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ABSTRACT

GLOBAL FINANCIAL CRISIS AND RISK PERCEPTION
Polat, Tandgan
M.A., Department of Economics
Supervisor: Asst.Prof. Selin Sayek Boke

Co- Supervisor: Asst.Prof. Fatmaskan

September 2012

The global financial crisis has caused remarkat#éerioration in risk
appetite and loss of confidence in financial mask&he countries, which succeeded
a recovery in their macroeconomic structure, hasenbrelatively less prone to the
adverse effects of the crisis. The studies conduatethe impact of global crisis on
economic indicators affecting the risk premiumsle¥eloping economies have been
very limited. The focus of this thesis was on teeealing the change in market risk
perceptions towards developing economies withinftamework of a rolling base
panel data analysis. The five-year Credit Defama® (CDS) premium has been
used as an indicator of country risk premium. Adawg to the results of the panel
analysis, in the pre-crisis period risk premiums arore heavily affected from the
global developments as compared to domestic irmligatvhereas investors have
been giving more emphasis on domestic indicatotheir risk perceptions with the

burst of financial crisis.

Keywords: Credit Default Swap Premiums, Emergingu@oes, Global Financial

Crisis, Panel Data Analysis, Rolling Base Analysis



OZET

KURESEL HNANSAL KRiZ VE RISK ALGILAMALARI
Polat, Tandgan
Master, Ekonomi Bolumu
Tez Yoneticisi: Dog. Dr. Selin Sayek Boke

Ortak Tez Yoneticisi: Dog.Dr. Fatma skan

Eylil 2012

Kiresel finans krizi risk almastahinda ciddi bir gerilemeye ve finansal
piyasalarda guven kaybina sebebiyet vgiimiMakroekonomik gostergelerinde
toparlanma bgarisi gostermsi ekonomiler, krizin olumsuz etkilerine kamispeten
daha az maruz kalgtir. Global krizlerin tlkelerin risk primlerini etleyen faktorler
Uzerindeki etkisini inceleyen catnalar oldukca sinirli sayidadir. Bu tez galanin
temel amaci, kaydirmali panel veri analizi gercendes kiresel kriz ile birlikte
gelisen ekonomilere yonelik risk algilamalarindaki ggeni ortaya koymaktir.
Ekonomi yazinindan farkli olarak, tlke risk primmngostergesi nitelinde 5 yillik
Kredi Iflas Takasi primi kullaniingtir. Panel veri analizi sonucunda kiiresel kriz
oncesi donemde Ulke risk primlerinin yurtici goglere nazaran global
gelisimelerden daha fazla etkile@di ve kiresel krizin bgamasi ile birlikte
yatirrmcilarin risk algilamalarinda yurtici gostelgre daha fazla 6nem vegohi

anlasiimistir.

Anahtar Kelimeler: Krediiflas Takasi Primi, Galmekte Olan Ulkeler, Kiresel

Finansal Kriz, Panel Veri Analizi, Kaydirmali Veknalizi
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CHAPTER 1

INTRODUCTION

Since the last quarter of 2008, global financiakisrand its impacts on world
economies have been very fast and devastatingridigon in risk appetite and
loss of confidence in financial markets has pres@rihe healthy functioning of the
credit mechanism. As a result, the real sectortdwing and credit facilities have
disappeared due to the significant increases iditcoests. With the impact of the
crises, the growth rates of the world economieslimet sharply, industrial
production indices significantly narrowed to a lemever seen since the World War
II, unemployment rates increased rapidly, househalit the real sector confidence

index declined to historic low levels.

The major factors leading world economies to fmahturmoil can be
gathered under three headings (Yilmaz, 2010).ércpsis period, while high saving
rates are seen in the Far East and in oil producmuntries, many developed
countries particularly the US show a tendency teraonsumption. The most
interesting reflection of the macro imbalances hattrelatively rich countries'

consumption expenditures are financed by the vetipoor countries. The second



element causing global crisis is unprecedented! le/global liquidity in global

financial markets. The emergence of a wide varétgroducts in financial markets
and the increase in the leverage ratios of findmesditutions play crucial role on the
rapid increase of liquidity in financial marketsey®nd the control of central banks,
rapidly expanding supply of global liquidity witmterest rates' remaining at low
levels caused the formation of asset bubbles aneikeessive blowup in household

indebtedness.

Development of financial markets at an incredimee and the institutions’,
responsible for inspection and supervision, noadpaible to keep up with the pace of
the deepening of financial markets can be categdras the third reason of the
global crisis. Inadequate supervision and oversafhtinancial markets activities
entail to an uncontrolled increase in global ligtyidrise in indebtedness ratios and

systemic risks at the markets.

Determination of the economic indicators that dffde risk premiums of
developing economies is among the most frequeigbudsed issues in the literature.
However, the studies conducted on the impact dfalorisis on factors determining
risk premiums have been very limited. Identificatiof the factors affecting the risk
premiums of developing countries needs attentimmfrdifferent perspectives.
Firstly, in terms of country governance determinthg factors which are effective
on the risk premiums is crucial for the effectivemeof the policies that will be
applied. In the case of risk premiums more affedigdglobal factors, the policy
space which may be used by policy-makers to redueeaisk premium is limited.
Secondly, in the last decade, there has been d nagiease in international capital

investments and the developing country bonds hagerhe an important investment



tool. In this context, the developments in thelisband bonds issued by emerging
economies have begun to be carefully monitored aigihe by investors. Capital

owners determine their investment preferences kindanto account the difference
between the risk premiums implied by the domestid global indicators and risk

perceptions in the market.

The focus of this thesis will be on the determorabf the factors affecting
risk premiums of developing countries and withie framework of a rolling base
analysis this study aims at revealing the changmarket risk perceptions towards
developing economies, whether these factors shawability in pre and after the
recent financial crisis. Accordingly, the panelalahalysis have been carried out and
the five-year Credit Default Swap (CDS) premium basn used as an indicator of
country risk premium. The panel study at first viaatd for the entire sample period
of 33 quarters covering Q1 2003-2011 Q1. Then, Ipdata analyses were repeated
to examine the risk perception change in the firnmarket towards emerging

countries on a rolling 16 and 20 quarter basis fteenbeginning of 2003 Q1.

The sections in the thesis are listed as follows;tHe second part, the
operation of the CDS contracts, the developmentha emerging markets CDS
premiums since the beginning of 2003 are discudbedprevious articles, which are
related to the factors affecting the country risgrpiums, are examined and also the
panel data analysis methods and tests are emphadibe panel data analysis
performed for developing country risk premiums @dso be found later in this

chapter. In the third, as the last section, evalaaif the findings will be given.



CHAPTER 2

IMPACT OF GLOBAL FINANCIAL CRISISON RISK

PERCEPTION

2.1. Emerging Market CDS Premiums Since 2003

CDS contract is one of the widely used and impadrtaedit derivative products in
recent years. CDS contracts, without the needréorsterring the bond or another
asset having credit risk, enable investors to redbeir credit risk by transferring it
from one party to the other. CDS is a double-sidewtract expressing insurance in
exchange for a certain premium for the investor wghexposed to a credit risk. In
this contract, the contractor who purchased thdeption is the one subjected to
credit risk and pays a premium periodically in retto the selling party for this
protection, thus, by doing so, ensures the risknaga possible credit event. The
credit event is the not fulfillment of the princlpand interest payments by the

borrower to lender (Table 2.1.).



Table2.1. Credit Default Swap Contract (Chan-Lau, Kim 2004)

Principal repayment
if no default LIBOR
--------------- > "
Borrower % | Protection Buyer #  Protection Seller
LIBOR. +5Spread LIBOR + Default Protection Fee
--------------- > i = -
Recovery in event of default Principal mimes recovery in
event of default

During the period covering 2003-2011, the fluced arising from
developed countries, particularly market swingsUS, seriously influenced the
emerging economies. As understood from the Graphd2veloping economies CDS
premiums displayed an overall downward trend betvtee years 2003-2007; in the
period covering the months of April-May of 2004 avidy-June of 2006 short-term
increases in the country risk premiums were expe&d. In the period covering the
month of April and May of 2004, the markets of ttieveloping countries were
negatively affected by the uncertainties resultirgm whether the FED would
sustain the lower interest rate or not. In May dnde of 2006, the inflation rates
increased on a global scale due to the supply shadkas a result of this, central
banks increased interest rates; all these gavetwaignificant increase in the risk
premiums. It is seen that the country risk premiumsseased significantly due to the
global crisis erupted from the U.S. sub-prime magky sector since the second half
of 2007. As a result of this, after the measuré&erieaon the global scale, the CDS

premiums of developing countries declined.



Graph 2.1. Emerging Economies CDS Spreads (Sample Aver age)

440
400
360
320
280
240+
200
160
120
80 1

HD+————— 77T T
2003 2004 2005 2006 2007 2008 2009 2010 2011

It is estimated that the decline in the countrisk premiums in the period
of 2003 Q1 and 2007 Q2 has resulted from two mawelbpments. The first one
was the increase in liquidity on a global scaleesigmced in the period after 2001,
and as a result the increase in global risk talappetite. Another reason for the
decline was the improvement in macroeconomic indisaof emerging countries.
The significant improvements in the macroecononticicsures of developing
countries were observed in the post-2002 periodinguso called period, the main
risk factor for many developing countries suchlesliudget deficit, current account
deficit, external debt and total debt stock to GiRos, public and public sector
foreign currency debt ratio narrowed significardlyd such economies experienced
significant improvements in the ratio of internat reserves to GDP. Chart 2.2
depicts the main developments in domestic indisatdrthe developing countries

after 2003.



Graph 2.2. Emerging Economies Macroeconomic I ndicator s

(average of 16 countries)
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The contraction in the countries risk premiumseobsd in the post-crisis
periods can be described from two viewpoints. Firgt is stated that after the
fluctuation periods, the policy makers in develgpicountries gave greater
consideration to improve the structure of macronecasy and as a result of this,
country risk premiums narrowed. It is suggestethensecond view that in the post-
crisis periods, the assets of developing economexdine to very low levels as
compare to safe haven assets and with the heticdased international liquidity the
demand for these assets increases therefore tbewesa decline in risk perceptions
towards emerging economies. That determining whicthese explanations is valid
is important for governments of developing econ@maad facilitates making a
choice of policy instruments for policy makers. Am&r important issue is that
whether the factors giving way to an increase imntxy risk premiums are different
or not during the periods of volatility and contian of global liquidity conditions.
Besides determining the factors affecting the pekmiums for a single time period,
it is also important to investigate these duringl after global fluctuations to set

significant findings.



2.2. Literature Review

A comprehensive review of literature was condudiagsed on the factors that affect
risk premiums of developing countries and the ksidacilitated the panel data
models were examined. In the large part of theissidhe difference between the
country foreign currency bond yields and risk-frieend yields with the same
maturity were used as an indicator of the risk poem The studies reviewed, the
analysis technigues used in the articles, dataerazugd the significant variables of

models were summarized in Table 2.2.

Culha et al., in their panel data study, examirreddegree of significance
of domestic macroeconomic indicators, the receneld@ments in global financial
markets and macroeconomic data of the U.S. econorayplanation of the country
risk premium. 21 developing countries were includethe panel data analysis and
as for the sample period, the time between 31 Dbeert997 and 31 December
2004 was considered. The EMBI yield spreads isbyetP Morgan were used as the
indicator of countries borrowing rate differentiatee FED short term policy rate
which was considered as a benchmark for the gltahcial developments and an
indicator of risk taking appetite, and S&P longmecredit rates reflecting the status
of the macroeconomic structure were included in tihedel. In the panel data
analysis by using daily data, the authors concluthad the global factors and the
macroeconomic structure significantly affected tis& premium of the developing

countries.

Culha et al. repeated the analysis by using montidta to test the
robustness of the results obtained through dailp dad took the sample period

between January 1998 and December 2004 in theithtyoanalysis. At the same



time, in order to explain yield differences, thentstic macroeconomic indicators
such as the total public debt, the budget balaiotal, exports and net foreign assets
to GDP ratios were added as explanatory variablesanthly data analysis. Just like
the case in the daily frequency, monthly study aés@aled that FED policy rate and
credit ratings significantly influenced the couagriyield spreads, and subsequently
total public debt, budget balance, exports andareign assets to GDP ratios added
to the model were turned out to be significant arptory variables. As opposed to
Cantor and Packer's claims in 1996, including aguspecific macroeconomic
variables besides credit rating did not made treslgditional variables statistically

insignificant.

In order to detect the right prices of the develgpcountries' bonds and
arbitrage opportunities on country risk premiumdgé et al developed a model and
in that, monthly borrowing rate differentials of Ildeveloping counties were
investigated within the sample period of Januar96l@nd May 2000. Instead of
EMBI+ return differences, often preferred in othstudies, as for each country
international bond with the maturity of which wastlween 10-20 years was utilized.
The monthly averages of the variables were usdddeémmodel, and the non-monthly
series were converted to monthly series by econtmeethods. The "pooled mean
group" (PMG) estimator was used in the panel datdyais and while the long run
elasticity coefficients were considered the samelflocountries, the parameters were
allowed to differ between country groups in therslberm model. Moreover, the
long-term tendencies of the independent variablese wletermined by the Hodrick-
Prescott filter method in order to eliminate thghhvolatility of the variables. In the
study, it was concluded that the budget balanda) external debt and exports to

GDP ratios, the growth rate, external debt sertacmternational reserves ratio, the



deviation of the real exchange rate from its steatife level, the international
interest rates and the countries’ fall in default the past were significant in

explaining the risk premiums.

Hartelius et al.,, (2008) showed that the global almmestic macro-
economic variables were effective on the rapid idecin the risk premiums of
emerging economies. An index was created throughtcy credit ratings and credit
outlook representing the macroeconomic structuckthuas it was obtained from the
model results that the index was more explanatoryep than the credit rating on
countries risk premiums. VIX index, which refleagvelopments in global risk
perceptions and liquidity, the FED funds future kedolatility and the U.S. interest

rates were included in the model.

The major finding of the paper was that U.S. spat @xpected interest rates
seriously were affecting developing country rislkempiums and in this sense, the
FED’s managing the market expectations in a sufidessanner meant its high
influence on the developing economies. In additiorthese findings, it was also
concluded from the results of the study that duting periods of global liquidity
conditions in favor of developing countries, policyakers of emerging economies
should apply policies improving macroeconomic dutes Thus, deterioration of the
macroeconomic structure would be prevented in tiroégglobal volatility. In
addition, Hartelius and et al (2008), proved inirtseudy that even in the times when
FED benchmark interest rate increased, implememtadf the policies to improve
macroeconomic structure would limit the negativie@t of the process of raising
the interest on the economy. The authors, as ancation of their analysis, divided

the sample period into two parts in order to find bow much of the decline in the

10



risk premiums of developing countries was due toergjthening of the
macroeconomic structure. As a result of this ajpgibn, it was understood that 51
percent of the decline in the country risk premiwesulted from global factors and

43 percent was due to the domestic macroeconortiarfa

In the study published in 2008 by Baldacci et thle impacts of potential
political risks, fiscal policy implementations atite global financial developments
on the country risk premiums were examined throtinghannual average data of 30
developing countries between the sample period$98f7-2007. For this purpose,
different models were established by making uskegdrithmic forms of variables.
When the results of the analysis were examinedag understood that the effect of
fiscal policy on the risk premiums were relativéiigh as compared to political risk
and in the case of supporting the country growik,ibcrease in public investment
reduced the risk premiums. The model coefficienbodlget surplus to GDP ratio
was found to be higher than the coefficient of pulohvestment. This result was

interpreted as public investment through borrowaffgcts risk premiums negatively.

At the same time in order to reflect the counthgsidity and solvency
international reserves, current account balancest®f trade index and the inflation
rate, and also FED interest rate policy as thecatdr of the global developments
were added to the model. The variables other tharFED interest rate were found
to be statistically meaningful. As a main resulttloé study, it was emphasized that
the macroeconomic indicators that reflect the inaproents in public finance was

more effective than the global factors in redudimg risk premium.

In the paper which was published on the same subje&ichengreen and

Mody (2000), 1300 bonds issued by the private andlip sectors of emerging

11



economies were examined in the sample period ofl-1997. The factors that
caused narrowing the gap between developed andogéwg country bond vyields
were tried to be determined in the period followitige 1994 Mexican crisis.
Determinants of risk premiums were divided into tgroups as domestic and global

factors in line with other papers.

Eichengreen and Mody (2000), reviewed the 1033 hssukd by emerging
markets in the period of 1991-1996 in order to weiee the effectiveness of
domestic and global factors on yield spreads andi®nds issued by these countries
in 1997 were used for out of sample estimation.tHa study, country-specific
macroeconomic indicators were listed as: the iatigonal reserves to GDP ratio, the
real growth rate, debt service to export ratio, blwelget deficit to GDP ratio, the
dummy variable representing whether the countrgtst destructuring experienced in
the past or not, the external debt to GDP ratigioreal dummy variables and dummy
variables reflecting the issuer type, the privatepoblic sector. The U.S. 10-year
Treasury bond yield was included in the model ideorto reflect the developments

in both global liquidity and financial markets.

At the same time, the values given to countries aoale of O to 100 by the
Journal of Institutional Investor as an expressbieredit rating was planned to be
included in the model, but due to the fact thayteehibited a high correlation with
domestic indicators they could not be used. In otdesolve this problem, a model
was developed in which credit rating was dependedt macroeconomic data were
explanatory variables and the error terms obtafred the model were included in

the model examining the bond yield differentials.

12



In the study the focus was on the evaluations niadlee article of Kamin
and van Kleist (1997). Kamin and van Kleist emphedithat the amount of debt
securities issued by countries during the globedesyeriods dramatically narrowed,
and the countries experiencing problems in macm@woac indicators were pushed
out of the bond issue market due to the contragtiagiobal liquidity conditions in
during crisis since international investors arengeselective. Kamin and van Kleist
concluded under this assessment in the analysighancreases in policy interest
rates in developed countries caused a decline encthuntry risk premiums of
emerging economies. The emergence of this resgltdwa to the fact that in times of
global crisis the countries, whose macro-econometkcators were not strong and
risk premiums were relatively high, were not aldebbrrow from global financial
markets, but the only countries with strong ecowoflundamentals could be more
active in the bond markets. Eichengreen and Mo@®)@2 wanted to evaluate the
assessments of Kamin and van Kleist and examinedtbbabilities bond issues
bonds of institutions by pooled probit model. Asesult, it was realized that the
developing economies having unstable macro-econstructure were pushed out of
the international bond market by the increase & UhS. treasury interest rates. It
was observed that the having high levels of extetaht ratio and total debt service
ratio reduced the probability of bond issues. Mesgpauthors suggested thet low
levels of foreign currency reserves and high budigdicits were among the factors

that reduce the possibility of issuing bonds.

In another study on the effects of global developisieon country risk
premiums, Dailami et al. (2005) focused on 17 d@welg countries’ data and used
the Pooled Mean Group (PMG) estimator in orderstoreate the short term dynamic

structure by making use of the co-integration retethip between explanatory

13



variables and the dependent variable. In the amsaly®th global and domestic
factors were used together as explanatory variadohelsthe domestic explanatory
variables were listed as total external debt to GRaio, trade openness ratio,
international reserves to total external debt rand short-term external debt ratio.
The differences in yield between the U.S. high-Emvdrisk corporate bonds and the

U.S. long-term interest rate were included in thaeled as global variables.

According to the results of the analysis, the inipat the countries’
macroeconomic indicators on the risk premiums waeerthan the U.S. interest rates
and the openness ratio influenced more heavily pigmiums as compare to the
other macro indicators. The high significance |lesfethe openness ratio in the model
was interpreted as; the outward-oriented develogiognomies can increase their
external revenues through the balance of paymemntsreet their needs of external

financing more quickly.

As continuation of the analysis, the sample perwdse divided into two
sub categories, the global financial stress perakthe periods in which there was
no global turmoil. According to the results of #erond analysis, contrary to the full
sample model, the effectiveness of the U.S. inteads on the risk premiums were
higher than domestic indicators in times of glostaéss, but for the sample periods
in which there was no global turmoil, the U.S. et rate turned out to be
statistically insignificant. In addition to thist was observed that the domestic
indicators except openness ratio maintained tigmificance in the periods of global

volatility.

In the analysis, a new variable was obtained bytipiying the total

external debt to GDP ratio and the U.S. interes, rand it was noticed that this

14



variable was more effective on the risk premiumentl).S. interest rates. At the
same time, it was realized that the impact of tif®. ihterest rates on the country risk
premium was not linear during the calm markets qui The risk premiums of

countries with high total external debt ratio rasged more to the developments in

the U.S. policy rates.

15



Table2.2. Literature Review Summary

Regression Technique and Data
Sample

Significant Explanatory Variables

Culha, Ozatay and Sahinbeyoglu (2006)

Panel Data Analysis
21 Emerging market risk premium
31 December 1997- 31 December 2004

Ades et.al. {2000)

FPanel Data Analysis
21 Emerging market risk premium
January 1996-May 2000

Hartelius et.al. (2008)

Panel Data Analysis
33 Emerging market risk premium
Jan 1991-Feb 2007

Baldacci et.al. (2008)
Panel Data Analysis

33 Emerging market risk premium
Annual Data from 1991 to 1995

Eichengreen and Mody (2000)

Focled OLS regression

1033 emerging market corporate & sovereign issues

lssue spread
1991-1995

Dailami et.al. {2005)

FPooled Mean Group Estimation Technique
17 Emerging market risk premium
Jan 1991-Jun 2004

FED Policy Rate (+)
External Debt to GOP (+)
Met Foreign Asset to GOP (-)
Budget Deficit to GOP (+)
Export to GOP (-]

Credit Rating {-)

Real GOP Growth (-]
External Debt to GOP (+)
Debt Service to Reserves (+)
US T-Bill Yield

REER misalignment (+)
Export to GOP (-

S&P Credit Rating {-)

V¥ Index Volatiity (+)

FED Funds Future Contract Volatility {+)
Wolatility of US Govt. Yields (+)

Inflation Rate (+)

Paolitic Risk Index (+)

Fublic Investment to GOP {-)
Budget Deficit to GOP (+)

Current Account Deficit to GOP (+)
International Reserves to GOP (-]
Terms of Trade (-]

External Debt to GOP (+)

Debt Service to Exports (+)

Real GOP Growth (-)

Budget Deficit to GDP (+)
International Reserves to GDOP {-)

Openness Ratio (-]

External Debt to GDP (+)

International Reserves to External Debt (-]
Short Term External Debt Ratio(+)

LS Govt. Borrowing Rate

16




2.3. Methodology

In applied economics, the three types of data teeem utilized: cross-section, time
series and panel data. While the cross-sectioral ebgpress the data of economic
agents such as countries and companies at a ggepiint in time, the time series
include the observations of an economic variable @rtain time period. Panel data,
however, obtained by combining the values of ecanorariables on a particular
date with the time series data for each of thesahas. The panel data contains
more information due to the fact that they inclid¢h cross-sectional data and time
series. The parameter estimations obtained thrtlugge data are considered to be
more reliable and they are preferred in econometiciies (Brooks, 2008). The
more efficient estimators are obtained through pdata analysis due to the degree
of freedom is higher and the problem of multicatmity between the units is lower
in panel data analysis as compared to cross-sattiamd time series data. In
addition, the panel data allows for testing of mooeplex models than other data

types (Brooks, 2008).

The main crucial step in the analysis with parathds the determination of
appropriate panel data model after gathering thia da the given topic. The most
important feature of these models is that the charaspecific or time specific
features of the unobservable explanatory variabdesbe estimated. The effects of
the unobservable explanatory variables are caltedbservable individual effects. If
the unobservable effect occurs only either in toneross-sectional dimension such
kind of models are named as one-way, and if thfecefis observed in two
dimensions then these models are named as two-avagl data models. The models

in which parameters do not display variability beén units and times are called
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Pooled Data Models. The management types of fithres,demographic structures
and the presence or absence of natural resourcebecgiven as examples to the
situation where unobservable effect is seen ontli@tross-sectional dimension. Oil
prices and interest rates can be given as examjpleshe situation where

unobservable effect is seen only at the time dimensin the panel data studies, the

most widely used methods are the Fixed Effectsta@dRandom Effects models.

The fixed effect model is based on the assumption which the
unobservable individual effects are thought to e ¢onstant and in relation with
explanatory variables over time. The fixed effestireation method is preferred in
the studies conducted among the members of thergesinf a specific geographical
region or international organization. The randofe@fmodel represents a panel data
model where the unobservable effects are considerkd random, not related to the
explanatory variables and thus, they are includethé model as part of the error
term. As compared to the fixed effects model, tlhenber of parameters to be
estimated decreases in random effects model, hgaredlel to this, estimations are

thought to be more consistent.

The subject of the study and the data structuraldhmze examined carefully
in order to choose either the panel data modelsstimation methods. For this
purpose, the established model should be exammdithd out whether individual
effects are present at cross-section and/or timgemsion and also it should be

determined whether the fixed or random-effect medebppropriate for the model.

The F-test and the Lagrange multiplier test (LMVveloped by Bruesch
Pagan can be used in order to determine the egest#frunobservable effects at time

and/or horizontal cross-sectional dimensions (Balta005). To choose the fixed
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effects or random effects panel model for the asislsequires the clarification of the
relationship between unobservable individual effeed explanatory variables. In
the case where the individual effects are assatwmith explanatory variables then
the fixed effects model estimator is both efficiand consistent, if not the case, the
random effects model is preferred. The existenteradationship between
unobservable effects and explanatory variablegisrchined through Hausman test,
which is obtained from the variance-covariance oasr of the estimators obtained
from the random and fixed effects models and tdstsnull hypothesis that there is
no relationship between the explanatory variabled anobservable individual
effects. However, the Hausman test is not usextdar to make a choice among the
fixed and random effects models. The test shoulddeel to determine which of the
estimators to be used within the framework of ramdifect panel data model. In
case the null hypothesis cannot be rejected undestdan test, the random effects
panel data model can be solved through generadiesst squares (GLS) and within-
group estimators; and in the case the null hypathissrejected, the model can be

solved through the within-group estimator.

On the other hand, the choice between the fixaetlthe random effects
panel data models is accepted to be done durinfpth@tion of panel data set. The
fixed effects panel data model should be prefeimetie panel data studies related to
a specific geographic region, the members of agrmational organization. On the
other hand, the random effects panel model shoaldded in the panel studies on
samples, which were created randomly out of a o, to reach a general

conclusion about the population as a result ohtbeel (Guloglu, 2010).
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One of the problems frequently encountered in pdaia analysis is that the
error terms display a changing structure with varéa In panel models, the LM test
is applied in order to test the phenomenon of bstadasticity (Greene, 1997). The
variances which are present on diagonal of ther éeron matrix are assumed to be
constant at the null hypothesis of LM test. Thebpem of heteroscedasticity in the
models can be eliminated by using the covariancemastimator of White (1980).
Another test utilized in the panel data analyseshés autocorrelation test which
examines the relationship between the error terchienthe lagged values. In the
panel model, the Durbin Watson test, LM test andlWiadge (2002) autocorrelation

test are made use of in order to test autocoroelat the error terms.

2.4. Model and Data

There are several factors that affect the risk prera in developing countries. In
accordance with the studies examined in literasureey, the potential factors have
been determined and categorized in four groups lyarie economic structure and
performance indicators, the global indicators, thdicators which reflect the

strength of liquidity and solvency. The solvencgligators reflect countries’ capacity
of paying the long-term domestic and external debke liquidity variables imply

the country’s short term ability to repay their tdeblthough a country has capacity
to repay its debts in the long-term, the same cygumiay also have weakness in
repaying its debts in the short-term. At any glolaisis, in the periods of

international liquidity shortage, the repayment fofeign currency denominated
debts may be via international reserves. In thgecthe external debt service, total

international reserves and the country's exportaci§p stand out as important
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variables in the short term. The linear panel datdel for CDS premiums is

represented by the following equation:

CDS, =a + B ES, + B,Gl, + L,LI, + 5,9 +u,
In this modelCDS, represents the countries 5 year Credit DefaultgSgramiums,
ES; represents the economic structure and performenateators, Gl,, represents
the global indicatorsLI, represents liquidity variables, S, represents solvency
variables andy, represents the error term with zero mean and aohstriancea
and S represent the coefficients of the intersection tredslopes of explanatory

variables respectively. While the number of theugran the model is represented by
I, t refers to the length of time for each group. Thedel for all sample periods will

be solved by within estimator under the one-wagdieffects model.

In the analysis, the data of 16 developing cousithiave been used. The
countries included in the study can be listed asziBr Chile, China, Colombia,
Hungary, Indonesia, Israel, Korea, Malaysia, Mexi&eru, Philippines, Russia,
South Africa, Thailand and Turkey. The countrieshose CDS premiums are
persistent and which are considered as develoggtry in the evaluation report of
international organizations and the investment camgs, are included in the
sample. As the indicator of country risk premiunffedlent from economic literature,
US 5 Yr CDS premiums have been used instead of pmid spreads. The sample
period covers the time between the first quartétsoth 2003 and 2011. Some of the
data used in the analysis have been obtained fneniMF's International Financial
Statistics (IFS) data set and Bloomberg. Especidiey countries’ public finance

indicators and country data that cannot be providetFS and Bloomberg have been
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gathered from the countries’ Ministries of Econosniblational Statistical Institutes
websites and statistical booklet published by Mamdihe codes and resources of all
candidate variables for the model, and their exgetigns are summarized in

Appendix Table 1.

However, some variables which were considered emrfaffecting risk
premiums represent same types of developmentgh&breason, the correlations of
all candidate variables with each other were catedl and the variables that had
high positive or negative correlation with eacheotlvere not used together in the
model established for the panel analysis. The taio@ matrix of variables is given
at Appendix Table 3. The indicators having coriele below 50 percent in positive

or negative direction with the other model variablere included in the model

Different from the literature, VIX index, as an iodtor of global risk
appetite, hasn’'t been utilized in this study. lagtevolatility in local exchange rate
which has high correlation with the index and atsmtains information about the
developments in domestic market has been includékei model. In the same way,
instead of the U.S. 3-month Treasury bond interag¢ and FED policy rate,
accepted as indicators of global liquidity, thecprof oil is preferred. By doing so,
the slope of U.S. yield curve which has a very tpghitive correlation with the U.S.
short-term interest rates has been included imibéel. On the other hand, the total
trade volume to GDP ratio indicating openness rla#is been preferred to exports to
GDRP ratio. Likewise, since there is a high corielabetween the credit rating index

calculated for the countries and GDP per capit@nme data, credit rating indices

! Same type of analysis was conducted with the kziive uper bound of 30 percent and the
coefficients of variables did not exhibited sigo#int change in terms the direction of the impact on
risk premiums. So analysis was conducted on the b&S0 percen correlation upper bound in order
to include more economic indicators in the model.
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which are considered to be more influential on psgmium have been included in
the model. Between the total external debt to GBIl rand total external debt to
international reserves ratio the former has beesfemed, by this choice the
international reserves to GDP ratio indicating reseadequacy could be included in
the model. In the same way short-term external tebotal external debt ratio has
been preferred to short-term external debt to matéonal reserves ratio since reserve
adequacy ratio was included in the model. The caaesresources of the variables
in the model, and their expected signs resultiognfthe model are summarized in
Table 2.3. The descriptive statistics for the iatlies included in the model are given

in Appendix Table 2.

Since the panel data carries time-series feateedata should be stationary
otherwise the estimation results may be biasedrammhsistent. The stationarity tests
developed for the panel studies resemble to umit tests applied to time series
while displaying some dissimilarities. Unit rooste used frequently in panel data
analysis are Im, Pesaran, Shin (IPS) and Levin, Chu (LLC) (Gulglu,2010).
IPS statistics is derived from the assumption thmt root coefficient varies among
the cross-sections and whereas LLC statistics ftioenassumption that unit root
coefficient is constant among the cross-sectiamshis study, the IPS unit root test
results has been taken into account. The presdnaeitoroot in the budget deficit,
the total external debt, international reserves,pihblic debt stock to GDP ratios and
foreign currency denominated public debt ratio b@sn understood according to the
results of the IPS test. The non-stationarity iesthvariables has been eliminated by

taking their first-order difference.
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Table 2.3. Modd Variables and Sources?

Expected
Variables Code Source Coefficient
Sign
Dependent Variable
5 Yr USD CDS CDS Bloomberg
Explanatory Variables
Economic Structure and Performance Indicators
Inflation Rate CPI IFS +)
Budget Deficit to GDP BB Country Official Sites (+)
Trade Volume to GDP OPR IFS (-/+)
Domestic Currency Volatility FXV Bloomberg +)
Credit Rating Index CR Bloomberg +)
Global Indicators
Oil Prices OlL Bloomberg (-/+)
US 10Yr-2Yr Govt Yield Spread YSD Bloomberg (+)
Liquidity Variables
Debt Service Ratio DS Moody's +)
Internatinal Reserves to GDP RTG IFS ©)
M2/International Reserves M2 IFS-Moody's (+)
Solvency Variables
External Debt to GDP EXG QEDS-Moody's-IFS (+)
Short Term External Debt Ratio STD QEDS-Moody's (+)
Public Debt to GDP Ratio PDG Country Official Sites (+)
Public FX Debt Ratio PFX Country Official Sites (+)
Current Account Deficit to GDP CAG IFS (-/+)

2.5. Estimations and Results

In this part of the study, the panel data applaatvill be held to determine the

factors affecting country risk premiums. As a fissep, the type of the panel data

model which is convenient for the study will be etatined and the model will be

run to identify the variables which are signifidgraffecting the CDS premium for

the entire sample period. Then, the panel data wditbe performed to identify the

2 Credit notes given by S&P, Moody's and Fitch wesdred with the numbers from 1 to 15
respectively for each agency. The highest cretitgavas matched with 1 and the lowest credit tatin
was given a value of 15. Then credit notes issaethe countries were averaged.
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existence of heteroscedasticity and autocorrelapiovblems, if necessary these
problems will be eliminated. Following to this, tr@ling base panel data study will
be performed in order to reveal the change in pesiceptions towards to emerging

countries in a time trend framework since the figgarter of 2003.

At the creation stage of sample set, most of thents, which are
evaluated under the heading of emerging or deuwadppountries by international
organizations and investment reports and have gpengi historical data of CDS
premiums, were included in the panel data analy3i® to limited-randomness of
cross sections, the fixed effects panel data mbhdelbeen preferred in the study.
Besides, the unobservable individual effects haaenbassumed to be one-sided in
line with the literature review. The analysis wasnducted with STATA
econometric package due to its wide scope of agpdic and its flexibility in the
panel data studies. As a first step, the presehecmabservable individual effects
based on different assumptions has been testeddst For the entire sample and all
sub sample periods. Under the fixed effects modeltisn, the null hypothesis
claiming the non-existence of individual effect wasgected for all sub-sample
periods. Then the model for all periods has bedveddoy within estimator under

the one-way fixed effects model.

In the panel data analysis, frequeethcountered problem of changing
variance structure of the error terms was testetioydifferent methods, which are
the adapted Wald statistic and the LM test, the nybothesis asserting the non-
existence of heteroscedasticity was rejected fasudd-sample periods. Another test
used in the panel data analyses was the autodwrel@st which examines the

relationship between the error term and its laggades. In the model panel, the
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LM test was applied in order to test the preserfcaubocorrelation in the error
terms and following to this the existence of thdoaarrelation problem was

accepted for all sub-sample periods.

In order to provide consistency and stability ia #stimation results of the
model, the country dummy variables were includedrasxplanatory variable in the
model, estimation was conducted for all sub-sammeiods by applying the
generalized least squares estimation method wehcturection of autocorrelation
and heteroscedasticity problems. On the other htwedHausman test with the null
hypothesis claiming the non-existence of relatignsbetween the explanatory
variables and the unobservable individual effecss wonducted. In Hausman tests

carried out for all sub-sample periods the nulldtipesis was rejected.

2.5.1.2003 Q1- 2011 Q1

The estimation result of the entire sample perisdsummarized in Table 2.4.
According to the results, the inflation rate, thel@et deficit and the openness ratio,
which are the economic performance indicators, afgueto be notably significant
to explain the country CDS premiums. Accordingle estimation results, for each
1 percentage point increase in the rate of inflaod the budget deficit to GDP
ratio causes respectively 12.14 and 4.80 basistpaise in the country CDS

premiums.

On the other hand, in contrast to the literaturevesys the increase in
openness ratio results an increase in risk premiltmagas foreseen in the literature
survey that the countries with high trade opennessild provide more rapid

economic balances through the balance of paymentany fluctuation period
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compared to the other countries. Moreover, it cobll seen that there is a
considerable correlation between countries’ opesimaso and real growth rates,
and the countries with high linkages with otherremuies have experienced high
real growth rates. However, the estimation ressgfiscify the opposite of this
situation and the 1 percentage point increase éndpenness ratio leads to an
increase of 2.85 basis points in CDS premiums. fidsglt can be interpreted as; the
emerging economies with high openness ratio coelddbatively more affected
during a possible global fluctuation periods thhoulgoth trade and portfolio
investments channels; and for the so called petibesdomestic demand in those

countries is not sufficient to stimulate the ecogom

Parallel to the results of previous studies, $een that the investors give
significant attention to the developments in thieesacy and liquidity indicators and
they perceive the public sector debt, the debtiservatio and the short-term
external debt ratio as important risk indicatoree Tcountries with weak solvency
indicators are thought to face with the inabilibypay their external debts in time of
a global fluctuation. As seen on the Table 2.4pelicentage point increase in the
public debt stock to GDP ratio, the debt servidgrand the short-term external
debt ratio results in an increase of 2.18, 5.27 24084 basis points in country CDS

premiums respectively.

In the model, the slope of U.S. yield curve and ¢l price that reflect the
global developments are significantly effective dhe CDS spreads. The
developments in the U.S. economy are importantdiitier countries; thus, the
structure of the U.S. yield curve reflects expectet for the U.S. economy. The

increase in the slope of the yield curve, mightiaatt the overheating of U.S.
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economy and increased inflationary pressures, duribre, the steepening of yield
curve may also indicates the uncertainty regarthedguture of the overall economy.
For the first case scenario the rise of the FEDtsrest rate will begin in line with
overheating of the economy. As the interest ratremse suggests a possible
contraction in liquidity, it induces to an increase the risk premiums of the
developing countries. On the other hand, the fiaite or inverted yield curve
indicates an expected slowdown in the economy dsd possible reduction in
FED’s policy rates in order to revive the econoffilye fall in FED policy rates, as it
marks an increase in global liquidity, leads to ecrdase in the country risk
premiums. According to the model estimations, Icgetage point increase in the
difference between the long-term interest and th@rtgderm vyields in the United

States leads to a 37.87 basis point increase iodinetry risk premium.

On the other hand 1 U.S. dollar increase in adgw induces to 2.01 basis
points reduction in the CDS premiums. Although itherease in oil prices impose
an upside risk in the inflation rates in all caieg and in the external financing
needs of the countries which are net importer efopeEum products, the increase in
oil price is generally perceived as an indicatoraoteleration in world economic
activity. While the rise in oil prices enhances theomes and savings of the oil-
exporting countries, at the same time that leada sgnificant increase in global
liquidity, portfolio and direct investments in déeping country markets, as a result
diminishing of the risk premiums. High oil pricem the other hand, affect the oil-
exporting economies positively due to its impacttlom revenue side. The need for
external financing of the oil-exporting economieghwrising foreign exchange

income from petroleum products is reduced signifilya
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The nominal exchange rate volatility, which refethie global and domestic
developments, and has a high correlation with the Mdex, is among the factors
which create uncertainty. The increase in exchamage volatility increments the
uncertainty, thus constitutes a negative impactttos investments and growth.
Parallel to 1 percentage point increase in the axgé rate volatility, there occurs

48.48 basis points increase in the country risknuens.

Table 2.4. Estimation Results (Entire Sample)

CDS Premium Full Sample
2003Q1-2011Q1

Coef. Std.Err. Z-value P-value
Budget Deficit to GDP 480 1.8598 2,58 0.0100
Current Account Deficit to GDP -1.57  1.3640 -1.15  0.2500
Inflation Rate 12.14  1.4692 8.26  0.0000
Oil Prices -2.01 0.1549 -12.97 0.0000
Short Term External Debt Ratio 294 0.9618 3.06 0.0020
FX Volatility 4848  7.4199 6.53  0.0000
US 10-2YR Govt. Yield Spread 37.87 4.1119 9.21 0.0000
Trade Volume to GDP 285 04561 6.25 0.0000
Credit Rating Index 407 6.8057 0.60 0.5490
Total External Debt to GDP 1.00 0.7965 125 0.2110
Internatinal Reserves to GDP -1.52  1.1558 -1.31  0.1890
Public Debt to GDP 218 1.2402 1.75 0.0790
Debt Service Ratio 527 1.0919 4.83 0.0000
M2 to International Reserves -13.64  4.0745 -3.35 0.0010
Public FX Debt Ratio 166 1.3930 1.19 0.2320
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2.5.2. Rolling Base Analysis

In this section, panel data analyses were repdatezkamine the risk perception
changes in the financial market towards emerginghtrees on a rolling basis from
2003 Q1. 16 and 20 quarters were chosen sepaegtedylength of each sub-sample
period in order to eliminate the seasonality on dmalysis. Since for each one
quarter shift, the same quarter of the next yeas added instead of the eliminated
previous year correspondent quarter. 18 and 14aniple periods were constructed
for 16 and 20 quarter rolling analysis respectivigyy shifting just one quarter till
reaching 2011 Q1 as a final end point. The estonatesults of the rolling base
panel data analysis were summarized in Appendixeléland 5 for two rolling base
analysis. The coefficients of each model varialese depicted on Graphs 2.3, 2.4,
2.5 and 2.6 under the respected category of foaupg namely; the economic
structure and performance indicators, the globdicators, liquidity and solvency
variables. Blue dashed points are representingitreficant coefficients with 95%
confidence interval. As seen on graphs all modehiées represent smooth changes
within rolling base analysis and this reflects tbbustness of the model. Whereas
the structural break tests for the variables, whvehne significant for all sub-sample,
were not carried out and all the assessment aegllzasthe graphical representations

of the coefficients.

To mention the key findings from rolling base as#&; Chart 2.3 depicts
the developments in the coefficients of domesticators within rolling base panel
data analysis for 16 and 20 quarter together. &g s& Graph 2.3., the inflation rate
seems to be effective on the risk premiums dureayly all sub-sample periods and

its coefficient has increased in absolute termsndguthe sub-samples after the burst
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of financial crisis. Having significant impact on nearly all sub-sample periods of
analysis confirmed the necessity of inflation taéirggeregime in the risk perceptions,
since the countries facing with the phenomenon igh hnflation cannot display

sustainable growth rates and show disorders im thdalic finance.

Another assessment from Graph 2.3. is that thgddudeficit, which had
meaningful coefficient during the entire sampleigeérand was insignificant in
explaining the risk premiums during the sub-sangaeods till R10 and R5 for 16Q
and 20Q rolling analysis respectively, has gaingphificance in the latter sub-
sample periods with the increase in its coefficiemels. Especially as a result of
expansionary fiscal policies implemented in devetbpcountries, fast-growing
budget deficits became prominent risk factors tmaght influence the private
consumption negatively by increasing the long-tanterest rate since the last
quarter of 2009. Because, the concerns over sabiaty of the existent budget
deficits of the countries with high debt burdenclsas Greece, Spain, Portugal and
Italy, started to increase and there occurred e&dtion in risk perceptions
regarding fiscal sustainability of these countriegrthermore, the high level budget
deficits points out that the government cannot ansthe revenue-expenditure
balance; especially in the face of a global shbekitalance of the debt will even get
worse and countries with high budget deficit widké their flexibility during sharp

contraction periods.

As seen on Graph 2.3. the trade volume to GDP ta® been losing its
impact on risk premiums with each quarter shift @&sdcoefficient is converging
nearly to zero. The trade channel plays a cruoialin deepening the effect of crisis

especially for the developing countries having higfde linkages with developed
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countries. With the drastic decline in world trad#dume with the crisis, a severe
recession was estimated in particularly exportried developing countries. As
known, in pre-crisis period, high saving rates &wl domestic demand were seen
in the Far East and in export oriented countrigsene@as many developed countries
particularly the US show a tendency to over-condionp The rich countries'
consumption expenditures are financed by the welgtipoor countries. With the
burst of crisis, household demand in rich countdeseriorated remarkably and
developing countries canalized their savings toease their domestic demand and
started to shift their export markets from rich cwies to developing ones in order
to have more diversified markets and to eliminateesse effects of the crisis. As a
result, many developing countries presented a lieabée resistance to the crisis and

the impact of sharp decline in trade volume on eaan growth has been limited.

At same time, credit rating index, which is higlsignificant in explaining
the countries risk premiums in all sub periods &Xl volatility are gaining
momentum with the burst of the financial crisis. u@tyy credit rating, while
providing information to inventors about the riskvél of a country’s investment
climate, is a significant indicator used by investantending to invest abroad.
Volatility of the nominal exchange rate is amonge thactors which create
uncertainty. The increase in exchange rate vdlatiticreases the uncertainty and
thus constitutes a negative effect on growth rBé&ing all these developments into
consideration, it can be concluded that individusdse paid greater attention to

domestic indicators in their risk perceptions aspared to pre-crisis periods.
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Graph 2.3. Rolling Base Coefficients - Economic Structure and Performance

Indicators®
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® Blue dashed points represent significant coefiiisie
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Graph 2.4. depicts the coefficients of global iadlics in the rolling base
analyses. The first of all, the slope of the U.i8ldycurve is significant in explaining
CDS premiums during all sub-samples and its caefficreached its peak with the
burst of the crisis and demonstrated downward tteéedeafter. As seen on Graph
2.4. the coefficient of oil prices is gaining sifigance and increasing in absolute
terms during all sub-sample periods after R8 andTR« trends in the coefficients
of the slope of yield curve and oil prices canitteripreted as follows; initially, with
burst of financial crisis, the credit mechanisnllstawithin financial markets and
market participants hesitated to give long ternditseto each other. As known the
longer-term tip of the yield curve is determined dyupon bonds which have
relatively low liquidity and appear more sensitteechanges in risk perceptions by
market players. So the credit crunch caused USl yietve to become one of the
prominent risk factor for overall US and World eoary at the beginning of the
crisis. In the latter periods, central banks immeated expansionary policies and
provided liquidity to calm down the credit crunah the financial markets. The
coordinated actions of developed countries centvahks and international
organizations softened long term financing needsaAesult the steepening of US
yield curve has become less affective on countrséspremiums in the subsequent
periods. On the other hand an increase in oil prigflects the recovery in the

overall economy in the long run and a decreaskdanmpact of the crisis.
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Graph 2.4. Rolling Base Coefficients - Global Indicators
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As seen on Graph 2.5., the coefficient of debtiservatio, which has an
increasing impact on the CDS premiums in the esayple periods, turned out to
be negative in latter sub-samples. Debt servige maiplies the country’s short term
ability to repay her debt and represents the m@attiprincipal and interest payments
of external debt within one year horizon to curraotount revenues for the same
year. In a period of global turmoil, the countriegving high debt service ratio
induces that the probability of default in theioghterm debts increases. However,
downward trend in the coefficient of debt servia&a is thought to be in line with
expectations. With the burst of global crisis, thdernational organizations,
governments and central banks of developed cosninglemented coordinated
expansionary fiscal and monetary policies in otdesoften short term impact of the
crisis. During so called period IMF provided flebdbcredit lines to emerging

economies having short term financing needs and E&fdlucted swap operations
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with emerging economies in order to provide foregymrency to those countries.
These measures were thought to eliminate the masetctation of any default in

the rollover of developing countries short termtdeb

On the other hand the coefficient of internationederves to GDP ratio
gained greater impact on risk premiums with thet sthcurrent crisis and its effect
on CDS has become smaller in latter sub-sampleshdnpre-crisis period as a
consequence of the support of the abundance afliigin international markets and
overly optimistic risk perceptions many countriegperienced rapid increases in
bank lending and the rates of indebtedness for hotlsehold and the real sector.
Whereas the loss of confidence appeared afterlttoalgerisis and liquidity shortage
adversely affected the tendency of internationalrketa to lend developing
countries. In developing countries having low expo import ratio and only limited
access to external credit sources, imports shoeldmiet through the country's
international reserves. Reserves should also be fmsepaying external debts of
public and private sector in the case of globaliiqy shortage. So, having a high
level of foreign reserves, especially during globasis, gives positive signals to
market participants and eliminate the likelihoodaaly short term default in paying

debt and providing funds to import necessary ifiputlomestic economy.
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Graph 2.5. Rolling Base Coefficients - Liquidity Variables
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As seen on the Graph 2.6., current account deéti, which is meaningless
in explaining risk premiums in the entire sampleiqok and early sub-sample
periods, turned out to be significantly meaningfuéxplaining risk premiums during
recent sub-sample periods. So the financing nesdsufrent account deficit became
prominent risk factor, since the countries haviigmisicant level of current account
deficits are more sensitive to fluctuations in glbbquidity conditions due to their
need for external financing. At the same time,dingilar type of trend is observed in

the coefficient of public sector foreign currencgndminated debt ratio. Having a
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high level of foreign currency denominated debtatal public debts foreshadows
the borrowing ability of the governments in localrrency as well as investors’
confidence in local currency. In addition to thise continuity of this trend in public
FX debt ratio gives negative signal on the poirdt tthere may take place severe
distortions in debt service ratios in periods ofjan&xchange rate adjustment. The
movement of coefficients of the current accountaitleind public FX debt ratio can
be interpreted as follows: in the pre-crisis peritte central banks of developed
countries pursued loose monetary policy, there wedua rapid decrease in policy
interest rates and the low levels were maintairmedaflong time. At the same time,
the emergence of a wide variety of products inrffaia markets and the increase in
the leverage ratios of financial institutions plawcial role on the rapid increase of
liquidity in financial markets. As a result of lomterest rate policy during this
period, global liquidity remained at high levelsetrisk-taking appetite increased and
investors directed their interests to emerging mt@rkvith the expectations of higher
returns. Whereas, with the burst of financial erisnternational credit markets
suddenly cut their lending and the credit facifitidisappeared for developing
countries for their external financing needs. Afsult the sustainability of current
account deficit and composition of public sectobtdeave become prominent risk

factor.

In a similar way, public debt stock to GDP ratidleeting the country’s
ability to pay its debt has become statisticallgngicant in explaining risk
premiums during recent sub-sample periods andagdficient has been gaining
momentum. As it is known, particularly the govermtseof developed countries
implemented expansionary fiscal stimulus programd mitially these measures

were thought to cause recovery signals in the glebanomy. However, solvency
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indicators of the countries experienced a seriaisrobration due these measures
and the negative impact caused by deterioratidis@al sustainability has started to

become one of the crucial factors in markets resicgption.

Graph 2.6. Rolling Base Coefficients - Solvency Variables
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CHAPTER 3

CONCLUSIONS

Determination of the economic indicators that &ftae risk premiums of developing
economies is among the most frequently discussekssin the literature. However,
the studies conducted on the impact of global<ksi these factors have been very
limited. Especially in times of global volatilitgletermining the factors affecting the
country risk premium provides a great benefit, sincterms of country governance
determining the factors which are effective on tis& premiums is crucial for the
effectiveness of the policies that will be appliddthe case of risk premiums more
affected by global factors, the policy space whitdly be used by policy-makers to

reduce the risk premium is limited.

The focus of this thesis was on the determinaticthe factors affecting risk
premiums of developing countries and within themfesvork of a rolling base
analysis this study aims at revealing the changmarket risk perceptions towards
developing economies, whether these factors shavabitity in pre and after the
recent financial crisis. Accordingly, the panelalahalysis have been carried out and
unlike the economic literature the five-year Crddigfault Swap (CDS) premium has

been used as an indicator of country risk premitine panel study at first was held
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for the entire sample period of 33 quarters cowef@i 2003-2011 Q1. Then, panel
data analyses were repeated to examine the rigletésn change in the financial
market towards emerging countries on a rolling b @0 quarter basis from the

beginning of 2003 Q1.

To mention the key findings from rolling base as&; initially the inflation
rate has been effective on the risk premiums duniegrly all sub-sample periods
with the increase of its coefficient after the Wwkfinancial crisis. This confirmed
the necessity of inflation targeting regime in tiek perceptions. In a similar way,
budget deficit and public debt stock to GDP ratdlecting the country’s fiscal
sustainability have become statistically significan explaining risk premiums
during recent sub-sample periods and their coefiisi have been gaining
momentum. As known, particularly the governments d#veloped countries
implemented expansionary fiscal stimulus programd mitially these measures
were thought to cause recovery signals in the glelsanomy. However, fiscal
indicators of the countries experienced a serioeterration and the negative
impact caused by deterioration in fiscal sustaiitgbnas started to become one of
the crucial factors in risk perception. On the othand, the trade volume to GDP
ratio has been losing its impact on risk premiunik wach quarter shift. With the
burst of crisis, household demand in rich countdeseriorated remarkably and
developing countries canalized their savings toease their domestic demand and
started to shift their export markets from rich cwoies to developing ones in order to
have more diversified markets. At same time, cregling index, which is highly
significant in explaining the countries risk premis in all sub periods and FX
volatility are gaining momentum with the burst dketfinancial crisis. Taking all

these developments into consideration, it can becladed that individuals have
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started to pay greater attention to domestic irtdisain their risk perceptions as

compared to pre-crisis periods.

The slope of the U.S. yield curve is meaningfuéxplaining CDS premiums
during all sub-samples and its coefficient readte@eak with the burst of the crisis
and demonstrated downward trend thereafter. Aséimee time, the coefficient of oll
prices is gaining significance and increasing isadlte terms during all sub-sample
periods. These movements in global indicators @aimterpreted as, with burst of
financial crisis, the credit mechanism stalled withinancial markets and market
participants hesitated to give long term crediteéch other. So the credit crunch
caused the slope of US yield curve to become orteeoprominent risk factor for
overall US and World economy. In the latter perjocksntral banks implemented
expansionary policies and provided liquidity tonsadlown the credit crunch. As a
result the steepening of US yield curve has becles® affective on countries risk
premiums in the subsequent periods. On the othad hecreases in oil prices and
steepening of yield curve have started to refleetrecovery in the overall economy

in the long run and a decrease in the impact ottises.

The coefficient of debt service ratio turned oub® negative in latter sub-
samples. With the burst of global crisis, IMF pied flexible credit lines to
emerging economies having short term financing seew FED conducted swap
operations with emerging economies in order to ji@voreign currency to those
countries. These measures were thought to elimthatenarket expectation of any
default in developing countries. On the other h#rel coefficient of international
reserves to GDP ratio gained greater impact on pigkniums with the start of

current crisis and its effect on CDS has becomdlema latter sub-samples. The
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loss of confidence appeared after the global caad liquidity shortage adversely
affected the tendency of international marketsetadl developing countries. So,
having a high level of foreign reserves gives pesisignals to market participants

and eliminate the likelihood of any short term défan debt.

The current account deficit ratio turned out tosmgificantly meaningful in
explaining risk premiums during recent sub-sam@aagals. So the financing needs
for current account deficit became prominent rigktdr, since the countries having
significant level of current account deficits arems sensitive to fluctuations in
global liquidity conditions. At the same time, thienilar type of trend is observed in
the coefficient of public sector foreign currenogndminated debt ratio. Having a
high level of foreign currency denominated debtpirblic debts foreshadows the
borrowing ability of the governments in local curcg as well as investors’
confidence in local currency. These movements aarnterpreted as, in the pre-
crisis period, the central banks of developed awemtpursued loose monetary
policy, there occurred a rapid decrease in politgrest rates and the low levels were
maintained for a long time. At the same time, theergence of a wide variety of
products in financial markets and the increasehm leverage ratios of financial
institutions play crucial role on the rapid increas liquidity in financial markets.
As a result, the risk-taking appetite increased iamdstors directed their interests to
emerging markets with the expectations of hightrrns. Whereas, with the burst of
financial crisis, the credit facilities disappeartt developing countries and the
sustainability of current account deficit and comsipon of public sector debt have

become prominent risk factor.
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To conclude, the global crisis has caused remagkebanges in the risk
perceptions of financial markets and the countndsch succeeded a recovery in
their macroeconomic structure, have been relatilesly prone to the adverse effects
of the crisis due to the prudent fiscal and moryepalicies performed in the pre-
crisis period; and at the same time these countaes been showing a more rapid

recovery.
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APPENDIX 1- List of Candidate Variablesfor the Analysisand Sour ces

Expected
Variables Code Source Coefficient
Sign
Dependent Variable
5 YrUSD CDS CDS Bloomberg
Explanatory Variables
Economic Structure and Performance Indicators
GDP Per Capita GPC IFS O]
Inflation Rate CPI IFS )
Budget Deficit to GDP BB Country Official Sites +)
Trade Volume to GDP OPR IFS (-1+)
Export to GDP XTG IFS O]
Domestic Currency Volatility FXV Bloomberg (+)
Credit Rating Index CR Bloomberg (+)
Global Indicators
VIX Index VIX Bloomberg )
Qil Prices OolL Bloomberg (-/+)
Qil Price Volatility OVL Bloomberg )
US 3 Month T-hbill Yield U3m Bloomberg €]
US 10Yr-2Yr Gou Yield Spread YSD Bloomberg )
FED Policy Rate FED Bloomberg (+)
Liquidty Variables
Short Term External Debt to Reserve STDR QEDS-Moody's-IFS (+)
Debt Senice Ratio DS Moody's (+)
Internatinal Reserves to GDP RTG IFS O]
International Resenes to Import RTM IFS O]
M2/International Resenes M2 IFS-Moody's )
Solvency Variables
External Debt to GDP EXG QEDS-Moody's-IFS (+)
External Debt to Reserves EXR QEDS-Moody's-IFS (+)
Short Term External Debt Ratio STD QEDS-Moody's (+)
Public Debt to GDP Ratio PDG Country Official Sites (+)
Public FX Debt Ratio PFX Country Official Sites (+)
Current Account Deficit to GDP CAG IFS (-1+)
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APPENDI X 2-Statistical Summary of Dependent and Independent Variables
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APPENDIX 3- Correlation Matrix of Independent Variables
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APPENDIX 4- Rolling Base Analysis Coefficients of Explanatory Variables*
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APPENDI X 5 Rolling Base Analysis Coefficients of Explanatory Variables*
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