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KEY MACROECONOMIC 
DEVELOPMENTS

•  Capital flows to EMs have been hit by COVID-19, 
 but there are opportunities amid the eventual 
 reversals in sentiment
•  Korea’s will undergo more short-run pain as external  
 demand falters, but the medium-term picture faces 
 challenges too
•  Lebanon is experiencing a classic twin-deficits crisis

This month, we revisit the flows of global finance with an 
acute eye toward the bloodbath has been playing out in 
emerging economies. We then turn from China, whose 
early post-COVID-19 data we had profiled last month, 
to Korea, which is another useful canary in the coal 
mine for understanding the effects of the coronavirus 
for midsized open economies. Finally, we discuss the 
financial crisis that has been underway in Lebanon since 
the end of last year.

EMERGING MARKETS: WRONGED 
BY THE VIRUS, AND WRONGED BY 
THEIR STATUS

While developed markets (DMs) have—perhaps 
with the exception of China—borne the brunt of the 
impact of COVID-19 (at least thus far), it is undeniable 
that emerging markets (EMs) will be forced to carry 
a disproportionate share of the burden for dealing 
with the crisis. This toll goes beyond public health 
measures. In particular, EMs will need to confront the 
usual between-the-devil-and-deep-blue-sea tradeoff 
of lending policy support to their teetering economies, 
against the risk of unmitigated financial outflows, 
shaped by expectations of potentially unsustainable 
deficits and debt—incurred as a result of fiscal 
expansion—along with unacceptably low interest rates 
and inflation risk, necessitated by monetary stimulus.

Ironically, the injustice of this development lies in the fact 
that EMs were, if anything, leading the world in exiting 
the manufacturing weak patch in the second half of 
2019. In the Before Corona (BC) period, it was (perhaps 
paradoxically as well) China that had led global industrial 
production in this drive, with the turn in its domestic 
electronics mini-cycle. How different things now look, all 
within the span of a few short months.

In our After Distancing (AD) world, the Middle Kingdom 
has become (whether justified or not) the global 
scapegoat for COVID-19 woes, and the decoupling 
between the United States and the China—which was 
painfully cranking out over the course of the past two 
years’ trade wars—has now gone on overdrive. Bilateral 
trade flows between the two—which had already receded 
from their high-water mark prior to the pandemic—are 
now likely to be even weaker, whatever the original 
“Phase One” deal agreements may have suggested (and 
even then, promises of significant Chinese purchases of 
American agricultural goods always looked to us as likely 
to remain unfulfilled, and indeed, as of the March data, 
Chad Bown at the Peterson Institute documents that the 
numbers are far short of what has been agreed). Indeed, 
with renewal of a blame-the- other/deflect-the-blame talk 
by the Trump and Xi administrations, we would not put 
the possibility of an even further breakdown of bilateral 
trade and financial relationships between the two nations 
(although, admittedly, some economies— such as 
Vietnam—have stepped into the breach as a substitute) 
(Fig. A). Nor are these frictions limited to international 
trade; the decoupling of the two economies has begun in 
international finance, too. Recently, American lawmakers 
drafted a bill to require that listings on U.S. exchanges be 
subject to more stringent accounting oversight; this is all 
but set to become law, which could effectively end—or 
at least, severely curtail—Chinese secondary offerings 
in the United States. Of course, COVID-19 did not end 
Chimerica, but it certainly accelerated its eventual 
demise.
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Still, the major losers of this Neo-Peloponnesian 
struggle between the two global economic 
superpowers will, ultimately, be the emerging markets 
that depend so heavily on a tight codependent 
relationship between the world’s largest consumer 
market and its largest production workshop. Already, 
the loss of raw materials demand has hurt midsized 
commodity exporters (such as Canada, as we had 
profiled in an Outlook earlier this year), and the trend 
toward reshoring of production and consolidating 
supply chains will also impact midsized manufacturing 
and export-oriented economies (such as Korea, 
discussed in the next section).

COVID-19 has proven to be a major cyclical shock 
to world trade in 2020. More generally, however, the 
regime of open borders and trade expansion—which 
had been a crucial engine of growth for much of the 
post-World War II global system— is now clearly 
in retreat (Fig. B). COVID-19 was certainly not the 
instigator for this process of deglobalisation. But it 
has been a major catalyst, and whether it proves to 
be the final nail in the coffin of postwar economic 
order remains to be seen. Champions of the liberal 
international are now decidedly on a back foot.

With the downturn in trade will be the concomitant 
erosion of international financial flows. Recall, portfolio 
capital to EMs—especially of equity—was already 
volatile over much of 2019, and EMs even experienced 
aggregate outflows in certain months (Fig. C). But in 
March, flows collapsed precipitously: EM securities 
suffered more than $83 billion in outflows, an amount 
comparable to what occurred over the course of an entire 
year during the global financial crisis of 2008, and more 
rapid than in recent previous EM panic episodes, such as 
the taper tantrum of 2013, China’s devaluation in 2015, or 
last year’s crises in Argentina and Turkey. There is simply 
no denying that most EMs have seen either massive 
outflows or, at least, a dramatic sudden stop to capital 
flows. We had already discussed how such flows were 
already weak (in February’s Outlook), but COVID-19 has 
led to an even more severe downdraft on this front. Now, 
while flows did bounce back into positive territory in April, 
flows were significantly below the post-crisis average.

FIG. A: ALTHOUGH CHINA STILL ACCOUNTS FOR A 
VERY LARGE SHARE OF BILATERAL U.S. TRADE, 
VIETNAM HAS INCREASED IN IMPORTANCE

Source: Thirdrock calculations, from U.S. Census Bureau.
Notes: Bilateral trade (imports and exports) share of China and 
Vietnam calculated as share of all U.S. bilateral trade with the rest of 
the world.
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FIG. B: COVID-19 HAS NOT ONLY LED TO A 
CYCLICAL TRADE SLOWDOWN, BUT ALSO 
ACCELERATED THE TREND OF DEGLOBALISATION

Source: Thirdrock calculations, from CPB/Datastream.
Notes: YoY growth rate of global net trade volume index (2005=100) 
and 1-month-lagged Baltic Dry Index.
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“ COVID-19 has proven 
to be a major shock 
to world trade in 
2020, and the regime 
of open borders and 
trade expansion is now 
clearly in retreat. ”
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Part of the reticence behind further extended debt to 
EMs has to do with the large and growing exposure 
to EM corporates (Fig. D). A less-recognised fact is 
that, while borrowing by the public sector has—at 
least since the Latin American debt crises of the 
1980s—remained largely in check, the growing share 
of corporate debt can actually be traced back to the 
public sector as ultimate owners, since a great deal 
of EM corporate debt are issued by state-owned 
enterprises (SOEs). SOEs have, since the late 1990s 
onward, often found it easier to tap global capital 
markets directly. Just as important, the growing heft of 
EM economies also meant that they were increasingly 
able to issue debt in their own domestic currencies, 
defying the “original sin” (of not being able to issue 
local-currency debt in debt markets, even with a 
largely unblemished borrowing record).

International investors piled in, under the assumption 
that such SOEs enjoy a backstop from their 
respective governments, and many EM sovereigns 
have not made much of an effort to disabuse 
markets from that notion, given the implicit nature 
of any guarantee. While many EM investors have 
enjoyed higher returns—even when adjusted for 
the inherently greater risk—from such exposures 
(especially over the past decade or so), defaults 
have inevitably occurred.

Interestingly, the pattern of these defaults have 
evolved over time. While the majority of missed 
payments have been relative to official creditors—
such as the IMF and World Bank, as well as 
government lenders—bonds denominated in 
foreign currencies have been a problematic feature 
throughout the 21st century (Fig. E). These default 
events have occurred in waves, of course, but it is 
undeniable that defaults on foreign currency bonds 
are now a much bigger feature than they were in the 
past, even as nonpayment on comparable foreign 
currency loans have scaled back substantially.

“ The moral of the 
story: don’t bundle 
all EM assets into 
the same basket, and 
careful selection of 
exposures within the 
EM Asia space will 
pay off. ”

FIG. C: PORTFOLIO FLOWS INTO EMS, WHICH HAD 
BEGUN TO RECOVER IN THE SECOND HALF OF 
2019, PLUNGED IN MARCH 2020

Source: Thirdrock compilation, from IIF portfolio flows database.
Notes: Monthly cumulative portfolio debt and equity flows into 
emerging markets. Post crisis average computed from 2010M1 
through 2019M12.
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FIG. D: ALTHOUGH EMS HAVE KEPT A LID ON 
PUBLIC DEBT, SOE-LINKED CORPORATE DEBT 
HAS BEEN RISING, AS HAS SHADOW DEBT

Source: Thirdrock calculations, from BIS.
Notes: Credit to private nonfinancial from all sectors (series 
Q:..:P:A:M:XDC:A) and banks only (series Q:..:P:A:B:XDC:A), and 
general government (series Q:..:G:A:N:XDC:A) from all sectors,
market value for private, and nominal value for public (except Korea), 
adjusted for breaks. Nonbank (shadow) issuance calculated as the 
difference between the latter two.
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So has the move toward extending global capital 
market coverage to EMs been a mistake, either for EM 
borrowers themselves, or their DM creditors? It’s hard 
to say, since the progression of financial development 
would have natural led to an increase in bond-based 
finance. It is also economically sensible that capital 
flows “downhill,” from comparatively lower- return DMs 
to higher-return EMs, and there is some evidence that 
this tendency has asserted itself (after, paradoxically, 
defying it through much of the 1990s and 2000s).

This much seems certain, however: with the more 
recent retrenchment in flows, rising default incidence—
admittedly, mainly by the usual serial EM defaulters, 
such as Argentina and Turkey, but also creeping into 
other Latin American and African economies—will only 
become worse in the aftermath of COVID-19. There are 
already widespread calls for either a debt moratorium 
or even jubilee (read: repudiation), which means that 
investors with exposure to this asset class face the 
increasing likelihood that their lunch will be taken from 
them. When this becomes more definitive, markets will 
begin to reprice this eventuality into future issuances, 
too, which means higher borrowing costs for EMs in 
the longer run. There could be opportunities there 
for longer-term investors with a stomach for risk, but 
they would certainly need to do their creditworthiness 
homework.

With bonds facing greater discounts in the future, the 
other natural outlet for portfolio capital is in equities. 

Stock markets worldwide were decimated at the onset 
of the COVID-19 crisis; EMs were no exception, and 
virtually all indexes remain below their levels prevailing 
at the start of the year. But the more intriguing insight 
is how different the recovery has been for different 
economies, EMs included. Many Asian equity 
markets—taking the cue from China, which had borne 
the brunt of the correction early in the year, and has 
been among the stronger performers since (especially 
the tech-heavy Shenzhen bourse)—have not only 
impressed relative to their Latin American counterparts 
since 2010, but have also bounced back over the 
past month or so, in stark contrast to South American 
markets (Fig. F).

In some ways, the moral of the story here is similar 
to the message from bond markets (and one we have 
been harping on for years now): don’t bundle all EM 
assets into the same basket, and careful selection of 
exposures within the EM Asia space will pay off for the 
thoughtful investor.

As always, the important caveat in taking on EM risk 
assets comes from the currency (a point we examined 
in detail in a prior Outlook). Indeed, since December, 
EM currencies have almost uniformly weakened relative 
to the U.S. dollar, consistent with the pattern of financial 
outflows. And as before, heterogeneity is the lesson 
here; among the BRIC economies, for instance, both 
the Brazilian real and Russian rouble have depreciated 

FIG. E: THE MAJORITY OF EM DEFAULTS ARE 
STILL TO OFFICIAL LENDERS, ALTHOUGH 
THERE IS SUBSTANTIAL RISK IN FOREIGN 
CURRENCY BONDS
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Source: Thirdrock calculations, from BoC-BoE Sovereign Default 
Database.
Notes: Official creditors include the IMF, World Bank (IBRD and 
IDA), Paris Club, China, and other official sector lenders.
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FIG. F: OUTFLOWS FROM LATAM HAVE BEEN 
A DRAG ON OVERALL EM PERFORMANCE, 
ESPECIALLY WITH ASIA'S RECENT REBOUND
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far more dramatically than either the Chinese renminbi 
or Indian rupee (Fig. G). The speed of this reversal 
would have wiped out much of the gains—if any—
from the former two markets (and yet, hedging is not 
always the appropriate move here, unless one does 
so far in advance; after all, the price of forwards often 
take into account anticipated depreciations, and so 
indiscriminate hedging can prove to be rather costly).

What are we to make of all this? Certainly, financial 
flows into EMs were already struggling in the BC 
era, and have been hit even harder in the AD period. 
This state of affairs could persist, of course, to the 
chagrin of EMs that were actually on track for a good 
2020. Unlike DMs, capital inflows from abroad remain 
a crucial contributor to both macro and risk asset 
performance in EMs, whose very status as EMs 
unfortunately leads them to be painted with an overly 
broad brush.

Some of this skepticism is, of course, justified, with 
a number of EMs revealed to having been swimming 
quite naked as the capital flow tide receded (see 
our discussion of Lebanon in the final section of 
this Outlook). But valuations have become even 
more imbalanced since the divergences of 2019, 
and valuations in a number of equity markets in 
commodity-linked EMs are now not only cheap but 
distinctly aberrant. We had discussed Russia in a prior 

Outlook (in June last year), stressing how Russian 
assets amounted to a leveraged commodity play; 
but the stock market appears to have overcorrected 
sufficiently that even a non-commodity-focused play 
on Russian stocks strikes us as a gamble worth 
considering. A similar case may be made for a number 
of GCC stock markets, including the UAE (which is 
facing the double whammy of not just a collapse in 
oil, of course, but also tourism, a mainstay of Dubai’s 
economy).

And as we had also previously suggested, many 
Asian EMs are well-positioned, fiscally-speaking, to 
make good on their government borrowing. Our take 
on this remains unaltered in the wake of the COVID-
19 crisis. Sure, we would not be chasing Ecuadorian 
or Lebanese or Pakistani debt any time soon, but we 
remain interested in sovereign issuances form Korea or 
central Asian oil republics (stomach for political opacity 
required), as well as govies from the Philippines and 
Thailand, to take two Southeast Asian examples. On 
balance, however, we expect that investors chasing 
opportunities in EM Asia is likely to be offset by 
outflows elsewhere (especially in LatAm), and so flows 
may end up being flat, on net, on an EM-wide basis.

Incidentally, although our discussion here has focused 
on EMs, there is a similar, impending risk for DM 
sovereign debt. The difference, mainly, lies in the fact 
that DMs have benefited from their comparatively 
safe-haven status and flight-to-quality movements 
in global financial flows. The reckoning will come 
eventually, however, and especially since the advanced 
economies were already on a path toward mediocre 
growth in the decade ahead (which all but rules out 
DMs growing their way out of the COVID-19 debt 
burden). When the reckoning comes, then, DMs will be 
faced with the uncomfortable prospect of monetising 
their debt via inflation or defaulting on/repudiating it 
outright, either of which would be to the detriment of 
investors.

FIG. G: THERE HAS BEEN ACROSS-THE-BOARD 
WEAKENING IN BRIC CURRENCIES, ALTHOUGH 
THE RMB AND INR HAVE HELD UP BETTER
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KOREA: SHORT-RUN PAIN, WITH 
LIMITED PROSPECTS OF LONGER-
RUN GAIN

We last looked at South Korea from the vantage of 
risk assets and the currency (the won) in an Outlook 
last year. We had noted, at the time, that the risk of a 
disruptive reunification hung over the peninsula and, by 
extension, risk assets in the more prosperous South. 
That said, we also noted that one important strength of 
the economy was its industrial might: as the largest of 
the so-called “Dragon” Newly Industrialised Economies 
(NIEs) (the others being Hong Kong, Singapore, 
and Taiwan)— and, at the moment, the 12th largest 
economy in the world—it enjoys a diversified 
production base in both light and heavy industry (not 
just familiar names like Samsung and Hyundai, but it 
is a leader in heavy chemicals and nuclear power); a 
growing exportable services market (think K-pop and 
Jeju Island); along with a sizable domestic consumer 
market.

Importantly, as an NIE, Korea entered the COVID-
19 storm in a distinctly advantageous position. With 
its modern economy and a system of universal 
healthcare, it possesses the financial and healthcare 
wherewithal to expend on addressing the pandemic in 
a comparatively more sophisticated fashion than many 
other emerging economies (EMs) are able to. Decisive 
policy leadership also helped manage and contain an 
early outbreak cluster in the southern city of Daegu 
(although, like everywhere, second-wave infections 
continue to threaten). Still, Korea remains a very open 
economy, and certain key growth sectors—such as 
transportation, tourism, and petrochemicals—have 
been disproportionately affected by the pandemic. The 
economy’s performance can therefore offer important 
insights into how the midsized, open economies of the 
world might fare as they find their feet in the aftermath 
of the Great Lockdown.

First, some context: In recent years, Korea’s previously 
sky-high growth (pre-global financial crisis) had 
mostly returned to earth, commiserate with a mature 
industrialized economy (which is why the common 
classification of the economy as an EM is somewhat 
of a misnomer). Over the past decade, growth has 
clocked in at an average annual rate of about 3 
percent—a wholly respectable rate—and largely 
devoid of volatility, which is especially remarkable in 

comparison with other economies of a similar size (Fig. 
H). It is tempting to infer that Korea will continue to 
build on its traditional strengths and remain competitive 
into the future.

But peering more carefully under the hood reveals a 
number of potential weaknesses, which, if anything, 
have only been amplified by COVID-19. In spite 
of the size of its household sector, the share of 
private consumption is only around 48 percent of the 
economy—a lower share than in many advanced 
economies—which hints at the continued reliance of 
Korea on external demand as an engine for growth. 
This is probably most evident when contrasting the 
performance of net exports to investment (Fig. I); 
instances where the trade account was negative tend 
to coincide with inventory buildup, and domestic fixed 
capital formation has seldom contributed much to pick 
up the slack in the net export contribution. With both 
consumption and investment not carrying their weight 
in driving GDP dynamics forward, it is inevitable that 
declines in foreign demand would hit the economy hard.

FIG. H: IN CONTRAST TO THE RECENT PAST, KOREA'S 
GROWTH RATE HAS CONVERGED TOWARD THOSE OF 
OTHER MIDSIZED ECONOMIES
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This is precisely the concern from the perspective 
of how the pandemic could potentially influence 
the trajectory of the South Korean economy. Our 
general view is that the pandemic will accelerate the 
unfolding of trends that were already underway prior 
to the shock. In the case of Korea, this will be most 
evident in terms of the deglobalisation headwinds the 
economy will face. With the rest of the world still far 
behind in their respective recovery processes, major 
goods exports—especially consumer durables such 
as electronics and autos—will be anemic; add to that 
the global decline in travel and tourism, even this key 
service export contributor will struggle (there is some 
hope that COVID-19-induced distaste of public forms 
of transportation might throw a lifeline to struggling 
auto manufacturer; while we acknowledge that 
possibility, it is likely to apply only to the higher end 
of the market, and in our view would be insufficient to 
offset declines in the mass market segment).

It certainly does not help that the economy was already 
headed toward impending challenges to its future 
growth. The major challenge, common to all NIEs, has 
to do with unfavourable demographics. Korea’s fertility 
rate has languished at around 1.1 births per woman 
since the 2000s, and with this profile firmly in place, 
the labour force will be a drag on growth through till 
2030 (Fig J). This is further compounded by the fact 
that, unlike relatively less-developed countries such 

as China (which faces a comparable demographic 
concern), there is little room for the country to add 
to its already-relatively-highly- educated population. 
Ironically, then, human capital expansion—an 
important source of the nation’s rapid growth over 
the second half of the 20th century—has now shut 
off a potential alleviation route to offset the steady 
population decline.

FIG. I: KOREA REMAINS RELIANT ON EXTERNAL 
DEMAND, WITH INVESTMENT CYCLES 
REFLECTING NET EXPORT DOWNTURNS

Source: Thirdrock calculations, from OECD/Datastream.
Notes: Investment contribution computed as sum of gross fixed 
capital formation and change in inventories, and net exports are the 
difference between exports and imports.
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FIG. J: THE IMPENDING CRUNCH TO POTENTIAL 
FROM A NEGATIVE HUMAN CAPITAL CONTRIBUTION 
WILL BE A DRAG ON FUTURE GROWTH
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their recovery 

processes, 
Korean exports 

will struggle. ”
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Since the elderly are likely to dissave, this will be a 
drain on the future contribution of physical capital 
accumulation, too. As a result, even with a modest, 
positive push to growth from heightened productivity 
and technological advances—Korea’s investment 
in research and development, after all, is one of the 
highest in the world, as a share of GDP—it would be 
difficult to overturn the conclusion that the unfolding 
macro picture will be one where the country would be 
lucky to eke out growth of about 1 percent per annum 
over the next ten years (Fig K).

In light of this dismal conclusion, we are even more 
circumspect when it comes to growth-biased risk 
assets (think: equities) in the years ahead, even if the 
KOSPI has, at the moment, managed to follow global 
risk-on markets upward. The shadow of geopolitical 
risk, coupled with troubling fundamentals, strikes us as 
too much to overcome. That said, we are more positive 
insofar as fixed income is concerned, especially for 
its corporates. A longer-term investor will need to 
keep in mind, however, that government obligations 
to pensions and public health expenditures is set 
to continue rising in the future, and so the current, 
sound debt/GDP ratio of 41 percent may lend false 
confidence to what lies ahead.

FIG. K: KOREA'S GROWTH WAS ALREADY ON A 
DIMINISHED TRAJECTORY, BUT COVID-19 WILL 
ACCELERATE THE SLOWDOWN

14%

12%

10%

8%

6%

4%

2%

0%

-2%

-4%G
D

P
 G

R
O

W
TH

 (P
E

R
C

E
N

T)

Source: Authors' calculations, from Barro & Lee (2015, 2016), IIASA 
(2010), ILO (2014), UN (2013, 2015), World Bank (2019).
Notes: Potential output projection computed from human capital 
contribution, assuming constant investment rates at the 1990-2016 
average, and the hisorical average of TFP from 1975.

Output growth

19801970 1990 2000 2010 20201965 19851975 1995 2015 2015 2025 2030

TECHNOLOGY CONTRIBUTION

HUMAN CAPITAL CONTRIBUTION
PHYSICAL CAPITAL CONTRIBUTION

LEBANON: IN THE THROES OF A 
MULTI-PRONGED CRISIS

Although the modern Lebanese state dates only to 
the depths of the Second World War, settlement in the 
region dates back to prehistory. And over the course 
of the millennia, what we call Lebanon today has been 
at the crossroads of many civilisations and empires: 
from the seafaring Phoenicians, to the Romans, to the 
Ottomans thereafter. This multicultural, multireligious 
backdrop is important: the country’s brutal civil war—
lasting a quarter of a century—was ultimately resolved 
by a complex allocation of parliamentary seats by 
denomination (with a 50-50 split between Muslim and 
Christian denominations, and within each bloc, further 
apportioned into 4 and 7 denominations, respectively).

While this agreement did usher in an extended 
peace in the country, the upshot of the arrangement 
was that candidates for the country’s Parliament 
are advanced less so by standard party platforms 
and political competition; instead, representation 
results from horse-trading among various religious 
communities. The consequence is that, over time, the 
political process became increasingly disconnected 
from the interests of the people they purport to 
serve, and corruption inevitably crept in. To ensure 
the continuation of the system, government budgets 
expanded, directed toward satisfying rent-seeking 
constituents.

By the end of 2019, this fiscal deficit had ballooned to 
a whopping 10.7 percent of GDP, and the IMF pegs 
the number for 2020 at 15 percent (for context, at the 
height of its economic crisis in 1991, India’s budget 
deficit was a “mere” negative 7 percent of output). This 
fiscal profligacy was further abetted and exacerbated 
by the absence of private domestic saving; in 2018, 
the current account peaked at an unbelievable -26.7 
percent of GDP in 2018, before moderating to a still-
incredible 20.6 percent last year. Lebanon’s massive 
liabilities on both fronts has set up a classic “twin 
deficits” crisis in the economy (Fig. L).
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How did things even get this bad? As it turns out, 
the enormous capital inflows into the economy did 
not come about by accident. Rather, they were flows 
from the large Lebanese diaspora, who—through a 
combination of nationalistic pride and the inducement 
of mouth-watering deposit interest rates (averaging 
in the high single digits over the past decade) with 
exchange rate certainty (the Lebanese pound was, 
until recently, pegged to the dollar)—helped finance 
government borrowing. This inflow of hard currency 
from abroad, in turn, helped sustain the fixed rate 
regime for longer than it should have, leading to the 
usual overvaluation of the currency. To top that off, the 
banking system then went ahead and lent these hard 
currency reserves to the central bank, in exchange 
for cheap, pound-denominated public debt. The 
scheme was well- understood; indeed, it was known to 
observers as “financial engineering,” although in reality 
it was probably closer to a state-sponsored Ponzi 
scheme.

Crises of this nature typically require a catalyst, which 
serves to undermine the belief that the system would 
continue. In Lebanon’s case, the unsustainability of the 
arrangement was brought to the fore when a cash-
strapped government began to look for alternative 
sources of revenue, which included a proposal to tax 
messages sent via the popular mobile messaging 
platform WhatsApp. This ignited protest movements 
and residents across the country spilled onto the 

streets. The political uncertainty prompted many 
to rush to the banks in an effort to withdraw their 
deposits; unsurprisingly, the banking system was 
not prepared for this run, and imposed a ceiling on 
withdrawals. This action only served to further weaken 
confidence in the teetering banking system. The Prime 
Minister, Saad Hariri, was forced to resign. But as 
should be clear by now, the economic mismanagement 
has deeper roots and is more endemic than just a 
single government.

The IMF has since stepped in with a bailout, but will 
have its work cut out for it. The country is bankrupt, 
sure, but more fundamentally, the restructuring 
process will entail not just a reform of the economy but 
also the polity. Needless to say, IMF cash alone would 
not be sufficient to rescue the beleaguered economy in 
any case, especially given the size of the imbalances 
to be resolved (these bailout funds never are anyhow; 
the Fund tends to act as a “good housekeeping” seal 
of approval for a country’s restructuring efforts, which 
shores up private-sector and international investor 
confidence in the economy). Lebanon will eventually 
recover, of course. But we are far less assured that it 
can thrive.

For the average international investor, Lebanon strikes 
us as too risky, even with the blessings and support 
of the IMF. Unfortunately, at this stage, we would 
place it in the same category of no-thanks high-risk 
EM exposures as Argentina, Venezuela, and Turkey 
(note that we don’t mention Iran, although access to 
risk assets there is another story). While we would not 
put it past certain vulture funds to see opportunities 
there, the risk-reward ratio is simply too great for us, 
and we would argue anyone but the most sophisticated 
distressed investor.

“ For the average 
international investor, 

Lebanon strikes us as too 
risky, with the risk-reward 
ratio too great for anyone 

but the most sophisticated 
distressed investor. ”

20072001 2013 20191998 20102004 2016

FIG. L: LEBANON'S TWIN DEFICITS CRISIS WAS A 
LONG TIME IN THE MAKING, AND ITS RESOLUTION 
WILL BE A DRAWN-OUT AFFAIR
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INVESTMENT TAKEAWAYS

With a global recession more or less upon us, 
the warning signals from fixed income markets—
an inverted yield curve, rising spreads between 
investment-grade and high-yield bonds—have 
essentially been realised. While the manner by which 
this contraction eventually came to pass may not have 
been as originally envisioned by market participants, 
it is still the case that pricing for such eventualities 
are now a reality. This opens to door for us to suggest 
possibly reversing our trade suggestion of going long 
duration, although with our base case of a drawn-out 
slump, that there is little urgency in unloading this 
position. The temporary support offered by the Fed 
in being a purchaser-of-last-resort for fallen angels 
also strikes us as a somewhat misguided idea, and we 
would stay away from the tempest call of opportunities 
in the corporate high-yield space.

We hold firm to the view that the worst does not seem 
to have been fully taken on board by equity markets. 
In any case, along the lines of our extended-slowdown 
view, it does not seem yet time to aggressively pursue 
(the much unloved of late) value plays. There are 
undoubtedly opportunities among Asian EM labels, 
especially those likely to benefit from size and/or 
implicit government support, but this would require 
careful examination of firm-specific balance sheets. 
More generally, we retain our favour for risk assets in 
Asia over other parts of the EM space.

The author Jamus Lim is Economist at Thirdrock 
Group. A former lead economist at Abu Dhabi 
Investment Authority and senior economist at the 
World Bank, Jamus is also currently an Associate 
Professor at ESSEC Business School in Singapore.

“ We hold firm to the 
view that the worst 

does not seem to 
have been fully taken 

on board by equity 
markets, although it 

does not seem yet time 
to aggressively pursue 

value plays. ”
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GENERAL
The material is based upon information that Thirdrock considers 
reliable, but Thirdrock does not represent that it is accurate or complete, 
and it should not be relied upon as such.  Opinions expressed in this 
publication were produced by Thirdrock as of the date of writing and 
are subject to change without notice.  This publication is intended for 
information purposes only and does not constitute an offer or solicitation 
to any person in any jurisdiction.  Opinions and comments of the authors 
reflect their current views, but not necessarily of other Thirdrock entities 
or any other third party.  Other Thirdrock entities may have issued, and 
may in the future, issue other publications that are inconsistent with, 
and reach different conclusions from, the information presented in 
this publication.  Thirdrock assumes no obligation to ensure that such 
other publications are brought to the attention of any recipient of this 
publication.

This publication is for general circulation only. It does not form part of 
any offer or recommendation, or have any regard to the investment 
objectives, financial situation or needs of any specific person.  Before 
committing to an investment, please seek advice from a financial or 
other professional adviser regarding the suitability of the product for 
you and read the relevant product offer documents, including the risk 
disclosures.  If you do not wish to seek financial advice, please consider 
carefully whether the product is suitable for you.

INFORMATION / FORECASTS REFERRED TO
Although the information and data herein are obtained from sources 
believed to be reliable, no representation is made that the information 
is accurate or complete.  In particular, the information provided in 
this publication may not cover all material information on the financial 
instruments or issuers of such instruments.  Thirdrock does not accept 
liability for any loss arising from the use of this publication.  Important 
sources for the production of this publication are e.g. national and 
international media, information services (e.g. Reuters, Bloomberg 
Finance L.P.), publicly available databases, economic journals and 
newspapers (e.g. Financial Times, Wall Street Journal), publicly 
available company information, publications of rating agencies.  Ratings 
and appraisals contained in this publication are clearly marked as 
such.  All information and data used for this publication relate to past or 
present circumstances and may change at any time without prior notice.  
Statements contained in this publication regarding financial instruments 
or issuers of financial instruments relate to the time of the production of 
this publication.  Such statements are based on a multitude of factors 

which are subject to continuous change.  A statement contained in this 
publication may, thus, become inaccurate without this being published.  
Potential risk regarding statements and expectations expressed in this 
publication may result from issuer specific and general (e.g. political, 
economic, market, etc.) developments.

RISK
Past performance is not a reliable indicator of future results.  
Performance forecasts are not a reliable indicator of future performance.  
Particular risks in connection with specific investments featured in this 
publication are disclosed prominently hereinabove in the text of this 
publication.  Any investment should only be made after a thorough 
reading of the current prospectuses and/or other documentation/
information available. Past performance is not an indication of future 
performance.

MISCELLANEOUS
NEITHER THIS PUBLICATION NOR ANY COPY THEREOF MAY BE 
SENT, TAKEN INTO OR DISTRIBUTED IN THE UNITED STATES OR 
TO ANY US PERSON.

This publication may contain information obtained from third parties, 
including ratings from rating agencies such as Standard & Poor’s, 
Moody’s, Fitch and other similar rating agencies.  Reproduction and 
distribution of third-party content in any form is prohibited except with 
the explicit references made to the related third party. Third-party 
content providers do not guarantee the accuracy, completeness, 
timeliness or availability of any information, including ratings, and are 
not responsible for any errors or omissions (negligent or otherwise), 
regardless of the cause, or for the results obtained from the use 
of such content.  Third-party content providers give no express or 
implied warranties, including, but not limited to, any warranties of 
merchantability or fitness for a particular purpose or use.  Third-party 
content providers shall not be liable for any direct, indirect, incidental, 
exemplary, compensatory, punitive, special or consequential 
damages, costs, expenses, legal fees or losses (including lost income 
or profits and opportunity costs) in connection with any use of their 
content, including ratings.  Credit ratings are statements of opinions 
and are not statements of fact or recommendations to purchase, hold 
or sell securities.  They do not address the market value of securities 
or the suitability of securities for investment purposes and should not 
be relied on as investment advice.

Headquartered in Singapore, Thirdrock is a private limited company registered in Singapore. 
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