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Descriptive Questions

There are several significant risks and warning signs. Coalition governments are
often unstable, and the most likely alternative would appear to be a return to
the previously dominant party that lacks fiscal discipline. That regime is likely
to undo the recent pro-growth policies and might even disavow the debt,
including this new bond. The bond will be governed by Belvian law, which,
combined with the principle of sovereign immunity, will make it very difficult
for foreigners to enforce their claims. In addition, the relaxation of regulations
affecting key constituencies hints strongly at corruption and possibly at payoffs
within the current regime. With respect to the economy, fiscal discipline
remains poor, there is heavy reliance on a single industry, and the current
account deficit is almost certainly unsustainable (e.g., over the 10-year life of
this bond). In addition, the currency is very likely to be overvalued, which will
both make it very difficult to broaden global competitiveness beyond natural
resources and increase the investor’s risk of substantial currency losses.

Dwight might be overlooking several risks. He is almost certainly
underestimating the vulnerability of the local economy and the vulnerability of
the equity market to local developments. The economy’s rapid growth is being
driven by a large and growing fiscal deficit, in particular, rapidly rising
redistributive social payments, and investment spending financed by foreign
capital. Appreciation of the currency has made industries other than natural
resources less competitive, so the free trade agreement provides little support
for the economy. When the government is forced to tighten fiscal policy or
capital flows shrink, the domes- tic economy is likely to be hit hard. Political
risk is also a concern. A return to the prior regime is likely to result in a less
pro-growth, less business-friendly environment, which would most likely result
in attempts by foreign investors to repatriate their capital. Dwight should
also have serious concerns about corporate governance, given that most
listed companies are closely held, with dominant shareholders posing
expropriation risk. He should also be concerned about transparency (e.g.,
limited history available) and accounting standards (local standards set by
the auditing firms themselves).




