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Sovereigns – Brexit and Asia Pacific

Limited Direct Credit Impact; Some
Sovereigns Exposed to Market Volatility

This is one of a series of reports on the impact of Brexit on sovereigns in different regions. Please
visit our Brexit topic page to access related reports.

We do not expect the UK’s (Aa1 negative) vote to leave the European Union (EU, Aaa stable)
to have a significant credit impact on Asia Pacific sovereigns. In particular, although lower
GDP growth in the UK will dampen demand for products from the rest of the world, Asia
Pacific's direct trade linkages with the country are generally limited.

However, in the months to follow, announcements related to Brexit could trigger market
volatility. While not our baseline expectation, a shift in portfolio and/or banking flows that
resulted in tighter financing conditions in some Asia Pacific markets would hurt growth,
especially in countries where fiscal and monetary policy space is constrained.

» Minimal reliance on exports to the UK Cambodia (B2 stable) is most exposed to UK
and EU demand. But we expect Brexit to have a limited direct impact on growth via
trade.

» Market volatility would affect sovereigns dependent on external financing Out
of those Asia Pacific countries that have large current account deficits, Mongolia (B2
negative) relies in part on private sector financing flows. Mongolia and to a lesser extent
Sri Lanka (B1 negative) have significant debt repayments due in 2016. In the event that it
led to severe and prolonged market volatility, Brexit could heighten balance of payment
pressures for these sovereigns.

» Impact on flows into Asia from UK, other European banks is uncertain As
international financial centres, Hong Kong (Aa1 negative) and to a lesser extent
Singapore (Aaa stable) would be exposed if financing flows from UK and European banks
ebbed. However, there is a possibility that these centres could benefit if UK and European
banks aimed to diversify their asset bases.

» Limited policy space to offset potentially lower external flows in some countries
In Mongolia and Sri Lanka, elevated government debt would constrain fiscal policy room
to offset potentially lower growth.

http://www.surveygizmo.com/s3/1133212/Rate-this-research?pubid=1033285
https://www.moodys.com/Pages/Credit-Implications-of-Brexit.aspx?WT.z_referringsource=TB~HP~XLOB~20160627~brexit
https://www.moodys.com/credit-ratings/Cambodia-Government-of-credit-rating-806356908
https://www.moodys.com/credit-ratings/Mongolia-Government-of-credit-rating-806356900
https://www.moodys.com/credit-ratings/Mongolia-Government-of-credit-rating-806356900
https://www.moodys.com/credit-ratings/Sri-Lanka-Government-of-credit-rating-600023158
https://www.moodys.com/credit-ratings/Hong-Kong-Government-of-credit-rating-375515
https://www.moodys.com/credit-ratings/Singapore-Government-of-credit-rating-680430
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» Pronounced flows into safe havens credit negative for Japan A sustained rise in the yen would lower Japan's (A1 stable) GDP
growth and inflation, making it harder to achieve fiscal consolidation and inflation objectives. A stronger US dollar and hence local
currency would hit Hong Kong’s economy. However, the government’s very strong fiscal position would provide some easing room.

https://www.moodys.com/credit-ratings/Japan-Government-of-credit-rating-423746
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Overview
Uncertainty about the domestic and global implications of the UK’s exit from the EU will prevail for some time. For Asia Pacific sovereigns, the credit impact of Brexit could
materialise in part through direct trade linkages. Weaker demand from the UK, and to a lesser extent the EU, will dampen exports and GDP growth across the world, including in Asia
Pacific. The extent of reliance of economies in the region on exports to the UK and the rest of the EU provides a measure of the degree of exposure (see Exhibit 1).

Exhibit 1
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The credit implications of Brexit will also channel through potential shifts in capital flows as investors reassess the risk-return trade-off
of investments. Dependence on external funding to finance current account deficits or external debt repayments indicates vulnerability
to a slowdown in portfolio inflows.

In particular, when a government’s borrowing requirements are large, there is a risk that lesser availability of external funding
will heighten liquidity pressure. Moreover, marked shifts in capital flows would imply sharp changes in currency values. Sizeable
depreciations in emerging market currencies would raise the cost of servicing foreign-currency debt.

Where there is room for monetary and/or fiscal policy easing, the domestic authorities may take actions that would partially offset the
negative shocks. Unless currencies depreciate significantly and stoke inflationary pressures, moderate inflation provides space to lower
policy interest rates and ease domestic financing conditions. Meanwhile, moderate government debt limits the increase in servicing
costs due to tighter financing conditions and creates room to support the economy through fiscal policy stimulus.

In this report, we assess the exposure of Asia Pacific sovereigns to lower exports and tighter external financing conditions and consider
the degree to which domestic policy space may offset negative shocks in the more negative scenarios.

Minimal reliance on exports to the UK

We assume that UK GDP growth will slow to 1.2% in 2017, from 1.6% this year, as uncertainty over future trade relations with the
EU results in lower investment and potentially household consumption.1 In our base case scenario, we do not expect Brexit to have a
significant impact on the EU economy as a whole. Also considering the limited exposure of Asia Pacific sovereigns to UK demand, we
do not foresee a large impact on trade or GDP growth in the region.

Cambodia is most reliant on exports to the UK, which amounted to 5.8% of its GDP in 2015 (see Exhibit 2). The revisions to our
UK GDP growth forecast point to lower UK imports than would have been the case had the UK remained in the EU. This would not
substantially dent Cambodia’s GDP growth. However, a sharper UK slowdown than we currently expect would pose greater risks to
Cambodia’s economy.

Exports from Cambodia, Hong Kong and Vietnam (B1 stable) to the rest of the EU amounted to 16.9%, 11.7% and 12.7% of GDP
respectively last year. Only in severe downside scenarios involving a sharp and prolonged negative confidence shock to the EU
economy would lower shipments materially affect GDP growth in Asia Pacific.

Exhibit 2

Exports to the UK and the Rest of the EU
(Merchandise exports, % of GDP, 2015)

Source: Haver Analytics

https://www.moodys.com/credit-ratings/Vietnam-Government-of-credit-rating-600023790
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Market volatility would affect sovereigns dependent on external financing
Capital flows are another potential transmission channel. In particular, investors’ response to elevated uncertainty could be a prolonged
retrenchment favouring safe haven markets.

Most market-based measures of global risk aversion have retraced their immediate increases following the announcement of the
referendum results on 24 June 2016. For instance, the J. P. Morgan Emerging Market Bond Index (EMBI) fell back to 404.15 basis
points on 5 July 2016, fully unwinding the spread widening in the two market days after the UK vote (see Exhibit 3). Emerging market
currencies have not depreciated markedly. Similarly, the Chicago Board Options Exchange SPX Volatility Index (VIX) only increased
moderately on the day of the referendum results, and has since decreased to levels typical of non-crisis periods (see Exhibit 4).

Exhibit 3

Bond Spreads Don't Signal a Large Shift from Emerging Markets
(EMBI global spread, basis points)

Exhibit 4

Stock Market Volatility well below Crisis Levels
(VIX, standard deviations)

Source: Bloomberg Source: Haver Analytics

Consistent with our baseline assumption of no significant impact of Brexit on the EU as a whole, we do not expect a resurgence of
broad-based and prolonged risk aversion, although temporary spikes may occur as negotiations between the UK and the EU evolve.

However, Brexit could be a trigger for idiosyncratic tapering of portfolio flows to specific markets. Economies dependent on external
financing to finance current account deficits and/or external debt are most vulnerable. In previous episodes of risk aversion shocks,
portfolio flows have not always moved in sync across emerging markets. Portfolio flows decreased across the board in the aftermath of
the collapse of Lehman Brothers (see Exhibit 5).

Exhibit 5

However, notwithstanding a short-lived immediate fall, inflows to a number of emerging markets were resilient during the 'taper
tantrum' episode after the US Federal Reserve pointed to the forthcoming tapering of quantitative easing.
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In Asia Pacific, Cambodia, Fiji (B1 positive), Mongolia and the Solomon Islands (B3 stable) have sizeable current account deficits of
more than 5% of GDP to finance this year.

Mongolia’s current account deficit is partly financed by private sector financing flows. This makes it vulnerable to a market-specific
slowdown in inflows, which could occur if investors shifted away from riskier assets. The country's foreign exchange reserves, which
stood at $1.4 billion in May 2016, down 9.4% from a year earlier, are also low in relation to external debt repayments due in the short
term (see Exhibit 6). Weaker inflows would intensify balance of payment pressures, unless offset by higher official funding, possibly
from China (Aa3 negative).

Exhibit 6

Reliance on External Funding Exposes Some Sovereigns to Shifts in Investor Sentiment

Moody's External Vulnerability Indicator measures the ratio of short-term external debt and long-term external debt repayments due over the next year to foreign exchange reserves. A
higher score indicates greater vulnerability.
Source: Moody's Investors Service

The other countries are better insulated from any market volatility by their more stable financing sources: Fiji’s current account deficit
is largely funded by foreign direct investment (FDI), while for Cambodia and the Solomon Islands concessional financing is key.

Sri Lanka is also dependent on portfolio inflows to refinance its external debt, albeit to a lesser extent than Mongolia. Funding from
the International Monetary Fund (IMF) under an Extended Fund Facility (EFF) and other international lenders, combined with FDI
inflows, will relieve pressure on foreign exchange reserves. However, they will not fully cover Sri Lanka's external financing requirements
in the next few years.

Impact on flows into Asia from UK, other European banks is uncertain

UK banks face a potentially weaker operating environment.2 Brexit is also credit negative for European banks.3 Although not our
baseline assumption, with a more challenging environment in their home markets, UK and European banks could reduce their activities
abroad. Lower banking flows pose a limited risk for most Asia Pacific economies: UK and European banks' claims are small, typically
amounting to less than 5% of GDP (see Exhibit 7).

The main exception is Hong Kong, where UK banks' claims amounted to 117.5% of GDP at the end of 2015. In Singapore, UK banks'
claims were worth 32.2% of GDP last year. For both centres, other European banks' claims represent around 15% of GDP.

The bulk of UK banks’ claims are accounted for by the activities of HSBC Bank plc (Aa2 negative) and Standard Chartered Bank (Aa3
negative), for which Hong Kong and Singapore are core markets. These two banks largely fund their operations in Hong Kong and
Singapore through local customer deposits, and have limited reliance on external funding.

https://www.moodys.com/credit-ratings/Fiji-Government-of-credit-rating-600047198
https://www.moodys.com/credit-ratings/Solomon-Islands-Government-of-credit-rating-806356937
https://www.moodys.com/credit-ratings/China-Government-of-credit-rating-599085
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As both Hong Kong and Singapore are important regional financial centres, HSBC and Standard Chartered are unlikely to scale back
their operations in either market. Indeed, there is a possibility that UK and other European banks could increase their exposure to Asia
Pacific as a way to diversify their asset bases, at a time when the domestic operating environment is uncertain.

Exhibit 7

Hong Kong, Singapore Exposed to Lower Flows from UK Banks

Source: Bank for International Settlements

Weaker financial flows into Asia could weigh on growth in some countries

A prolonged period of lower portfolio or banking flows would imply tighter financing conditions and hurt GDP growth for the affected
economies. Where monetary and/or fiscal room is available, policy easing could act as a buffer.

For most sovereigns in Asia Pacific, inflation has moderated on the back of lower commodity prices. Unless currencies depreciated
sharply and on a sustained basis, moderate inflation would preserve room for monetary policy easing. In the region, inflation is
somewhat higher in Bangladesh (Ba3 stable), Papua New Guinea (B2 stable) and Sri Lanka, highlighting possible constraints facing
those countries' central banks.

Meanwhile, out of those sovereigns that are vulnerable to a shift in portfolio flows, government debt is elevated in Sri Lanka and has
risen significantly in Mongolia in the last five years (see Exhibit 8). In both cases, fiscal space to buffer negative shocks is limited.

In Sri Lanka, government debt increased to 76.0% of GDP in 2015, significantly higher than similarly rated sovereigns. Under the IMF's
EFF, the government aims to reduce the budget deficit significantly, in particular through higher revenue collection.4 Tighter financing
conditions that hamper GDP growth would make the fiscal consolidation goals more challenging. Weakening fiscal metrics, which
could lead to renewed balance of payment pressure, were one of the drivers of our change in the outlook on Sri Lanka's B1 rating to
negative from stable in June 2016.5

In Mongolia, the government's debt burden is more moderate. However, at 57.0% of GDP this year according to our forecast, it will
stand 32.9 percentage points higher than five years earlier. Limited fiscal space to implement stimulus should the economy slow fed
into our decision to maintain a negative outlook on Mongolia's rating in January 2016.6

In India (Baa3 positive) and Pakistan (B3 stable), too, room for fiscal policy easing is constrained by a high debt burden, but the two
sovereigns’ exposure to external financing is limited.

https://www.moodys.com/credit-ratings/Bangladesh-Government-of-credit-rating-806356877
https://www.moodys.com/credit-ratings/Papua-New-Guinea-Government-of-credit-rating-600045988
https://www.moodys.com/credit-ratings/India-Government-of-credit-rating-401565
https://www.moodys.com/credit-ratings/Pakistan-Government-of-credit-rating-600014774
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Exhibit 8

High Government Debt, Financed Externally, Is a Vulnerability for Some Sovereigns

Note: Excludes Japan
Source: Moody's Investors Service

Pronounced flows into safe havens are credit negative for Japan

The currency changes implied by a shift in portfolio flows to safe havens could also have negative credit implications for Japan, and to
a lesser extent Hong Kong.

As of 7 July 2016, the Japanese yen had risen 3.9% against the dollar compared to its average level for the five business days prior
to the announcement of the UK referendum result. This brings its appreciation since the beginning of the year to 19.4%. A sustained
strengthening would lower GDP growth further, making it even harder for the government to meet its fiscal consolidation objective.
A stronger yen would also dampen inflation, taking it further away from the central bank's target. The effectiveness of any additional
monetary policy easing in countering these capital flows and their implications for inflation is uncertain.

A stronger US dollar – also a safe haven currency – would hit Hong Kong’s economy. Given the local currency's peg to the US dollar,
Hong Kong would be importing tighter financing conditions at a time when its economy is slowing, house prices are falling and its
financial sector faces heightened uncertainty. GDP growth, which weakened to 0.8% year-on-year in January-March 2016, would cool
further. However, Hong Kong's very low government debt, which we do not expect to rise from less than 5% of GDP last year, and
large fiscal reserves, which the government projects to stand at 35.2% of GDP by March 2017, provide ample buffers.

A marked appreciation in the US dollar would also present difficult choices to policy makers at China's (Aa3 negative) central
bank: should they preserve a broadly stable renminbi and stem potential renewed capital outflows, or face the risks of a substantial
depreciation. At this stage, we do not expect a resumption of pronounced capital outflows. However, such risks and the policy
difficulties that they would pose were among the drivers of our change in the outlook on China's Aa3 rating to negative from stable in
March 2016.7

https://www.moodys.com/credit-ratings/China-Government-of-credit-rating-599085
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Moody's Related Research
Issuer In-Depth

» Government of the United Kingdom: Key Drivers of Outlook Change to Negative on Aa1 Rating; June 2016

» Government of Sri Lanka: Reform Implementation Key to Ensure Lasting Fiscal, External Improvement from IMF Program; June
2016

» Government of Mongolia: Near-Term External Pressures Weigh on Credit Profile; February 2016

Sector In-Depth

» Sovereigns – Asia Pacific: High Public, Private Sector Leverage Poses Credit Risks Across the Region; April 2016

» Sovereigns - Asia Pacific: Falling Remittances from the Gulf Dampen Benefits of Lower Oil Prices; April 2016

Outlook

» Sovereigns – Asia Pacific: Policy Effectiveness Amid High Leverage and China's Rebalancing To Drive Outlooks; April 2016

https://www.moodys.com/researchdocumentcontentpage.aspx?docid=PBC_1032098&WT.z_referringsource=TB~TP~XLOB~20160627~PBC_1032098
https://www.moodys.com/research/Government-of-Sri-Lanka-Reform-Implementation-Key-to-Ensure-Lasting-Issuer-In-Depth--PBC_1027305
https://www.moodys.com/research/Government-of-Mongolia-Near-Term-External-Pressures-Weigh-on-Credit-Issuer-In-Depth--PBC_1014241
https://www.moodys.com/research/Sovereigns-Asia-Pacific-High-Public-Private-Sector-Leverage-Poses-Credit--PBC_1020663
https://www.moodys.com/research/Sovereigns-Asia-Pacific-Falling-Remittances-from-the-Gulf-Dampen-Benefits--PBC_1022076
https://www.moodys.com/research/Sovereigns-Asia-Pacific-Policy-Effectiveness-Amid-High-Leverage-and-Chinas--PBC_1021921
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6 See Moody's affirms Mongolia's B2 sovereign rating; negative outlook, January 2016
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stock rated by MJKK or MSFJ (as applicable) have, prior to assignment of any rating, agreed to pay to MJKK or MSFJ (as applicable) for appraisal and rating services rendered by it fees
ranging from JPY200,000 to approximately JPY350,000,000.

MJKK and MSFJ also maintain policies and procedures to address Japanese regulatory requirements.

This publication does not announce a credit rating action. For any credit ratings referenced in this publication, please see the ratings tab on the issuer/entity page on
www.moodys.com for the most updated credit rating action information and rating history.
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