —
or about one-half of one percent — is ex-
pected in Latin America.

While other regions have already deployed
considerable resources in solar as part of
larger sustainable energy programs, solar
photovoltaic technology is largely non-ex-
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istent in Latin America. The Inter-Amer-
ican Development Bank released a report
last year indicating that Latin America and
Caribbean countries could, in theory, meet
100 percent of their energy needs from
renewables. For instance, the Chilean des-
ert offers an economic potential for solar
similar to Arizona or Nevada, two leaders
in the US. Other regions — like South Af-
rica — are making rapid headway; the time
for solar power in Latin America is now.

First, let’s dispel some of the myths about
the viability of solar energy.

@ Ben Moody

There is a big distinction to be made be-
tween making solar panels and producing
solar power. For instance, the US solar
panel manufacturer Solyndra, a favorite
target of critics of solar power, was in fact
not a producer of solar power, but a maker
of solar panels. Its demise was the con-
sequence of a Darwinian shift in market
forces: panel prices, driven down sharply
by cheaper alternatives from China, made
the business model of Solyndra — and
many other manufacturers globally — un-
tenable. That these companies were unable
to compete in a burgeoning market is not
evidence that the market does not exist, or
that others won’t succeed in it. Solyndra
is gone, but the demand for solar panels
is growing rapidly. Supplying that demand
today are fewer but stronger manufactur-

ers, who have a brighter future ahead.

Where government assistance and inter-

vention was once required for solar power
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plants to work economically, subsidies are
no longer a requirement for solvency in
the space. In the past five years, the cost
of solar panels and other plant compo-
nents has fallen so dramatically that solar
is reaching parity with conventional power
sources like coal and natural gas. The solar
power model now stands on its own — a
sustainable energy source supporting a vi-
able business.

Latin America, as a potential market,
has a competitive advantage in not being
first. With new technologies, much can be
learned from the mistakes of others. The
average cost of an installed watt of solar
energy has dropped nearly 25 percent in
the past couple of years, and most projec-
tions indicate that the improvement will
continue. More dramatically, consider that
a watt of solar energy cost US$1,785 to
produce in 1953, whereas today it costs
about one dollar. The underlying costs as-
sociated with deployed solar photovoltaic
power are expected to continue to decline.

For all the criticism it’s faced, solar energy
has the biggest upside of all renewables.
This is equally true when viewed through
the lens of an investment opportunity.
The time required to build a solar power
project is less than or comparable to wind,
significantly less than for hydroelectric
or biomass, and a fraction of what’s re-
quired for coal or geothermal. Financing
is readily available from both commercial
and development banks, even without
the need for a long-term power purchase
agreement. Operators can start to produce
power on a merchant basis, providing flex-
ibility — and higher short-term profitability
— in the more expensive power markets in
Latin America. In addition, environmen-
tal impacts are often far less than other
renewable alternatives. Residential and
commercial rooftop installations require
even lower investment, and power can be
turned on very quickly.
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Solar energy is fast becoming the most pro-
ductive natural resource in the world. Over
the next 20 years, cumulative investment
in solar power is expected to be close to
US$3 trillion — as much as US$100 billion
per year globally looking for investments.

About the Author

With some of the best solar resources in
the world, Latin America is a vastly un-
tapped potential source. It doesn’t take a
flashlight the size of the sun to see the op-
portunity.
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More profitaljies
and less volatile

@ Tomas Guerrero Blanco

n recent months some isolated
events such as the suspension of
Nigerian Central Bank Governor
Lamido Sanusi and the outbreak of

the Ukrainian conflict have set alarm bells

ringing. Frontier markets could be a bub-

ble about to explode.

However, these events are at odds with
the forecasts some analysts have hurriedly
worked up. In the case of Ukraine, whose
weight in the MSCI FM is negligible
(0.1%), the stress prompted by the Russian
occupation has not weakened the confi-
dence of investors. The PFTS Index, the
stock index that registers the performance
of the main companies listed in the Ukrai-
nian stock exchange, has gained 36.3%

since the beginning of the year, and 39.1%
since May 2013. With regard to Nigeria,
whose weight in the MSCI FM is close to
15%, the story is pretty much the same.
Despite Sanusi’s suspension, corruption,
and certain decisions like the recent move
to increase cash reserve requirements on
public sector deposits from 50% to 75%,
the benchmark Nigerian Stock Exchange
All-Share Index (NSE ASI) has risen an
impressive 11.7% since May 2013.

The truth is that frontier markets are more
profitable, safer and less volatile than the
“almighty” emerging markets.

During 2013 the performance of frontier
markets was well above that of emerging

\

-

markets. The reference index for emerg-
ing economies, the MSCI EM, ended
2013 falling 2.6%, while the benchmark
of funds operating in the frontier markets,
the MSCI FM, gained 26.3%. The BRICS
stock markets experienced significant de-
clines, with the Chinese stock market the
exception. Meanwhile, frontier markets
became the most profitable on the planet.
In the cases of Bulgaria, UAE, Argentina
and Kenya the profits were above 50%.
And the trend continues; so far this year
the MSCI FM has increased 12.3%, ex-
ceeding the MSCI EM’s 0.43%.

The frontier markets have become a ha-
ven for major investors. Although it might
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display a number of features that make
them less vulnerable than the emerging

economies.

First, they show lower correlation with
developed economies than the emerging
markets (0.3 vs. 0.9), as well as a lower
correlation with each other. This means
they are less susceptible than emerging
markets are to shocks that can be origi-
nated in advanced economies. Meanwhile,
this makes them strongly dependent on the
behavior of their domestic economies. In
addition, the low correlation with devel-
oped economies allows large portfolios to
diversify their holdings.

Second, frontier markets’ low liquidity,
cited frequently as one of the risks of these
markets, has significantly contributed to
ensure stability. The US Fed’s announce-
ment of the imminent end of Quantitative
Easing, which indicates a future rise in the
performance of Treasuries, is taking a big-
ger hit on emerging markets than on fron-
tier markets. Under situations of uncer-
tainty or stress like the ones generated by
the Fed’s announcement, fund managers
have serious difficulties liquidating their
positions in frontier markets, which are
usually small and difficult to sell due to the
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low liquidity of these markets. Therefore,
they often focus on liquidating the bigger
and more liquid positions from their port-
folios — like those linked to the emerging

markets or the mature markets.

These features — low correlation between
their own frontier economies and with
advanced and emerging economies along
with scarce liquidity — have protected
frontier markets from capital flight, which
has hit emerging markets since the Fed’s
announcement. However, they are also
behind the low volatility shown by these
markets. Low liquidity translates into a
limited intake and output of inversion
flows as a consequence of the absence of
counter-partners to sell and buy assets.
Added to the scarce dependence on devel-
oped and emerging economies’ behavior,
this has led frontier markets to be less vol-
atile than the emerging ones. In 2013, the
MSCI FM’s volatility was 18.5%, com-
pared with 22.6% for the MSCI EM and
15.3% for the S&P 500.

At the moment, frontier markets shine
brighter than emerging markets, and ru-
mors of their impending collapse will have

to wait. Do not panic.
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Red Obsession:
-orelgn conglomerates
nattle over Chinese wine

@ Pierre Ly, Cynthia Howson and Jeff Begun
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wine markets in the world, and the battle for

market share is fierce. For wine multination-

als, building an identity as a local producer is
part of the bigger battle over market share, and with local
governments so eager to promote the industry, opportuni-
ties seem to abound. Foreign investors build partnerships to
distribute their own wines, to establish vineyards and pro-
duce wines under their own names, to cement their control
of the high-end market and, increasingly, to compete with
Chinese producers for the growing middle price point.
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@ Manufacturing in China: Wine versus cars

ith the lucrative prospects brought by the Chi-
nese wine boom, wine multinationals have
been investing heavily in China. They are fol-
lowing the steps of producers in many other
sectors, all attracted to the country’s market size and stunning
growth. When car manufacturers like Volkswagen or GM want
to increase their market share in China, they invest in new local
plants. Find a local partner, build a new factory, bring the technol-
ogy and know-how, hire Chinese workers, and off you go; you
can make the same cars you would make
anywhere else. It’s good for brand im-
age, you avoid import hassles, and you
have more control than by outsourcing

to independent local contractors.

In this regard, wine shares some similari-
ties with cars. First, you can “assemble”
foreign wines at the destination by in-
vesting in a bottling line business to pro-
cess your own imports shipped in bulk.
Second, you can focus on selling for-
eign wines by investing in partnerships
in the import and distribution business.
The Spanish wine firm Torres has been
enormously successful in distribution in
China, through partnerships with many
clients and by offering diverse services
such as public relations, transport and
storage, even running its own branded

retail outlets.

But of course, wine is different from cars

in an important way. You can’t make

Bordeaux wine in China, or anywhere other than Bordeaux for
that matter. One of the most important ideas of wine is the sense
of place it conveys; it’s all about where the grapes are grown. So
several wine multinationals, notably French ones, have become
Chinese wine producers. They make wines that will showcase
the Chinese terroir, not foreign wine merely assembled in China.
Production usually takes the form of a joint venture with a well-
established Chinese winery. For the foreign company, it means
easier access to land and grapes, good relationships with local
governments, and opportunities to build their brand image. For
Chinese wineries, partnerships bring capital, technology, exper-
tise, and the legitimacy of a global brand name. In fact, such part-

nerships are common in many industries, and it is worth noting
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In Shandong province,
Domaine Baron de
Rothschild (DBR), owner
of Lafite, has partnered
with the state-owned
Chinese investment
company Citic. The
project has a very clear
focus on quality, with a
lot of attention devoted
to understanding the
challenges of local
viticulture.

that auto manufacturers also enter joint ventures to make new
Chinese cars, in addition to their existing models.

@ Fortifying brands with Chinese wine

Investing in Chinese wine production not only allows global wine
firms to be at the forefront of upgrading in the booming local
industry, it also helps them promote their brand and strengthen
distribution networks for the products they import to China.

The large French luxury conglomerate Louis Vuitton Moet Hen-
nessy (LVMH) has long been attracted to
wealthy Chinese consumers in search of
luxury. With its broad portfolio of brands,
LVMH is well placed to offer the whole
package of a luxury lifestyle. So it makes
sense that the giant has partnered with
a state-owned company in Ningxia to
expand their successful Chandon brand
and make a traditional method sparkling
wine in China for the domestic market.
Of course, many observers point out
that sparkling wine is not an easy sale in
China. But thanks to the LVMH presence
on many luxury product lines, Chandon
China may help bring more Chinese
consumers toward sparkling wine, and
in turn put the group’s very own Cham-
pagne brands on a pedestal. LVMH al-
ready owns the high-end Wenjun brand
of Chinese baijiu (white spirit), and a
grand cru red wine project is in the works
thanks to another local partnership in

Yunnan province.

In Shandong province, Domaine Baron de Rothschild (DBR),
owner of Lafite, has partnered with the state-owned Chinese in-
vestment company Citic. The project has a very clear focus on
quality, with a lot of attention devoted to understanding the chal-
lenges of local viticulture. Beyond the potential for a new suc-
cessful DBR wine (like its popular labels in Chile and Argentina),
the venture may help counter the negative publicity due to the
widespread counterfeiting of Chateau Lafite in China.

@ A fight for the middle?

With Chinese wine being far cheaper on average than imported
wine, the battle over market share is not viable at the high end



alone. Scholars Loren Brandt and Eric Thun argue that in China,
upgrading in various industries is driven by a “fight for the mid-
dle.” Local producers seek to move upmarket to escape cut-throat
competition and paper-thin margins at the low end. Meanwhile,
foreign producers coming from the high end try to expand their
market toward the middle, and often avoid the low end where
they would have a hard time competing on price. It looks like
this may be true for wine as well, despite wine’s traditional posi-
tion as a status good in China. The wines produced in Ningxia

About the Authors

Wine

by French company Pernod Ricard are competitively priced, with
entry level wines starting under 100 yuan (about US$16). Will
Chandon China market some of its sparkling wine in the mid-

range, as Chandon does in the US?

In any case, foreign investments in Chinese wine are likely to
continue. It will be interesting to see how both collaboration and
competition with local producers shapes the future of Chinese

wine.
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Focus

The temptations of
extrapolation are hard to
resist. The trend exerts
a powerful influence on
markets, policymakers,
households, and
businesses. But
discerning observers
understand the limits of
linear thinking, because
they know that lines
bend, or sometimes even
break. That is the case
today in assessing two
key factors shaping the
global economy: the
risks associated with
America’s policy gambit
and the state of the
Chinese economy.

uantitative easing, or QE (the

Federal Reserve’s program of

monthly purchases of long-

term assets), began as a noble
endeavor — well timed and well articu-
lated as the Fed’s desperate antidote to a
wrenching crisis. Counterfactuals are al-
ways tricky, but it is hard to argue that the
liquidity injections of late 2008 and early
2009 did not play an important role in sav-
ing the world from something far worse
than the Great Recession.
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China
Sets
America’s
Mental
Trap

@ Stephen S. Roach



The combination of product-specific fund-
ing facilities and the first round of quanti-
tative easing sent the Fed’s balance sheet
soaring to US$2.3 trillion by March 2009,
from its pre-crisis level of US$900 bil-
lion in the summer of 2008. And the deep
freeze in crisis-ravaged markets thawed.

The Fed’s mistake was to extrapolate —
that is, to believe that shock therapy could
not only save the patient but also foster
sustained recovery. Two further rounds of
QE expanded the Fed’s balance sheet by
another US$2.1 trillion between late 2009
and today, but yielded little in terms of

jump-starting the real economy.

This becomes clear when the Fed’s liquid-
ity injections are compared with increases
in nominal GDP. From late 2008 to May
2014, the Fed’s balance sheet increased by
a total of US$3.4 trillion, well in excess
of the US$2.6 trillion increase in nominal
GDP over the same period. This is hardly
“Mission accomplished,” as QE support-
ers claim. Every dollar of QE generated
only 76 cents of nominal GDP.

Unlike the United States, which relied
largely on its central bank’s efforts to
cushion the crisis and foster recovery, Chi-

na deployed a CN¥4 trillion fiscal stimulus
(about 12% of its 2008 GDP) to jump-start

its sagging economy in the depths of the
crisis. Whereas the US fiscal stimulus of
US$787 billion (5.5% of its 2009 GDP)
gained limited traction, at best, on the real
economy, the Chinese effort produced an
immediate and sharp increase in “shovel-
ready” infrastructure projects that boosted
the fixed-investment share of GDP from
44% in 2008 to 47% in 2009.

To be sure, China also eased monetary poli-
cy. But such efforts fell well short of those of
the Fed, with no zero-interest-rate or quanti-
tative-easing gambits — only standard reduc-
tions in policy rates (five cuts in late 2008)
and reserve requirements (four adjustments).
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The most important thing to note is that
there was no extrapolation mania in Bei-
jing. Chinese officials viewed their actions
in 2008-2009 as one-off measures, and
they have been much quicker than their
US counterparts to face up to the perils of
policies initiated in the depths of the crisis.
In America, denial runs deep.

Unlike the Fed, which continues to dis-
miss the potential negative repercussions
of QE on asset markets and the real econ-
omy — both at home and abroad — China’s
authorities have been far more cognizant
of new risks incurred during and after the
crisis. They have moved swiftly to address
many of them, especially those posed by
excess leverage, shadow banking, and
property markets.

The jury is out on whether Chinese offi-
cials have done enough. I think that they
have, though I concede that mine is a mi-
nority view today. In the face of the cur-
rent growth slowdown, China might well
have reverted to its earlier, crisis-tested ap-
proach; that it did not is another example
of the willingness of its leaders to resist
extrapolation and chart a different course.

China has already delivered on that front
by abandoning a growth model that had
successfully guided the country’s econom-
ic development for more than 30 years.
It recognized the need to switch from a
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model that focused mainly on export- and
investment-led production (via manufac-
turing) to one led by private consump-
tion (via services). That change will give
China a much better chance of avoiding
the dreaded “middle-income trap,” which
ensnares most developing economies, pre-
cisely because their policymakers mistak-
enly believe that the recipe for early-stage
takeoff growth is sufficient to achieve
developed-country status.

The US and Chinese cases do not exist in
a vacuum. As I stress in my new book, the
codependency of China and America ties
them together inextricably. The question
then arises as to the consequences of two
different policy strategies — American sta-
sis and Chinese rebalancing.

The outcome is likely to be an “asymmet-
rical rebalancing.” As China changes its
economic model, it will shift from surplus
saving to saving absorption — deploying
its assets to fund a social safety net and
thereby temper fear-driven precautionary
household saving. Conversely, America
seems intent on maintaining its current
course — believing that the low-saving,
excess-consumption model that worked
so well in the past will continue to operate
smoothly in the future.

There will be consequences in reconciling
these two approaches. As China redirects

its surplus saving to support its own citi-
zens, it will have less left over to support
saving-short Americans. And that is likely
to affect the terms on which the US attracts
foreign funding, leading to a weaker dol-
lar, higher interest rates, rising inflation,
or some combination of all three. In re-
sponse, America’s economic headwinds
will stiffen all the more.

It is often said that a crisis should never
be wasted: Politicians, policymakers, and
regulators should embrace the moment of
deep distress and take on the heavy bur-
den of structural repair. China seems to be
doing that; America is not. Codependency
points to an unavoidable conclusion: The
US is about to become trapped in the perils
of linear thinking.
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@ Eswar Prasad

I The Dollar Is Still

[ale

Scarcely a week passes without news about the

ascendance of China’s currency, the renminbi. But

China has a long way to go before its currency can rival

— let alone displace — the US dollar as the dominant

global reserve currency.

o be sure, China already plays
a significant role in interna-
tional trade and finance, with
major financial centers like
London and Frankfurt eagerly lining up
for renminbi business. Recent specula-
tion that China’s economy may soon be as
large as America’s has boosted this interest
further, causing many to believe — whether
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ruefully or gleefully — that the renminbi

will soon dominate.

Moreover, the Chinese authorities have
launched a raft of reforms aimed at open-
ing the economy and making it more
market-oriented, and have announced
plans to liberalize interest and exchange

rates and continue to ease restrictions on

cross-border capital flows. All of this will
strengthen the renminbi’s claim to reserve-

currency status.

But China is missing one crucial ingredi-
ent: the world’s trust. To achieve currency
dominance, China needs more than eco-
nomic and military might. It requires a

broader and more credible set of public



and political institutions. And it is here that
the US shines — at least relatively speak-
ing.

This was never more apparent than in the
aftermath of the global financial crisis.
Even though America’s financial markets
nearly collapsed, its public debt levels rose
sharply, and the Federal Reserve was forced
to undertake massive monetary expansion
to support the economy, the dollar strength-

ened relative to most other currencies.
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That is because global investors seeking a
safe haven automatically turn to US Trea-
sury securities in times of global financial
turmoil. Foreign investors now hold more
than US$5.7 trillion of these low-yielding
securities, not to mention large quantities
of other dollar assets. And the dollar’s
share in global foreign-exchange reserves

has held steady since the crisis.

This can be explained partly by the fact
that the United States boasts the world’s

Focus

deepest and most liquid financial markets.
But the most important factor supporting
America’s currency dominance is the in-
stitutionalized system of checks and bal-
ances that operates among the executive,
legislative, and judicial branches of its

government.

Trust in US public institutions is rooted
in the open and transparent democratic
process that underpins them. Freedom of

expression and unfettered media bolster
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this confidence, not by highlighting the
system’s strengths, but by exposing its
weaknesses, which can subsequently be
corrected through responsive, rule-based

mechanisms.

With the US government forced to answer
to its citizens, it is unlikely to resort to
inflationary debt financing. In fact, about
US$4.5 trillion of US federal debt is held
by domestic investors, including retirees,
pension funds, financial institutions, and
insurance companies — groups whose con-
siderable political clout ensures that no ad-
ministration would risk allowing inflation

to spin out of control.

The US legal system — independent from
the executive and legislative branches of
government — further supports the dol-
lar’s global role. While one might quibble
about the complexity of US laws and regu-
lations, it cannot be said that they are not
applied relatively consistently.

This contrasts sharply with China’s single-
party system, in which the level of govern-
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ment accountability is much lower. Offi-
cial corruption, for example, has become
so entrenched that President Xi Jinping
has made an anti-graft campaign a central

objective.

The reality is that, despite China’s eco-
nomic heft and low central-government
public debt, foreign investors are unlikely
to trust China with large sums of money.
Capital inflows — which will undoubtedly
increase in the coming years — are driven
largely by investors’ interest in diversi-
fication and high yield, rather than the
country’s image as a refuge from troubled
financial markets elsewhere, especially
given that China’s financial markets are
relatively underdeveloped and beset by
considerable risks.

Of course, some foreign central banks
have signed currency-swap agreements
with China and even hold small amounts
of its currency in their reserve portfolios.
But these actions may be less a sign of the
renminbi’s inevitable march toward global

dominance than a low-cost bet on its likely

emergence as a widely accepted interna-
tional currency. And countries’ desire to
maintain good relations with China, owing
to its rising economic power, cannot be

discounted.

Depending on how soon China opens up
its capital account and develops its finan-
cial markets, the renminbi could become
a significant reserve currency in the near
future. But it will not contest the dol-
lar’s supremacy unless China’s leaders
align the country’s political and legal
institutions with its economic reforms.
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A New
Vision for
India

India’s Bharatiya Janata Party, led by Narendra

Modi, has stormed into office, winning its first absolute

majority and reducing the formerly dominant Congress

party to a rump, with just 44 of 543 seats in the lower

house. Although India’s sputtering economy was

the dominant issue in the campaign, Modi’s victory

implies a significant transformation ahead for India’s

foreign policy as well. In short, an era of timidity and

hesitation, bordering on paralysis, under the Congress-
led United Progressive Alliance (UPA) has ended.

here is no shortage of external
challenges facing India’s new
government. Upon assuming
office in 2004, the UPA frit-
tered away the positive national-security
and foreign-policy position that the previ-
ous BJP government had achieved, neglect-
ing key partnerships as it struggled to work
effectively in the face of chronic infighting.

For example, the Communist-led Left
Front, part of the UPA, foiled the imple-
mentation of the momentous civil nuclear
deal with the United States, and consis-
tently undermined the creation of a bal-
anced nuclear-liability bill. Indeed, that
bill is still languishing — a situation that
Modi should rectify soon.

Focus

@ Jaswant Singh

With its decisive parliamentary majority
(282 seats, plus another 50 or so held by
its allies), the BJP has the mandate that
Modi needs to pursue a bold and creative
foreign-policy agenda. The question is
whether he will use his political capital ef-
fectively to advance India’s interests.

Even while it adopts a more emphatic in-
ternational posture, Modi’s government
must guard against regression to non-
aligned posturing and overzealous asser-
tion of “strategic autonomy.” Instead, it
must follow the global trend toward eco-
nomic and security alliances.

Economic diplomacy will undoubtedly
play a central role in Modi’s efforts. Af-
ter all, India’s international prominence is
based largely on its economic potential.
Among India’s top priorities should be
measures to strengthen its relationships
in its immediate neighborhood. Modi
has already highlighted the imperative of
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making the South Asian Association for
Regional Cooperation (SAARC) a “living
body,” instead of the moribund group that
it was under Congress.

To this end, the relevant parties must aban-
don the usual saber rattling, and implement
confidence-building measures. This logic
likely drove Modi’s decision to invite SAA-
RC leaders — including Pakistan’s Nawaz
Sharif — to witness his swearing in as Prime
Minister. To build on this, Modi should work
to expand intra-regional trade linkages and

foster person-to-person connections.

Of course, economic cooperation and de-
velopment will be impossible without sus-
tained peace — and that will not be easy to
achieve in a region beset by deep-rooted
tensions, including between India and
Pakistan, and the threat of state-sponsored
terrorism. Making matters worse, India
and China are locked in a longstanding
border dispute. Add to that the turmoil in
the nearby Middle East — exacerbated by
America’s withdrawal from Iraq and Af-
ghanistan — and India’s security situation is
not immediately conducive to harmony and

cooperation.

A more peaceful and prosperous future will
demand a clear and credible strategic vision
from Modi, including a zero tolerance ap-
proach to terrorists and their sponsors. At
the same time, with the US retreating from
the Middle East, India must take responsi-
bility for the security of its interests in the
region, such as by developing a blue-water
naval capacity to secure its maritime ener-
gy-trade routes.

This imperative is one of the factors link-
ing India and Japan. As many Indian strate-
gists have noted, Japanese Prime Minister
Shinzo Abe may embody the kind of self-
confident and decisive leader that Modi as-
pires to become. Increased investment and
defense cooperation with Japan will add

much-needed substance to India’s “Look
East” policy, which could be advanced fur-
ther by implementing long-planned projects
with Bangladesh, Myanmar, and Thailand,
as well as by building road and maritime
infrastructure and strengthening trade links.

Engagement with the Association of South-
east Asian Nations — something that the
Congress government was always reluctant
to pursue — must also become a priority,
if only to ensure regional stability. India’s
membership in the ASEAN+6-led Regional
Comprehensive Economic Partnership was
a step in the right direction, but much more
needs to be done.

But India’s most important partnership re-
mains that with the US. The problem is that
former Prime Minister Manmohan Singh
did not seem to recognize this, leading to
a growing divide that has cost India dearly.
And Modi’s relationship with the US has
not been entirely positive, either, owing to
American officials’ decision to deny him a
visa following the deaths of many Muslims
during riots a decade ago in Gujarat, where
he was Chief Minister.

Given the bilateral relationship’s economic
and strategic importance, Modi must rein-
vigorate ties, and quickly. For starters, he
must work with the US to address commer-
cial and economic issues, including Ameri-
can concerns over India’s weak intellec-
tual-property protections and fears within
India’s information-technology industry re-
garding proposed US immigration reform.

Success will require both sides’ patience
and willingness to compromise, bolstered
by confidence-building measures. For its
part, India could initiate realistic tax re-
forms, like eliminating transfer-pricing and

retroactive taxation.

Modi’s final foreign-policy challenge is Rus-
sia — another country that the Congress-led
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government neglected. Modi must now as-
sess what kind of relationship can reason-
ably be expected with President Vladimir
Putin’s increasingly assertive administration,
while recognizing that it is not in India’s in-
terests to have Putin view China as Russia’s
only potential strategic partner in Asia.

One way to gauge India’s relationship with
Russia — as well as with the US and even
Israel — is to allow for increased foreign
investment in domestic defense industries,
including more co-production initiatives.
Indeed, according to former US Under-
Secretary of Defense Ashton Carter, stron-
ger military cooperation and increased
technology transfer is the most effective
approach to deepening US-India ties. Why
not adopt the same approach to strengthen
India’s relationships with Germany, France,
the United Kingdom, and Japan? Modi un-
doubtedly faces major foreign-policy chal-
lenges. But, with a clear, confident vision
and credibility-enhancing policies, he has a
rare opportunity to put India firmly on the
path toward peace and prosperity.
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A growing share of the world’s economic activity
involves cross-border flows. But just how
interconnected is the global economy? How are cross-
border flows among activities, sectors, and countries
changing? How do national economies rank in terms
of their cross-border flows or “interconnectedness”?
And what are the implications for business and
policymakers?

new report from McKin-

sey Global Institute ad-

dresses these questions by

analyzing the inflows and
outflows of goods, services, finance, peo-
ple, and data and communications for 195
countries over the past 20 years.

Both aggregate data and micro examples
confirm that the world has become more
tightly linked, with cross-border flows in-

creasing in scope and complexity — and
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embracing a larger number of countries
and participants within them. Despite a
significant contraction from 2007 to 2009
resulting from the deep global recession,
the combined value of financial flows and
trade in goods and services was 36% of
global GDP in 2012 — 1.5 times higher
than in 1980.

The report also confirms that greater open-
ness to global flows has been a significant
source of economic growth for individual
countries and worldwide. Overall, the re-
search estimates that global flows have con-
tributed 15-25% of global growth each year,
with more interconnected countries receiv-
ing 40% more of the growth benefits than
less interconnected ones. This is consistent
with economic theory: interconnectedness
fosters growth via productivity gains from
specialization, scale, competition, and inno-

vation.

Cross-border flows of goods, including com-
modities, remain the largest category, grow-
ing at 11% per year during the last decade
and surpassing their pre-recession peak in
2012. Today, more than 35% of goods cross
national borders.

Cross-border flows of services have also
recovered to pre-recession levels and have
been growing rapidly at 10% per year since
2002. Nonetheless, although services ac-
count for roughly two-thirds of world GDP,
cross-border flows of services are less than
one-quarter those of goods.

Cross-border flows of finance are still 70%
off their pre-recession peak, yet even at
today’s depressed levels they account for
more than one-third of all global financing.
By contrast, the cross-border flow of people
(measured by the percentage of people liv-
ing outside their country of birth) is small,
hovering around 2.7% since 1980. But cross-
border movements of people for short-term
purposes — tourism, work-related travel, and
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education, for example — have been growing

by 3.5-4.8% annually during the last decade.

And cross-border flows of data and com-
munications have exploded, expanding by
more than 50% per year since 2005. Interna-
tional telephone minutes have doubled, and
cross-border Internet traffic has increased by
1,800%. Migration flows may not be gaining
as a share of the world’s population, but as a
result of digitization, people are more inter-

connected than ever before.

Digitization is also transforming cross-bor-

der trade flows in three ways: the creation

Traditional measures of
an individual country’s
global interconnectedness
compare the size of
its global flows to its
GDP. According to
these measures, smaller
countries with smaller
domestic markets appear
to be more interconnected
than larger ones.

of digital goods and services, such as enter-
tainment and products manufactured by 3D
printers; so-called “digital wrappers,” in-
cluding tracking devices for physical flows;
and digital sales platforms, such as eBay and
Alibaba.

On eBay, for example, more than 90% of
commercial sellers export products to other
countries, compared to less than 25% of
traditional small firms. Digital technologies
are boosting global flows and competition,
enabling even the smallest companies — and
even individual entrepreneurs — to be “mi-

cro-multinationals.”

Knowledge-intensive flows requiring rela-
tively high levels of human capital and re-
search and development are now larger than
labor-intensive, capital-intensive, and re-
source-intensive flows and are growing fast-
er than all three. Flows of low-value, labor-
intensive goods like apparel are declining as
a share of global flows, while flows of R&D-
intensive products, such as pharmaceuticals

and business services, are gaining share.

By 2012, knowledge-intensive flows ac-
counted for nearly half of the combined
total value of flows of goods, services, and
finance. This trend is an advantage for devel-
oped countries, which account for two-thirds
of knowledge-intensive flows. China is the
exception, claiming the second-largest share
of flows (after the United States).

Traditional measures of an individual coun-
try’s global interconnectedness compare the
size of its global flows to its GDP. Accord-
ing to these measures, smaller countries with
smaller domestic markets appear to be more
interconnected than larger ones. But this ap-
proach is misleading, because it does not
consider a country’s share of global flows.
The McKinsey report’s index of global
connectedness remedies this shortcoming
by considering both the size of a country’s
global flows relative to GDP and its overall

share of global flows.

The MGI Connectedness Index shows Ger-
many, Hong Kong, and the US ranking first,
second, and third, respectively. But some
major economies fall well behind. Despite
strong exports, South Korea and Japan rank
20th and 21st out of 85 countries, because
they lag on immigration and cross-border
Internet traffic. China, which ranks 25th,
has a strong export engine and large capital
inflows but ranks low on people and data
flows.

On average, emerging market economies

rank lower than advanced economies, but



several emerging market economies — in-
cluding Morocco, India, Brazil, Saudi Ara-
bia, and China — have improved their rank-
ing significantly since the mid-1990s. Today,
emerging markets account for about 38% of
global flows, triple their share in 1990.

Yet a “digital divide” between developed
and emerging economies persists in both
data and communication flows and knowl-
edge-intensive flows — and that gap does not
appear to be closing. Emerging economies
produce 40% of global output and are home
to 80% of the world’s population, yet they
account for only 24% of cross-border Inter-
net traffic.

The economic gains of interconnectedness
are significant, but so are the challenges. To
capitalize on the opportunities of digitization
and the shift to knowledge-intensive trade,
countries must invest in talent and infrastruc-
ture; reduce barriers to cross-border flows of
people and information, without jeopardiz-
ing their citizens’ privacy and security; and
expose their producers to robust foreign
competition while ameliorating the result-
ing costs of disruption for their communities
and workers. If the gains from globalization
are not widely shared, political support for
greater openness to global flows will decline
— as will the economic benefits that such
flows create.
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Exhibit Eg
MGI Connectedness Index
Country connectedness index and overall flows data, 2012’

Rank of participation by flow as measured by flow intensity and share of world total
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1 Index calculations use migrants data for people flows and cross-border Internet traffic for data and communication flows
2 Flow intensity represents the total value of goods, senvices, and financial flows as a share of the country's GDP.
3 Change in rank calculations do not include data and communication flows, for which data are not available for 1995,

4 Flows value represents total goods, senices, and financial inflows and outflows.
NOTE: Blank cells indicate unavailable data

SOURCE: Comtrade; IHS Ecanomics & Country Risk; Waorld Trade Organization; Telegeography; World Development

Indicators, World Bank; McKinsey Global Institute analysis

63



Focus

@ George Soros

ast weekend’s European Parliament election and

presidential election in Ukraine produced sharply

contrasting results. Europe’s voters expressed their

dissatisfaction with the way that the European Union
currently functions, while Ukraine’s people demonstrated their
desire for association with the EU. European leaders and citizens
should take this opportunity to consider what that means — and
how helping Ukraine can also help Europe.

The EU was originally conceived to be an ever-closer association
of sovereign states willing to pool a gradually increasing share of
their sovereignty for the common good. It was a bold experiment
in international governance and the rule of law, aimed at replac-

ing nationalism and the use of force.

Unfortunately the euro crisis transformed the EU into some-
thing radically different: a relationship of creditors and debtors
in which the creditor countries impose conditions that perpetuate
their dominance. Given low turnout for the European Parliament
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election, and if support for Italian Prime Minister Matteo Renzi
were added to the anti-EU vote on the left and the right, it could
be argued that the majority of citizens are opposed to current con-
ditions.

Meanwhile, just as Europe’s bold experiment in international
governance is faltering, Russia is emerging as a dangerous rival
to the EU, one that has global geopolitical ambitions and is will-
ing to use force. Putin is exploiting an ethnic national ideology
(and support from the Orthodox Church) to bolster his regime.
Indeed, speaking on the Russian radio program Direct Line last
month, he extolled the genetic virtues of the Russian people. The
annexation of Crimea has made him popular at home, and his
effort to weaken America’s global dominance, in part by seeking
an alliance with China, has resonated favorably in the rest of the
world.

But the Putin regime’s self-interest is at odds with Russia’s strate-
gic interests; Russia would benefit more from closer cooperation
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with the EU and the United States. And resorting to repression in
Russia and Ukraine is directly counterproductive. The Russian
economy is weakening, despite the high price of oil, owing to the
flight of capital and talent. Using violence in Kyiv’s Maidan has
led to the birth of a new Ukraine that is determined not to become
part of a new Russian empire.

The success of the new Ukraine would constitute an existential
threat to Putin’s rule in Russia. That is why he has tried so hard to
destabilize Ukraine by fostering self-declared separatist republics
in eastern Ukraine.

With the Donbas region’s largest employer mobilizing protests
against the separatists, Putin’s plan may not work, and he is now
likely to accept the results of the presidential election, thereby
avoiding additional sanctions. But Russia is likely to seek other
avenues to destabilize the new Ukraine, which should not be too
difficult, given that the security forces, having served the corrupt
regime of former President Viktor Yanukovych, are demoralized
and not necessarily loyal to the new leadership.

All of this has happened very fast and very recently. Both the
EU and the US are preoccupied with their internal problems and
remain largely unaware of the geopolitical and ideological threat
that Putin’s Russia poses. How should they respond?

The first task is to counteract Russia’s efforts to destabilize
Ukraine. With the EU’s “fiscal compact” and other rules limit-
ing the scope of government assistance, innovative thinking is
needed. The single most effective measure would be to offer free
political risk insurance to those who invest in or do business with
Ukraine. This would keep the economy running, despite the po-
litical turmoil, and it would signal to Ukrainians that the EU and
the US — governments and private investors alike — are committed
to them. Businesses would flock to a newly open and promising
market if they were fully compensated for losses caused by politi-
cal events beyond their control.

Political risk insurance may sound too complex to deploy quickly.
In fact, insurance of this type already exists. Private insurers and
reinsurers like Germany’s Euler Hermes have offered it for years.
So have government institutions, like the World Bank’s Multi-
lateral Investment Guarantee Agency and the US government’s
Overseas Private Investment Corporation. They must, however,
charge substantial premiums to cover the cost of reinsurance.

Faced with high premiums, most businesses would simply opt
to wait on the sidelines until the storm passed. That is why the
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governments concerned must take over the reinsurance function
and use their agencies only to administer the insurance policies.
They could guarantee the losses in the same way as they under-
write the World Bank: each government would provide a mod-
est pro-rata capital infusion and commit the rest in the form of
callable capital that would be available if and when losses are
actually paid out. The EU would have to modify the fiscal com-
pact to exempt the callable capital and allow actual losses to be
amortized over a number of years. Guarantees of this kind have a
peculiar feature: the more convincing they are, the less likely they
are to be invoked; the reinsurance is likely to turn out to be largely
costless. The World Bank is a living example.

By acting promptly and convincingly, the EU could save Ukraine
—and itself. What I propose for Ukraine could also be implement-
ed at home. As long as there are so many productive resources
lying idle, it would make sense to exempt from the fiscal compact
investments that would eventually pay for themselves. Renzi, for
one, is advocating precisely this course of action.

Putin plans to turn Crimea into a showcase by lavishing more than
€50 billion on it in the next few years. With European support,
Ukraine could compare favorably. And, if such an initiative marks
the beginning of a growth policy that Europe so badly needs, by
saving Ukraine Europe would also be saving itself.
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