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From The Editor

Dear Reader,

As global trade tensions ease, monetary policymakers
continue to sing from the same dovish hymn sheet,
the macro environment began to stabilise after a
mixed Q2, with EM asset prices showing signs of
improvement — particularly on the local currency
credit front - as we move into to second half of
the year.

But underneath the surface, cracks are beginning
to emerge in developing (real) economies; one need
look no further than the BRICS countries which,
for the firsttime in many years, saw synchronised
flatlining or negative growth.

Against that backdrop, understanding risk - both
how to measure it, and how to exploit it - becomes
more important than ever, something we explorein
the opening pages of this issue. We also look at how
CFOs and treasurers who find themselves in softer
economic contexts get on with funding innovation.

We hope you enjoy reading the July/August issue
of the Bonds & Loans magazine.

Kind regards,

Jonathan Brandon
BONDS & LOANS

without written permission of the publishers. Action
will be taken against companies or individuals who
ignore this warning. The information set forth herein
has been obtained from sources which we believe to
be reliable, but is not guaranteed.



CONTENTS

s |SSUE 20 - July/August 2019

GLOBAL THEMES

6

Capturing Human Risk’s Influence
on Credit Risk Remains Elusive -
But That Might Be About to Change

A group of former finance
professionals and academics
Is making progress on pricing
“intangibles”

10

As the Economic Cycle Begins
to Turn, Distressed Debt
Opportunities Remain Limited

Against a backdrop of continued
volatility and a growing number of
warning signs in both developed
and local economies, it's unclear
just how soon such opportunities
will arise

12

Media! What is it good for?
Ashmore Group's Head of Research
Jan Dehn looks at whether, in
shaping sentiment amongst broad
audiences, media coverage of
emerging markets can actually add
value for investors

n www.BondsLoans.com

MIDDLE EAST & TURKEY

Alternative Finance Key for Mid-
Tier UAE Property Companies as
Banks Channel Liquidity to the Top

Many smaller developers

appear caught in a low liquidity
environment unlikely to

ease anytime soon, which is
reverberating through their funding
strategies

20

The Case for Diversification: Why
CFOs Shouldn’t Wait for the Next
Liquidity Crisis to Act

Ludovic Nobili, Head of Investment
Banking at Abu Dhabi Commercial
Bank on why borrowers should
pre-empt the next financial crisis by
prioritising diversification

Once a Mirage, An Asset Class
Begins to Emerge: GCC Local
Currency Bond Markets

Anita Yadav, Head of Fixed Income
Research at Emirates NDB on why
GCC local currency bond markets
could become very attractive for
international investors

27

Turkcell CFO: Building Resilience to
Market Volatility is Core Treasury
Objective

Osman Yilmaz, Chief Financial
Officer of Turkcell talks to Bonds &
Loans about the company’s shift
towards an asset-light business
model, hedging strategies, and
green borrowing



AFRICA
30

Buoyed by Low Global Rates,
African Sovereign Bond Sales Rise -
But Debt Capacity Hasn't

A closer look at debt sustainability
metrics across Africa suggest rising
international borrowing may not be
sustainable at its current rate without
progress on fiscal revenue absorption
and higher output

34

Growthpoint SA Group Treasurer:
Internationalisation, Funding
Innovation in Focus as SA Economy
Stays Soft

Dirkje Bouma, Group Treasurer at
Growthpoint Properties Limited on

the company’'s approach to funding
innovation and revenue generation in a
downbeat market

37

Off the Record in Kenya: Private
Equity, Banking Consolidation, and
a Blossoming FinTech Sector

CFOs and bankers who spoke with
Bonds & Loans on a recent trip to
Nairobi were optimistic about the
region’s capacity to attract diverse new
liquidity pools

39

MTN Group CFO Targets Capital
Structure Optimisation in Nigeria
and Ghana as New Opportunities
Emerge

Ralph Mupita, MTN's Group CFO, talks
to Bonds & Loans about the company’s
bid to make mobile connectivity
ubiguitous in Africa - and the funding
strategy underpinning those efforts

THE AMERICAS

40

Brazil Corporate Borrowers
Roundtable: Special Report

Despite a challenging outlook, the local
market grows leaps and bounds, with
CFOs and Treasurers looking to take
advantage as the political and policy
environment stabilises, according to
those who participated at an exclusive
roundtable discussion in Sao Paulo

46

HSBC Sees Growing Regulatory
Capital Supply out of Latin America

New regulations and refinancing
legacy instruments are likely to drive
regulatory capital issuance supply in
the Americas, but loan growth remains
a headwind

49

Brookfield Americas Infrastructure
Debt Head Sees New Opportunities
in Telecoms, Renewables

Hadley Peer Marshall, Managing
Director of Infrastructure Debt at
Brookfield speaks with Bonds & Loans
about new sectors attracting private
capital in Latin America

RUSSIA, EU & ASIA

50

Ukraine's PrivatBank: Bailin’ on the
Bail-In?

A recent court decision to reverse
the NBU's move to nationalise
PrivatBank sent the country’s
banking system into disarray

and even raised doubts over the
country’s EU ascension aspirations

55

Case Study: Russian Railways’
EUR500mn Issue is Russia’s First
Green Eurobond

It was the first green bond issued

by a Russian corporate and sold
into the international markets

56

Case Study: Armpower Energy
Plant Marks First Greenfield Project
Finance Deal in Armenia

The transaction paves the way for
greater private sector participation
in developing the country’s
infrastructure

57

Asian Investors Continue to Look
to GCC Despite Rising
Geopolitical Risk

Will GCC credit remain a safe haven
for EM investors in Asia?

JULY/AUGUST 2019



Global Themes

Capturing Human
Risk's Influence
on Credit Risk
Remains Elusive -
But That Might Be
About to Change

SG - shorthand for environmental, social and governance -
== considerations are increasingly being prioritised by organisations,
e iNnvestors and lenders alike. But quantifying its influence on

credit riskand funding is proving to be quite elusive. A group of former
finance professionals and academics is trying to change that by putting
“intangibles”like human risk, corporate culture and values at the centre

of that relationship.

For some, ESG is a way of generating
non-financial benefits and outcomes; for
the more cynical, it'sameansto appease
shareholders, investors and regulators.
ESG has become a catchall for myriad
business practices aimed at delivering
non-financial outcomes —improvements
to the environment, community and
socialhealth, orimproved organisational
culture, for example -while atthe same
time improving shareholder value.

Indeed, a growing body of research
suggeststhereis a positive correlation
between long-term capital gainsamong
organisations, and their prioritisation of
ESGfactors-one ofthreereasonsithas
become something of afad forinvestors.

The other two: regulation, with
governments increasingly compelling
companiestodisclose greenhouse gas
emissions and submit to other non-
financial reporting obligations; and
reputation, whereby investors can
gain a competitive edge by playing to
the shifting moral sentiment of new
-younger - capital holders.

m www.BondsLoans.com

Tothatend, awiderange of ESGrating
and ranking service providers have
emerged to guide borrowers —on how
toimprove their scores, whether it be
in the form of using more renewable
energy to power their operations, or
tointroduce internal policies aimed at
making the workplace more diverse-and
investors onwhich organisations are
taking tangible steps towards becoming
more sustainable.

Yet these rankings are often backwards-
looking and superficial, analysts argue,
and don'treally getatthe heartofthe
kinds of risks that punctuate corporate
scandals. Perhaps more importantly,
theyfallshortwhenitcomesto providing
investors, CFOs and corporate boards
with a forward-looking assessment of
how non-financial factors - particularly
those related to corporate culture and
decision-making - feed into financial risk.

Are we Measuring the Right Stuff?
While the going view is that greater
prioritisation of ESG often leads to
better long-term financial returns,

everywhere we lookin both emerging
and developed markets -whetherthe
UK'’s Carillion, the US's Wells Fargo
and Goldman Sachs, Brazil's Vale or
South Africa’s Eskom or Steinhoff, to
name a few - we seem to consistently
find potent examples of events that
materially damaged shareholder or
investor value, events that ultimately
seemto stem from types of risks that
are extremely difficult to quantify or
simply aren't effectively captured by
current ranking systems.
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Take Goldman Sachs as an example.
“At Goldman Sachs, we view the
consideration of Environmental, Social
and Governance (ESG) factors as an
importantdriver of the way we advise
clients and conduct our business,” reads
the organisation’s 2017 sustainability
report. The investment bank, which

o,

consistently rates atthe top end of the
spectrumon fulfilling various ESG criteria,
was recently rapped for its complicity
inthe TMDB scandal; the investment
bank helped the Malaysian development
fund raise USD6.5bn through three
bond offerings in 2012 and 2013, of
which prosecutors allege USD2.7bn

Components of Unilever's Market Capitalisation

Global Themes

was embezzled in the following years
to bribe various government officials.

It was a massive bribery and money
laundering scheme that reverberated
throughout Malaysia, arguably taking down
then-Prime Minister Najib Razak; led tothe
investmentbank being blacklisted by Abu
Dhabi's sovereign wealth fund, Mubadala,
pending the outcome of litigation; and
sawatleastone of its bankers alongside
senior Malaysian government officials
charged for their involvement.

TMDBwas one of the most “controversial”
companiesof 2016, accordingtoareport
published by RepRisk, a respected and
widelyused ESG ranking provider,and the
threat of related lawsuits in Malaysia, the
USand elsewhere has prompted Goldman
Sachstowarninvestors of the potentially
serious balance-sheetimplications ofthe
penaltiesitmayface asaresult.

Recenteventsinvolving Brazilian miner
Valevividly illustrates the limits of using
these ratingsto extrapolate future risk of
incidents. InJuly 2018, Vale's combined
CSRHub rating -a composite of 25 ESG
and CSRdata providers-had Vale at 75
outof 100, putting it on the higher end
of the ESG-compliance spectrum, and
above the industry average. Following
aJanuary breach at the Brumadinho
dam, which led to the deaths of more
than 300 people and which preliminary
reports suggests may have resulted
from executives’ efforts to quash a
safety auditonthe structure, itsrating
slipped 30 points to 45.

December 2016 December 2017 £113.6b
£93.5b
£39.5b
£16.2b
£4.2b  pmmm £4.2b |
£51.0b Value £53.8b E—
_ Gap _ Value
Contribution Contribution Gap
from  Organisational from  Organisational
Competitive ~ Maturity Competitive ~ Maturity
Position Position
£17.0b
F £14.3b
tribution Contribution
From Market From Market
Attractiveness Attractiveness
Book Equity Market Cap Book Equity Market Cap

Observed M:B Ratio

Source: The Maturity Institute

5.5x

Observed M:B Ratio 7.9x
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Measuring Intangibles

Investigations in both TMDB's and
Vale's cases are ongoing. But while
these organisations, like many others
before and likely many after, inevitably
end up pointingto“afew bad apples”as
the cause of their tribulations, others
see nebulous, but no less important
things like uncooperative corporate
culture and poor social values, as key
ingredients that create the conditions
for bad - or in extreme cases illicit -
behaviour to thrive.

Stuart Woollard, Managing Partner of
Organizational Maturity Services LLP
and co-founder and council member
atthe Maturity Institute (M) says that
most ESG ratings frameworks don't
take into account the complex web
ofinternal and external relationships
contributingto an organisation’s health,
value, and risk.

“Whether you look at companies like
ENRON oryoulook at European banks
tied to money laundering scandals,
find me a massive corporate failure
with subsequent severe market and
financial repercussions that wasn't
caused one way or another by our
inability or unwillingness to appreciate
and protect against human systems
failure and risk,” Woollard explains.“The
challengeisthatifyou don'tknow what
to measure, you are in no position to
quantify value and risks; and if you
can't really quantify value and risks,
then how canyou expectto change the
behaviour of organisations — and by
extension, investors and regulators?”

“[ESG] has become supremelyimportant,
and financial stakeholders and regulators
agree with varying levels of sincerity.
Yet when we talk about governance,
corporate culture andvalues, internal
or external relationships, leadership -
mostorganisations, and regulators and
investors, don'treally have a clue what
to measure, and how it feeds into our
overall sense of value and risk. There
is clearly agap here.”

The Maturity Institute (MI) is a multi-
disciplinary non-profit organization
pioneering away to plugthatgap. Broadly
speaking, ittries to provide a coherent
framework for understanding riskand
valuein organisations (Total Stakeholder

m www.BondsLoans.com

Value, to use its language); above all,
Woollard saysit's about harmonising
the needs and demands of capitalism
(i.e.growth of shareholder value) with
the needs and demands of society (i.e.
sustainable well-being), two competing
objectives most market observers
and practitioners know don't always
converge butwhich they nevertheless,
increasingly agree, should.

Underpinning this is the view that
people -and the relationships between
them, organisations, and society -
are at the heart of that junction,
and to that end it has created an
organisational maturity index (OMI)
based on what it calls the OM30, a
composite measure encompassing
32 different factors with different
weightings and values that together
painta picture of an organisation’s
‘maturity’.

The Mllooks at factors like ‘coherence
between market and human values’
(i.,e. Towhat extentis the organization’s
business and/or operating model
predicated on reconcilingits (market)
value with changing societal values?);
Trust (i.e. To what extent are the
leadership and management team
trusted by customers, employees,
and other key stakeholders?); Value
potential (i.e. To what extent does
the organization seek to maximise
the value it generates from all of its
human capital - both directly employed
and withinits supply chain and wider
society?); Never-ending, continuous
improvement (i.e. To what extentis the
philosophy and practice of never-ending
improvement embedded throughout
the whole organization?); Authenticity
(i.e. Thesize of the gap between the
organization's statements, external
communications and claims of success,
relative to the reality found in the
evidence); and people risk (i.e. To
what extent does the organization
have a comprehensive system for
measuring and assessing the current
level of human capital management
risk within the organization?).

The index also tries to capture how
much an organisation values open
and frequent communication, how
enthusiastic and cooperative an
organisation is - from the mail room

tothe Board room, and the extent to
which high-level decision-makinginan
organisation is ‘collegiate’ or aligned
within the business.

Its relevance in the credit world, and
particularlyinemerging markets, was
clear fromthe outset.In 2014, itworked
with Chile-based Feller Rate — at the
time, an S&P affiliate - on the early
stage development ofits organisational
maturity rating system, a precursor
to the OMI.

Pricing Intangibles - And the
Search for the Holy Grail

The Ml is working with a number of
academicinstitutionsto flesh out the
relationship between the OM30, current
ESGframeworks, and creditrisk. While
much of that research is currently
underwraps, early indications suggest
itis startingto bear fruit.

Lastyear, using three research case
studies on large publicly traded
organisations like Unilever and Barclays,
the Ml and Australian consulting firm
KBA Consulting Group developed a
framework to measure a company'’s
intangibles - factorsincluding corporate
governance, company culture and the
management of human capital - and
value them as a portion of overall
market capitalisation. They looked
closely atUnilever before and after the
2017 bid by Kraft-Heinz to establish a
directlink between the OMINDEX and
acompany's ability to create wealth
for shareholders on an ongoing basis.

The preliminary analysis demonstrated
“how this episode has led to the market
value of Unilever increasing significantly,
yet its capability to deliver on this
increase in market capitalisation
deteriorating as a consequence of the
actions taken by Unilever to secureits
independence,” the organisations argue
in Aligning the Interests of Business
and Society, ajointly-authored paper
exploring the findings.

“Unilever's OMINDEX rating spanning
the period [end 2016 to end 2017] was
downgraded from BBB-to BB+ and the
impactofthisin marketvalue termswas
negative GBP3bn... More worryingly,
this deterioration, together with higher
marketvalue arising from increased



investor expectations opened up a
much bigger value gap of GBP39.5bn
(measured as at 31 December 2017).”

Crucially, the organisations were able
to assignadollarvalue tointangibles
- something ESG-focused market
participants looking beyond carbon
emissions have struggled to do.

Further preliminary research looks
promising. Another project involved
overlayingthe OMINDEX's rating scale
measuring governance and culture risk
with traditional credit ratings provided by
S&P for globalinvestment banks to see
how closely both approaches harmonised.

The results showed some fairly stark
deviations between the two ratings,
andindeed raise new questions about
whether we are missing something when
looking deeper at some of the high-profile
scandals that have unfolded ata number
oftheworld'slargestinvestment banks
inrecentyears. According to a recent
Cambridge Judge Business School study
whichlooked furtherintothe correlation
between the OM30 factors, ESG, and
risk events:

“..thereisverystrongnegative association
between OMR [Organisational Maturity
Rating] and all aggregated indexes of
notonly S, Gbutalso Erisks/incidents/
controversialissues.... This strong negative
association remains wheninvestigating
further into each specificissue. OMR
and TSV [Total Stakeholder Value] are
significantly negatively correlated with
all 30 controversialissues. Two of the
strongestissues for banks are “Fraud”

"

and“Violations of National Legislation”.

Woollard says further workwith academics,
financialinstitutions and investorswill be
neededtoreally cementthe relationship
between riskin aholisticsense and asset
prices-butthere needto be detailed,
unified and coherent underlying standards
forterminology and measurementif it
isto be successfully realised. As alluded
toatthe outset, that detail, conerence
and unification - or the lack thereof
-seemsto be oneof the key issues
at present (and one we've written
about elsewhere).

Traditional creditrating agencies are
looking closely at this as they roll out

Global Themes

Banking Governance & Culture 2017: Risk-Ratings Gaps (OMINDEX & S&P)

OMR/S&P - Rating Gaps

M s&p

Source: The Maturity Institute

their own ESG ratings frameworks
forinvestors and seek to understand
how credit ratings are influenced by
environmental, social and governance
factors. For instance, Fitch recently
published a set of “ESGrelevance scores”
to help quantify the scale of influence
each factor hason credit ratings.

Given the weight traditional credit
ratings have in determining asset pricing,
pinning down these relationshipsis
crucial. Fernanda Rezende, Senior
Director, Corporates at Fitch Ratings
says the industry still has some way
to go - butthings are headinginthe
right direction.

“Currently, these relevance scores add
another dimension to the information
available to investors, but they don't
yet provide a clear linkage between the
creditand the price. That said, we are
starting to produce data and research
that helps tounderstand how ESG risk
isincorporated in traditional credit
risk. We have a better understanding
of how this dataimpacts ratings, but
it will take a bit more time before
we understand how these relevance
scores influence pricing.”

“We are at the point where we have
a better understanding of how the
lack of prioritisation of ESG-related

M OMR

characteristics - strong corporate
governance, forinstance -impactsrisk,
rather than how the prioritisation of
these factors enhances a borrower’s
risk framework... As more information
aboutthe linkage between ESG and
credit quality emerges, however, this
could change.”

Ifthe price of assetsis to reflectrisk
in adeeper, more holistic sense -and,
atahigherlevel, ifthe convergence
between the needs of capitalism and
those of society is as necessary as
many increasingly believe it to be,
establishing these linkages is of
paramountimportance; while they may
have remained shrouded in darkness
until now, itis encouraging to see a
broad swath of industry stakeholders
startto castthemin new light.

“Society has come around to the fact
that companies need to be more
responsible to it, and investors to
the fact that companies need to
be less vulnerable to corporate
scandals because they adversely
skew market performance. The link
between price and riskis in dramatic
need of correction, and intangibles
are at the heart of that,” Woollard
concludes.
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As the Economic Cycle
Begins to Turn, Distressed
Debt Opportunities Remain

Limited

t has been a slow year for

investors eyeing distressed

debt opportunities. With
distressed funds worldwide securing
substantially lower volumes than
in 2018, and a potential reversa
in US interest rate rises on the
horizon, many investors currently
view conventional strategies more
favourably. Against a backdrop of
continued volatility and a growing
number of warning signs in both
developed and local economies,
it's unclear just how soon such
opportunities will arise.

Generally defined as any asset trading
ata spread of over 1000bp or more -
though notnecessarily a defaulted credit
- distressed debt opportunities tend
to grow during economic downturns.
And according to a survey by Preqin,
a data provider, in the eyes of many
investors such adownturn may soon be
approaching, with 35% of respondents
toarecentsurveyadministered by the
firm believing that the market has peaked
and a correction may beimminent-12
months away, possibly sooner.

Yet despite this, distressed debtis not
viewed as the most effective investment
strategy by the majority of investors,
with only 36% believing it to be the
most effective investment strategy.
By comparison, 44% of respondents
seedirect lending as the most effective
means of investment currently,and 43%
favour special situations funds.

Thisis likely areflection of the relatively
poor returns offered by distressed
debt compared with other private
debtstrategies throughout 2018, with
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distressed debt funds losing an average
of 1.14%, compared with mezzanine
funds and directlendingvehicles, which
gained 16.1% and 6.6% respectively.
Itis perhaps unsurprising, then, that
between January and May this year,
just four distressed debt funds closed,
totalling USD2.5bn, in stark contrast
with 2018 which saw 25 funds secure
UsD23bn.

Sectoral Breakdown

Inthe sovereign space, dollar opportunities
remain large but highly concentrated.
Argentina, Venezuela, Zambia, and to
alesser extent Turkey, were all points
of interest. However, one distressed

Investor Views on the Fund Types
Presenting the Best Opportunities
in Private Debt in H1 2019

449%
43%
36%

Direct Lending

Special Situations
Distressed Debt
Mezzanine

Fund of Funds
Venture Debt
Other

Source: Prequin

debt manager, speaking to Bonds &
Loans on the condition of anonymity,
argued that only Venezuela was truly
distressed, and that Argentine credit,
forexample, straddles the borderline
between stressed and distressed with
spreads of around 800-1100bp.

Corporate creditis markedly different.
Smaller but more diversified, there are
currently around 25 bonds trading below
50 centsonthedollar, including Digicel,
the Caribbean telecoms provider,and a
number of Turkish banks. Butthe corporate
space remains a two-tiered market for
distressed debt. European and American-
based high-yield investors often tend

Alternative Assets Investor Viems
on Where We Are in the Current
Equity Market Cycle

Peak

Recession

o @

Recovery/Expansion Trough

e



tofavourindustries with which they are
more familiar. Distressed credit from
so-called‘overlap industries’-such as
energy and telecoms - are significantly
more liquid, than those from industries
with which there is no comparable
Western counterpart, such as sugar
andethanol.

“While the unrealized value of assets held
by distressed funds has grown by 19%
since 2013, dry powder has ballooned
by 82%. Investors may be waiting for
managersto putsome of their USD87bn
indry powder to work before committing
further capital,”argues Tom Carr, Head
of Private Debt at Preqin.

ForJeff Grills, Co-Head of Emerging Market
Debtat Gramercy, whilstdistressed debt
remains important, there are more
opportunities in direct lending.

“Insome cases, itcan be more attractive
todoprivatedirectcredit. In many cases
thisincludes collateralthatenhancesthe
loan packageinawaythat providesamore
secure form of investing for our clients.
We're currently seeing this across the
board-inLatinAmerica, and eveninAsia.
Withthe economic cycle stillin flux right
now, there are fewer opportunitiesin pure
distressed. Although the US-Chinatrade
war hasincreased uncertainty, growthis
stillaround 3.1% in the US and forecast
toremain positive.”

Downbhill From Here?

Butthere may well be storm clouds on
the horizon for the global economy -
which, for distressed debt investors,
can look more like sunlit uplands.

Alarmbells are soundingacross developing
and developed markets alike. Throughout
May, the US produced just 75,000 new
jobs, farshortofthe 185,000 jobs originally
forecast, according the Bureau of Labour
Statistics. In Germany, uncertainty around
Brexitand trade warswere atleast partly
responsible for adrasticfallinthe IHS
Markit Purchasing Managers' Index.
The index, which measures sentiment
among German manufacturers, slumped
to44.1 in May - its lowest point since
July 2012, and significantly below the
reading of 47.6 recorded in February.
The Bundesbank has already revised
down its 2019 GDP projection, made
in December 2018, from 1.6% to 0.6%.

Global PMI and Economic Growth

JP Morgan Global PMI
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Despite this, an uptick in the service
sectorhas managed to marginally offset
the slump in manufacturing.

May was also a difficult month for the UK,
with the construction sector shedding

jobs at the fastest rate since 2012 as

the IHS Markit/CIPS construction PMI
fell to 49.4, down from 53.1 a month
prior. The manufacturing sector faced
aneven sharper downturn. Despite a
briefsugar-high the month prior, driven
by the impending threat of a no-deal
Brexit, a slump in both domestic and
overseas new order inflows saw the
manufacturing sector PMI slide from
53.1t049.4in May.

Key emerging market jurisdictions are
alsostruggling. South Africa was jolted
by an unexpectantly severe contraction
inearlyJune, with GDP falling 3.2%, more
than double the 1.5% contraction originally
forecast earlier thisyear.

So far, 2019 has been no easy ride for
Russia either. Year-on-year GDP growthin
Q12019 stumbled to 0.5%, amarked step
down fromthe 2.7% reported Q42018.
Whilst this deceleration has been caused
atleastinpartbytherecenthikein VAT
from 18% to 20%, the largest force behind
the slowdown'islikely aninterval between
large state-backed construction projects,
argues Dmitriy Dolgin, Chief Economist
for Russia at ING Bank.

Despite aflurry of foreigninflows sparked
by Narendra Modi's thumping election

victory, Indiais also showing potential

signs of adownturn. TheJefferies Activity
Indextumbledto 1.3% in April, its lowest
level since 2013. Recent defaults by
Infrastructure Leasing & Financial Services

— 11— 71— -35%
2012 2015 2018

Limited, one of the country's largest
lenders, have also sparked concerns
about the entire non-bank financing
company sector, with fears that further
defaults may follow.

“Growth is expected to be lacklustre (or
evenworse)inlarge emerging markets
such as Russia, South Africa, Turkey,
Brazil, and Mexico. In the latter two
countries, uncertainty about the policies
of new governmentsis also giving both
domesticand foreigninvestors pause.
All this means emerging markets will
not be able to offset the weakness in
developed market,” explain IHS Markit's
ChiefEconomist Nariman Behravesh and
Saral.Johnson, Executive Director of Global
Economics in a note published earlier
thisyear.“Growth is slowing everywhere,
butitisfartoosoontorunforthe exits.
Barringa policy or other type of shock,
the world economy is likely to muddle
alongfor atleastanotheryear,”Behravesh
and Johnson conclude.

But despite these warning signs, the
pause in US interest rate hikes since
December 2018 - and the potential
reversal ofinterestrate trajectoriesinthe
US and other major markets-may carry
the globaleconomy through for another
year. Whilst 2019 looks set to offer a shallow
range of distressed debt opportunities,
this could quickly change. Policy-driven
events, such as Brexit, trade wars, and
sanctions, have created a backdrop of
extreme uncertainty.

It appears likely that global economy
will continue forward for another year
before eventually sputteringout, butthe
lingering possibility that political events
may derail growth sooner is hereto stay.

jurv/aucusT 2019 (KN



Global Themes

Media! Whatis it
Good for?

nvestorsin Emerging Markets (EM) often get their news from proprietary research, conventional media
and social media. There is no substitute for proper propriety research, but journalists can add value by
unearthing valuable insights about far-flung EM investment grounds at a lower cost than the price of
an airline ticket. Unfortunately, the unique capacity of media organisations to reach very large numbers
ofinvestors and shape sentiment with their choices of stories and style of coverage means that the media
can also exploitits audience by sparking exuberance or panic and by adding fuel to fire, thereby increasing
demand for media. Given this conflict, who knows if media coverage of EM actually adds value to investors?

Jan Dehn, Head of Research, Ashmore Group

Totrytoanswer this question, we analyse
two datasetsonthevolume of EM mentions
in conventional and social media outlets
to quantify the investmentimplications
of investingdirectly in response to media
frenziesand troughs. We find thatinvestors
make positive alphaifthey buy EM bonds
andstocks during frenziesin EM coverage
inthe conventional media. Such frenzies
revolve around bad news, soitis likely that
the media over-hypesbad news so much
that manyinvestorsare wrongly drawn
into selling, thereby creating value. Itis
also possible that media and investors
wrongly extrapolate from bad news in
afew countriesto thewhole universe of
EMopportunities, thusselling the wrong

www.BondsLoans.com

securities and creating value that way.
We do not find that investors make
alpha by buying during lulls in media
coverage. However, they should not
liquidate positionsin lulls either, because
the opportunity cost of leaving the EM
bond marketis too high, givenyields.
We only find weak and less intuitive
linkages between investmentreturns
and social media activity. More data
may be required to get a clearer picture
of how social media and investment
in EMinteract, if atall.

a) Dow Jones Factiva countsthe number
of media mentions across more than
33,000 conventional media outlets and

compiles theminto a data set with 244
monthly observations ranging from
January 1999 to April 2019;

b) Crimson Hexagon is a social listing
tool, which scans for EM mentions
across publicly available social media
sites, such as Twitter, Redditand most
online blogs and forums. The Crimson
Hexagon data set, which excludes
private social media pages, has 123
monthly observations from February
2009 to April 2019.

EM Media Mentions Contain
Independent Information
Why even look at media activity? The



Fig.1: EM media coverage

Volume of EM media mentions per month
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Source: Ashmore, Dow Jones Factiva, Crimson Hexagon.

volume of EM media coverage appears
to beindependent of and distinct from
traditional EM riskindicators, such as
sovereign debtspreads. This can be seen
from Figure 2, which shows correlations
between EM media mentions and EM
sovereign debt spreads. Correlations
areverylow. Granted, correlations are
higher between spreads and mentions for
conventional media than for social media,
butthisisdueto spurioustrends. When
thetrendsare removed (‘1st difference’
in Figure 1) correlations collapse. In
otherwords, EM mentionsin socialand
conventional media potentially offer
new information of value to investors.

Methodology

To determine the value of investingin
response to EM media frenzies and
troughs, we contrast two strategies.
Suppose we have two identical pension
funds, which each receive a Dollar a day
in contributions. One of the pension
funds invests the contributions every
day, regardless of what the media
has to say about EM. This pension
fund ends up buying expensively on
some days and cheaply on others,
but in the end just reaps the index
return. The other pension fund pays
attention to the media. It sits on its
daily contributions until the media
attention either surges into a frenzy
or subsides into a trough. At these
times, the pension fund invests the
accumulated contributionsin full. This

pension fund’sreturnis the average of
the 12 month returns following each
mediafrenzy/troughacrossthefull range
ofthe dataset.

The differenceinthetworeturnsisthe
alpha (positive or negative) arising from
investinginresponse to media frenzies
andtroughsrelative toignoring the media.
We conductthis analysis for sovereign
Dollar-denominated bonds, corporate
Dollar-denominated bonds, local currency
government bonds and stocks.

How to Make Money from
Media Activity

Our main resultis that investors can
significantly increase alpha versus
benchmarkreturns by investingacrossall
EM asset classes specificallyin response
to media frenzies in the conventional
media. The average annual alphais 2.7%
for external debt, 3.3% for corporate
debt, 3.0% for local currency bonds
and 10.2% for EM equities relative to
passive strategies thatignore EM media
coverage (Figure 3).

Fig.2: Coeffi

Conventional media

(Dow Jones Factiva)

ient of variation and correlations with EM spreads

Social media
(Crimson Hexagon)

EMBI GD spread correlation in:

Levels

1st difference

-53% -7%

-7% 10%

Other descriptive statistics

Maximum
Minimum

Median

Average

Standard deviation

Number of observations

21,750 138,818
1,651 7,198
7,369 49,409
7,535 50,569
4,378 19,090
244, 123

Source: Ashmore, Bloomberg, JP Morgan, Dow Jones Factiva, Crimson Hexagon.
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Fig.3: Investing in response to conventional media frenzies and troughs: alpha generation
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Source: Ashmore, Bloomberg, JP Morgan, Dow Jones Factiva.
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Fig.4: Investing in response to social media frenzies and troughs: alpha generation

Conventional media:

Alpha versus media-agnostic strategy

Buying in media frenzies
Buying in media troughs

Return in media-agnostic strategy

External debt
(EMBI GD)

Corporate debt
(CEMBI BD)

-0,6% 0.0%
-6.6% -3.6%
9.8% 7.1%

Source: Ashmore, Bloomberg, JP Morgan, Crimson Hexagon.

On the other hand, it is not optimal
to enter EM during lulls in media
coverage, although investors should
remaininvested at such times ifthey
already have exposure. Putting fresh
money towork during medialulls leads
to negative alpha of 1.1% for external
debt, for example. However, since EM
bonds return roughly 350bp over
Treasuries after subtracting default-
related losses over the long term it
clearly pays handsomely to remain
invested.

Investing in response to social media
frenzies haslessimpact (Figure 4). Alpha
is mixed and relatively modest across
the four asset classes. Buying external
debtleads to negative alpha of 0.6%,
thereis no alphain corporate debt,
negative alpha of 0.7%in local currency
bonds and positive alpha of 0.4% in
EM equities.

These small additional returns barely
cover the bid offer spread of trading.
Hence, we thinkinvestors shouldignore
social media frenzies. Buying during
troughs in social media mentions appears
to be a bad idea with negative alpha
across bonds and stocks. However,
this result may simply reflect a very

www.BondsLoans.com

dominant negative beta for EM over
the relative short period of the social
mediatime series. Of course, theindex
return was positive over the period,
butanyone who bought EM specifically
inresponse to media troughs made
less money.

Finally, we find that equity investors
are morerichly rewarded for paying
attention to media frenzies than bond

Local currency Equities
government bonds (MSCI EM)
(GBI EM GD)
-0.7% 0.4%
-10.6% -1.4%
6.6% 4.9%

investors. The alpha from buying
stocksislargerthanthe alphafrom
buying bonds in frenzies, both in
the conventional and social media
data. Thisisinsightful. After all, all EM
media frenzies in the data set centre
exclusively around macroeconomic
events, which suggests that equity
investors should pay serious attention
tomacroeconomic developments. Pure
bottom-up stock picking strategies



make sense for a single postcode,
butin the context of cross-border
investment the unique FXand business
cycle dynamics of different post codes
should be taken into account. For
example, whatis the point of being
great at picking a stockin, say, Brazil
ifthe gains from stock selection are
neutralised by a lower BRL when the
fundsinvestedin Brazil are repatriated?

Discussion

Investors watch financial TV, read
financial newspapers, follow Twitter
and pay good money for media services.
This is because information is critically
important for making good investment
decisions. In principle, the media can
help investors make better informed
judgements by bringing previously
unknown facts to light. Over time, this
should have a meaningful, positive
impact on asset allocation, economic
outcomes and investment returns.
The media canalso actas awatchdog,
which exposes abuse of power by
governments or corporations, thus
incentivising those in power to act
with greater integrity.

Yet, media companies clearly serve
their own private interests too, whether
political or fiduciary. This creates a
conflict between their private interests
and the publicinterestthey purportto
serve. Media organisations will exploit
prejudice and ignorance to increase
circulation. Bad news sells better than
good news, which is why coverage is
biased towards negative stories.

EM is especially prone to exploitation by
media organisations. Remote, unfamiliar,
seen by many as threatening (think
China)and generally perceived asvery
risky, EM lends itself particularly well
to media hyperbole. Nothing delights
an editor more than ajuicy EM crisis.
Almostall high profile EM stories revolve
around bad news, be it contagion, debt
defaults, corruption, hard landings in
China, collapsing commodity prices,
currency crises, trade tariff disasters,
Fed hikes, the surging Dollar or the
misguided policy actions of some hot-
headed EM dictator.

The results presentedin thisreport
should therefore raise eyebrows.

Global Themes

Whatever utility the media confers
upon conventional readers, itis clearly
not conferring the same value to
investors. If investors are able to
buy EM profitably in the middle of
bad news frenzies, this can only be
the caseif either the newsiswrong
(unlikely, though not unheard of) or if
the media so hypes up the bad news
that some investors are sucked into
selling and the associated selling goes
way too far. The same situation can
ariseifthe media-and manyinvestors
-wrongly extrapolate from bad news
in a few countries to the entire asset
class, leading some investors towrongly
liguidate exposures across perfectly
healthy markets.

Whatis the conclusion? Does the media
addvalue or crywolf? The answer is both.
The medialoves abad news dayin EM
and crieswolfalldaylong. The associated
hyperboleleads to overselling as weak
hands cave in. Investors with cool heads
can make significant alpha by buying
duringsuch events. Infact, the worse
the news the better the subsequent
alpha, particularly for stocks.
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Alternative Finance
Key for Mid-Tier UAE
Property Companies
as Banks Channel
Liquidity to the Top

ith the local economy starting to turn a corner and new
regulations and incentives coming on stream, UAE-based [ o
property developers have much to celebrate. Butlooking L Y :
beyond the large publicly-traded Emaars and Damacs |- =
of theregion, many smaller developers appear caughtin a low liquidity
environment unlikely to ease anytime soon. This is prompting many to

B 3

L}

Mmifn | g
ok ad ol !

T e g e el gl - T

ilm_
rr
m i ]
' j:u

hunt for alternative sources of funding, often for the first time.

Last year was tough for UAE-based
property developers, with subdued
growth andflatlining oil prices intersecting
with a heavy residential and commercial

property supply.

Dubai, the country’s most diversified
economy, grew just 1.9%in 2018, down
from 3.1% the year before, according
to the UAE Central Bank, the slowest
rate of growth since 2010. Abu Dhabi,
where oil accounts for nearly half of
alleconomic output, grew 1.9% - up
from a contraction of 0.9% in 2017,
and driven in part by the Emirate's
AED50bn stimulus programme which,
among other things, slashed business
license fees and accelerated their
approval while increasing jobs for
Emiratis and accelerated payments
for government contractors.

Against that backdrop, mainstream
residential unit prices in Dubai fell by
an average of 4.1% between January
and November 2018, while prices for
villas tumbled 6.1%, according to the
Property Monitor Index developed
by Knight Frank, a real estate agency
and commercial property consultancy.

m www.BondsLoans.com

Rental rates across the Emirate fell by
7.7% through the same period, while
apartmentrents fell 8.4% and villas 8.3%.
In Abu Dhabi, sale prices and rents also
trended downward at similar rates.

In Dubai alone, less than half - around
43% - of the 45,000 new housing units
estimated to be completed by the end
of 2018 were finished on time.

A Tale of Two Tiers

With oversupply remaining a critical
issueinasoftand uncertain economic
environment, some larger developers -
Emaar mostnotably - have turned tothe
strength of their own balance sheetsto
furnish higher sales and aggressively claw
market share; others - like Damac-are
takingamore conservative approach
focused on capital preservation.

“Inthelarge listed real estate space, what
we've seen is a tale of two strategies,
probably bestexemplified by Emaarand
Damac. Emaaris going for growth through
aggressive marketing, pushing pre-sales
and offering generous payment plans to
lock-in buyers, getting waivers for land
fees...theyare pulling all of the strings

to maintain and grow market share,”
explains Sharif Eid, a senior portfolio
manager at Franklin Templeton in Dubai.

Emaar has also set its sights for
further expansion abroad in a bid to
counter slower domestic demand.
Last year, the company announced
a strategic partnership with Aldar,
one of Abu Dhabi’s largest property
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developers, to jointly target both
local and international projects. The
companies initially plan to collaborate
on two domestic developments: the
Saadiyat Grove development, located
onAbu Dhabi's Saadiyat Island, and the
Emaar Beachfront project, a privateisland
in Dubailocated near Jumeirah Beach
Residence and Palm Jumeirah, but both
companiesare looking further afield for
new co-development opportunities. In
Junethisyear, Emaar signed an agreement
with Beijing New Aeropolis Holdings
(BNA)to jointly develop a business and
tourism complex located in a special
economic zone near Beijing Daxing
International Airport, which upon
completion will be the largest airport
inthe world.

“Damac, onthe other hand, seemsmore
cautiousand conservative, pulling back
somewhatinabidto preserveliquidity.”

Overall, developers have been
increasingly cautious about flooding
the market with supply, with the latest
2019 figures for off-plan unit deliveries
starkly contrasting with the those seen
in 2018. Inthefirstfive months of this

year, justover 3,200 new off-plan units
were released, compared with more
than 13,600 during the same period
the year before, accordingto Reidin, a
provider of property price and supply
analytics. About 7,000 homes and units
have been completed and handed over
during that period, compared with
over 8,900 during the same period
the previous year.

House price change (Dubai)

% change over a year earlier
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Againstthat backdrop, Emaar and Damac
(and Union Properties) have seen their
fortunes stratify to opposite ends of
the spectrum.

Emaar recorded USD1.62bn in sales
duringthefirstquarter of the year, one
of its highest quarterly sales results
ever - and a 53% increase from the
same quarterin 2018. Pre-sales were
alsoimpressive. The company’s sales
backlog (recognised asrevenue over the
nextfewyears as units are delivered)
rose to more than USD13.6bn at the
endofthe quarter, up fromUDS10.3bn
attheendof Q1 2018.

By contrast, Damac saw its profitability
take a bighitinthefirstquarter of 2019,
with the companyreportinga 94% decline
in net profit compared with the same
period last year, while total revenue
dropped 53%. Union Properties started
theyear onmuchthe same footing, with
netprofits dropping more than 99%in
thefirstquarter of 2019 and revenues
dropping 11% during the same period.

Theimpact of the reductionin liquidity
inthe real estate sector was mostacute
towards the second halfof 2018 through
tothefirstweeks of 2019, sending bond
spreadswider andloan premia higher,
with some developers looking to sell
assets in a bid to free up cash and
bolster their balance sheets. Some
regulatory measures - like the UAE
Central Bank's removal in November
ofthe 20% lending cap to the real estate
firms - have helped ease some of the
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liquidity concerns that spread through
the market late last year and into the
early months of 2019.

“Liguidity is tighter, but it seems the
worsthas already cometo pass. They
are also in a far better position to
weather declining demand than was
the case 10years ago; regulations have
helped a fair bit, creating more robust
accounting structures and reporting -
giving investors more transparency.”

Butasyou go startto look to smaller mid-
cap and privately-held developers, many
ofwhicharen'taren'tpurely property
focused, that'swhere things get tricky,
Eid explains.

“Generally speaking, our senseis that
some of these players are encountering
liquidity issues,” Eid says. “We have
seenaspikeinthese types of players
approaching asset managers for
alternative finance, and we expect
that to continue in the near term.”

While the financials for most of these
companies are held underlockand key,
interviews with a handful of treasury
professionals working at mid-sized,
private and family-owned property
development firms based in Dubai
and Abu Dhabi echo that sentiment.
Several of those who spoke with Bonds
&Loans, on the condition of anonymity
duetothe sensitivity of the topic, say
they have had to accept haircuts of
up to 40% on sales in some cases,
discountsthatare reverberating through
balance sheets which are often fairly
diversified and could include holdingsin
acombination of leisure and hospitality,
automotive, entertainment, technology
or healthcare sectors.

That diversification would in any
other environment be seen as a
strength that could insulate these
companies from any sector-specific
shock, butthe broad-based slowdown
in the domesticeconomy hasin fact
exacerbated their challenges. Without
the balance sheet strength to offer
potential customers generous payment
plans, which in the case of some of
the larger players extend out to ten
yearsand charge zero interest, or the
resources to aggressively market their
residential or commercial offerings,
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some are beginning to question their
convictionto remain active inthe sector.

“Our primaryfocusis ensuringworking
capitalis adequate and thatwe canretain
enough liquidity to take on key strategic
projectsastheyarise. Overall,it's about
maintainingamarket position-and that's
somuch more challenging to dowhen
you have a diverse set of businesses
that are all trending flat or downward
[interms of growth] and each have very
differentfundingrequirements,” explains
one treasury funding specialist.

“We are looking at scaling backin some
segments, and potentially selling offand
exitingin others. Real estate —among
other [sectors] - fits into at least one
of those categories.”

A Competitive Loan Market
May Exacerbate the Issue

Most of those who spoke with Bonds
& Loanssaythey are generally seeking
longer-tenor loans with more flexible
payment terms - shifting from 7 to
10-year horizonsto 12 to 15 years, with
doubleortriple thelength of repayment
moratoriums (typically oneyear). Some
say their relationship banks have trimmed
creditlinesin recentmonths but haven't
ceased funding altogether, pushing them
to seek out capital among non-bank
financing companies and alternatives-
focused asset managers. For many, it's
thefirsttime they've hadtolook beyond
their traditional lender base - which
initself brings a host of new issues.

“[Banks] are more cautious, diving
deeperintothe fundamentals, because
theyneedtodo extraworkto convince
their credit committees given some
of the stresses being experienced by
some playersin the sector. Iwouldn't
say they've stopped [funding], but |
wouldn'tsay they are eager to extend
balance sheetsto usinaway they might
with some of the larger players, either,”
another group treasurer says.

“We are notused to working with fund
managers, sothereisabitofalearning
curve in terms of the setup we need
internally. Our governance framework
andapproachtoreportingis goingto be
abiggerfocusfor us, and the feedback
has been helpful and constructive.”

A senior banker at a state-owned
UAE-based lender who leads lending
to property companies says theregion’s
banksarein atough spot. Syndicated
loan volumes in the region are down
by more than 17% year-on-year, with
the debt capital markets absorbing
some of the funding that would have
otherwise come from lenders directly.
With growth targetstomeetandalot
of banks chasing new business and
a fairly illiquid secondary property
sales market, lenders are increasing
the averageticketsize ofthe loans they
extend, but are being more selective
aboutwho theylend to.

“It's atricky marketright now. We need
tobevery careful about extending our



balance sheet, especially inthe property
sector because the fundamentals are
currently challenged. Butatthe same
time, like any other business, we have
internal targets we need to achieve,
which in practice often means taking
a deal on a bilateral basis that two or
threeyears ago would have been split
between four or five lenders, but banking
a fewer number of top-shelf clients,”
the banker says.

Acompetitive lending market may seem
atfirstglance like a potential tailwind for
the sector, butwith banksincreasingly
lookingto take larger tickets rather than
clubbingtogetherandsharing the risk,
and withlending criteria becoming much
more stringent, developersareinherently
exposed to fewer funding decisions from
bank credit committees - often limiting
their funding opportunities while at the
sametime pushing up pricing and fees.

“Underwriting and funding these deals
has changed dramatically throughout
the past couple of years. Two years
ago, if Jumeirah [Hotels and Resorts]
sought asizeable loan from domestic
lenders, they would probably get away
with limited sponsor support and
completion guarantees. Ifyou took that
very same deal out to market now, as a
base requirement, you would be looking
atstatements of guarantees for nearly
every aspectofthe projectincluding a
range of pre-leasing milestones up to
finalunitdelivery...in addition to steeper
funding costs. The lending criteria has
become more robust.”

Tailwinds in Sight - But No
Quick Short-Term Fixes

Althoughthe near-term outlook seems
to provide little respite for property
developers, some of the regulatory
changes being pursued by Emirati
authorities could provide substantial
tailwinds forthe property sectorin the
medium and long-term.

Chief among them are various rules
designed to entice entrepreneurs and
certain specialiststo stay inthe country
onalong-termor even permanent basis.
InJanuary, the UAE issued thefirst 10-year
visas to academics and researchers,
and in May this year, the government
began issuing five-year visas for business
people thatown or operate a business

with capital of more than AED500,0000
(approx. USD136,000), which can be
renewed on a rolling basis.

More recently, and for thefirsttimein
its history, the governmentunveiled a
permanentresidency scheme for high-
net worth individuals and investors;
the full qualification criteria has yet to
bereleased, butatthe end of May the
UAE government said it has awarded
permanentresidencytoaninitial batch of
investorswith assets totalling AED100bn
(approx. USD27bn).

Making it easier for foreign buyers to
own land or property will also help. In
April, Abu Dhabiintroduced new rules
allowing first-time foreign buyers to
secure freehold properties, a shift
from leasehold-only ownership they
were previously resigned to, with the
first freehold sale for a foreign buyer
taking place just weeks later.

The abilitytoretireinthe UAE - or stay for
long-periods untetheredto anemployer
-couldbeagame changer fortheregion’s
property sector, bolsteringdemand for real
estate while atthe sametimeincreasing
the poolofdomesticlong-termliquidity
through mortgages, pensions,andsavings,
capitalthat could finditswayinto burgeoning
domesticlong-term assetslinkedto the
propertysector - like real estate investment
trusts(REIT)-amongothers, catalysinga
virtuous cycle thathasremainedlargely
absent from the region by comparison
with other global hubs.

Anyone hoping for a quick reversal of
fortunes, particularly in a sector so
deeply linked with the real economy,
is likely to be disappointed. Taimur Khan,
aresearch manager at Knight Frank
cautions thatwhile things are headed in
therightdirection, itwilllikely take some
time for theses changes to manifest
in additional demand; the nature of
thatdemand is also likely to change as
middle-income earners constitute a
growing share of the buyer base.

“Thisisanimportant steppingstone given
thatmore than 90% of UAE residents are
expats. Butthe governmentalso needs
tomake progress on makingtheregion
more affordable for both businesses
andtheresidents theyemploy. This, too,
issomethingthe authoritiesin the region

aredeeplyfocusedon...ifthe UAEisto
really exploitits geographic positionand
make good onitsambitionstoremaina
leading, competitive hub for business,
it has no choice butto make it a more
affordable placetolive and do business.”

Some ofthe more recent moves to expand
the business benefits previously reserved
for free zones out to the wider economy
iswhere Khan sees more near-termwins.
In November lastyear, the government
introduced a law thatwould allow up to
100% foreign ownership of companiesin
the UAE, transitioning away fromalong-held
policy of forcing foreign companiestoteam
upwith Emiratinationals or businesses
when operatingin the country. The list
of sectors currently exempt from the
lawislongandincludeskey pillars of the
economy, like oil & gas exploration and
production, bankingand finance, telecoms
and utility infrastructure - but there is
aprovision in the law allowing the UAE
Cabinetto add or remove sectors, with
the expectationthat property investment
inboth commercial and residential real
estate will rise as a growing number
of industries is gradually opened up.

Together with an expansion of the dual-
licensing rules introduced by the Abu
Dhabigovernment, allowing companies
to operate in both free zones and the
wider economy simultaneously under a
harmonised set of regulations, and other
regulatory measuresintroduced by both
the Abu Dhabiand Dubaigovernments,
the forces bolstering the long-term
prospects for the sector are gaining
momentum. But the big question for many
inthe property developmentindustryis
whether there will be space in the market
- stimulated in one way or another
by generous government spending -
for the numerous and diverse firms
vying for development projects, and
whether smaller and more diversified
organisations playingin the property
space can retain enough balance sheet
flexibility to remain agile in the face of
competitive behemoths.

“Access to credit drives this market
- whether in terms of mortgages or
in terms of property development
itself. Without that element, growth
will remain limited, and it may be tough
for certain [companies] to compete,”
Khan concludes.
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The Case for Diversification:

Why CFOs Shouldn't Wait for
the Next Liquidity Crisis to Act

n the face of relatively abundant banking sector liquidity and stabilising oil prices, CFOs and treasurers

have rightly questioned the need to shift their funding focus away from the region’s deep-pocketed

lenders. With the global growth outlook looking more uncertain, new trade wars becoming a near daily

feature of the global policy discussion, and in light of recent moves to bolster the development of the
domestic financial sector, should borrowers wait for the next liquidity crisis before de-risking their funding
strategies and orienting themselves towards greater financial diversification?

Ludovic Nobili, Head of Investment Banking, Abu Dhabi Commercial Bank

The Outlook is Slowly Stabilising

Despiterising global uncertainty and
political volatility more recently, and
after years of challenged growth on
the back of broadly lower oil prices, the
economicoutlookinthe GCC appears
to be movingin the rightdirection.

Headline real GDP growth accelerated
to 1.7% in 2018, up from 0.5% the
previous, and is set to rise to 2.2% in
2019, according to Monica Malik, Chief
Economistat ADCB, with a gradual yet
tentative pick-up in non-oil growth driven
by stronger investment activity, further
normalisation of household consumption,
and amore supportive fiscal backdrop.

Fig.1: UAE: Real GDP growth accelerated in 2018

with oil sector contributing positively

Corporate Borrowers Are Missing Out on
the Rise of GCC's Debt Capital Markets

Inboththe UAE andin SaudiArabia, arise
in business confidence in key domestic
sectors, blended with uncertainty over
thetrajectory of interestraterisesin
the US and Europe towards the end
of 2018 inspired GCC borrowers like
Saudi-based dairy giant Almarai, Abu
Dhabi-based district cooling leader
Tabreed and healthcare leader NMC
Healthcare, and Dubai-based commercial
property developer Majid Al Futtaim
to move into the international capital
markets, testing the market with new
transactions.

Over the past 15 years, the GCC bond
and sukuk universe has grown from
virtually nothinginto a near USD400bn
asset class, roughly doubling in size
since 2015, when a crashin the oil price
prompted regional sovereigns to orient
themselves outward towards new pools
of investors to help finance ambitious
domestic development initiatives.
GCC bonds and sukuk now account
for approximately 15% of outstanding
emerging market hard currency fixed-
income assets, with exposure to a
broad group of investorsinanumber
of geographies.

Fig.2: UAE: Real non-oil growth decelerated for
fourth year in 2019; we see some uptick in 2019
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With nearly USD54bn in bonds and
sukuk issued in the first half of this
year, an all-time high for the period,
and with nearly USD17bn of debt still
tomaturein 2019, the probability that
full year deal volumes could exceed
2018 and record 2017 volumes - which
reached USD83.8bn -isrising.

But closerinspection of the composition
of that asset classreveals animportant
reality missed by many when assessing
our progress on the development of the
region’s markets: corporate borrowers
accountfor just 4% of public GCC bond
and sukukissuance (and about 60% of
those areissuers basedinthe UAE). It
isastartling statistic to say the least,
andimportantinanumber of ways.

Why aren’t more private sector
companies taking advantage of
international funding diversification
opportunities?

The GCC countries and the UAE
specifically are home to a high proportion
of government-related entities (GRE).
These GREs were formed to play a
crucial role in catalysing economic
developmentand cementthe region’s
leadership in key industries like oil &
gas, utilities, transportation and travel,
real estate and logistics, key pillars
of the real economy that continue to
attractabroadrange of global talent
and fuel growth.

They also account for a substantial
share of the region’s borrower base in
global markets. GREs, many of which
benefitfroma credit rating perspective
from their close links with government
intheir respective countries, account
for about 25% of GCC hard currency
fixed-income assets, according to
Bloomberg data.

Large domesticfinancial institutions,
which have been active borrowersin
international markets for a number
of years and account for about 24%
of the GCC fixed-income asset class,
have focused on leveraging their
strategic expertise to address ever-
evolving capitalisation requirements,
diversifying their capital base and at
the same time catering to the shifting
financing needs of clients in the
local market.

Alack of optionsis also aleading factor.
Oneofthe biggest constraintsimposed
ontheregion’'s borrowers has been
the lack of adeep and liquid domestic
credit market. This is driven in part
by the nascent state of the domestic
long-terminstitutional investor base,
typically composed of pension funds
and insurers, and the absence of a
robustyield curve.

Despite the significant wealth found
across the GCC, the size of assets
managed by the region’s pension
fundsis frighteningly small - all told,
just under USD400bn between the
six countries (Bahrain, Kuwait, Oman,
Qatar, Saudi Arabia, and the UAE) as
of April 2017, according to estimates
by Ernst & Young, a consultancy.
To put this in perspective, pension
fundsinthe UK-a countrywith very
deep domestic capital markets and
roughly the same size population as
the whole of the GCC - amounted to
about USD2.8tnin assets, according
to OECD Global Pension Statistics.

With such alarge number of institutions
vying for business and historical
challenges accessing new funding
markets, the domestic corporate
borrower base has become accustomed
to satisfying their financing needs
primarily through domestic lenders,
leveraging banks'strong balance sheets
and knowledge of the local market to
secure cost-competitive solutions.

Banks, Regionally and
Globally, are Becoming More
Rigorous

That domestic private-sector
borrowers have largely continued to
rely overwhelmingly on relationship
banks to support their diverse funding
andfinancial services needsis notin
itself problematic. But the banking
sectorischangingin avariety of ways.

Bank lending criteria has become
more rigorous in recent years. This
is partof abroader shiftin the global
banking community that sees lenders
optimise their capital structure to
ensure greater financial stability, but
is also the result of various domestic
and international shocks, including
high-profile corporate governance
failures here in the UAE and abroad.

Banksare alsoincreasingly seeking to
leverage economies of scale through
strategic mergers that will over time
reduce the number of regionallenders.

Inthe UAE and more broadly, government
supportoftherealeconomyremains
essential. But the nature of that support
isalso changinginline withthe needto
strike the right balance between fiscal
responsibility, market development,
and generating economic growth.

Aslhavewrittento elsewhere, intimations
by SaudiArabian and UAE authorities to
partially privatise regional powerhouses
like SaudiAramco and Abu Dhabi National
Oil Company are partof broader fiscal
rebalancing agenda, and a conscious
decision to open arange of new capital
corridors to stimulate new foreign
investmentinto the economyand galvanise
thelocalinstitutional investor base.

Fiscal consolidation has also meant
promotingtherole of the private sector
through publicprivate partnerships
and fostering a supportive business
environment through measures like
streamlining licensing regimes, reducing
costs andred tape. It also implies the
gradualintroduction of VAT, which inthe
UAE and SaudiArabia was introduced
inJanuary 2018.

Markets are Becoming More
Accessible

Against that backdrop, the region'’s
governments continue to make
impressive progress on financial market
development, and have bolstered their
inclusion in global financial markets to
complementthe GCC'sembeddedness
in global trade, helping to create new
opportunities for domestic borrowers
to diversify their funding base.

The ability of GCC governments to
tap diverse pools of liquidity through
international bond and sukuk
transactions, putting the region on
global investors’ map, was critical in
ensuring their budgets are financed
appropriately and spending on key
strategic initiatives, including the
continued growth and development
of the private sector, could continue.
They also helped lay the foundation for
othersintheregiontosecure capital
from further afield.
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As | have written about elsewhere,
numerous structural factors and trends
- like growing international investor
appetite from Asia and other regions,
or the growing inclusion of GCC credits
in widely-tracked global investment
indices —-increasingly position regional
borrowers prioritising diversification
quite well. More recent moves aimed
atdeepening of the local market are
also important to consider in the
context of growing and diversifying
the domestic long-term investor base,
and creating deeper domestic capital
markets, providing more opportunities
for borrowers in the meantime.

Inthe UAE, Dubai International Financial
Centre's decision earlier this year to move
away from an‘end of service’ gratuity
for expatworkers (a one-off payment
funded by uninvested accruals) and
adopt an employee-funded savings
scheme with the proceeds invested
on their behalf, akin to a pension fund,
seems likely to seta precedent for other
companies to follow suit. It may be a
watershed moment for an economy
where expats make up the vast majority
of the working population, many of
whom currently position their savings
in long-term investments outside
theregion.

Central to growing and diversifying
the domestic long-term institutional
investor base is the ability to settlein
theregion over the long term. Here,
too, the UAE authorities are making
significant strides.

Earlier this year, the government
introduced renewable longer-term
yearvisas that allow certain candidates
to live and work in the country
without having a national sponsor,
and retain up to 100% ownership
of their businesses in the UAE. In
May, italso launched the country’s
first permanentresidency scheme,
known colloquially as the ‘Golden
Card'programme, which aims to grant
permanent residence to investors
and highly-skilled professionals.

While the short-term economic
impact of these moves is likely to
be limited, these reforms highlight
both countries’ recent focus on
deepening and strengthening their
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business environment, encouraging
the development of new industries,
and attracting entrepreneurs.

Also underpinning these policy changes
is the principle that securing long-
term participation in the economy is
crucial for guaranteeingthe region’s
financial sustainability and market
development. Being abletoresideon a
long-term basis or settle permanently
intheregion is a crucial step towards
ensuring expats feel they have ‘skin
inthe game’.

Other moves aimed at supporting
domestic financial market development
are encouraging, both in the UAE and
across the GCC more broadly, and will
lead to greater market access through
a diversity of new instruments. The
UAE debt law enacted in October
2018 haslaid the foundations for the
federal governmentto create, for the
firsttime, arisk-free governmentyield
curve atthe national level, facilitating
greater issuance in local currencies
for both governmentand corporate
entities —and mirroring similar shifts
elsewhereintheregion.

Saudi Arabia has steadily built up
the Saudi Riyal-denominated sukuk
market over the past five years, with
the government’s Aprilissuance this
year extending the local-currency
curve out to 30-years, providing an
important foundation for borrowers
traditionally funded by the government
aswellas private sector corporates to
move into the capital markets. Bahrain,
which has seen its access to global
markets curtailedinrecentyears due
towidening deficits and credit rating
downgrades, has incentivised more
localissuance to plug funding gaps; in
2018 and 2019 year to date, Bahraini
Dinar borrowing has actually outpaced
US dollar-denominated issues.

The creation of a domestic long-term
institutional investor base coupled
with the creation of alocal-currency
benchmark has the potential to deepen
thelocal credit market, provide more
funding options for the region’s
corporates, and create a platform
forthese entitiesto access a broader
range of markets - a virtuous cycle of
domesticreinvestment and growth.

Risks and Costs of the ‘Status
Quo’ are Rising

Despite its relative resilience when
compared with other emerging markets,
the UAE (and the GCC more broadly)
isnotimmune to global shocks.

The 2009 financial crisisandthe oil price
crashof2014both hadverydistinct catalysts
andstructuralimplicationsforthe region’s
economies. Theacute crisis experiencedin
2009 challenged the capacity of the public
purse, sawvastly reduced domestic bank
fundingand banking sector liquidity,and
incurred steep losses on domestically-
focused investors, triggering solvency
issuesamongthe region'ssmalland mid-
sized companies - a crisis exacerbated
by alack of diversification.

Thanks to the foresightand prudence of
regional authorities, the economy was
isinastronger position to manage the
challenges experienced since 2014,
which was much more diffused inits
effects. The GCCregion has successfully
inserteditselfinto global supply chains as
acrucialtrade (andincreasingly, capital)
corridor between East and West, while
theregion’s governments and a number
of pioneering organisations established
afootholdin global funding markets.
This comes with benefits as well as
risks —including, more recently, the
potential to getensnared in an escalating
trade war between Easternand Western
powers, which has threatened the global
growth outlook.

Nevertheless, as the GCC continues
on the path towards greater global
integration, the risks posed by a failure
to diversify funding through a carefully
considered long-term strategy are
only growing more numerous, butthe
environment necessary for a broader
group of organisations to move down
the path of funding diversification is
becoming progressively more supportive.
For many organisations, given the strong
liquidity environmentandlocal expertise
available to them, the bank market
remains a good option. Organisations
that can proactively move down the
path of diversification sooner rather
thanlater stand to be rewarded with
lower long-term borrowing costs,
greater financial stability, and perhaps
mostimportantly, improved financial
sustainability.



Once a Mirage, An Asset Class
Begins to Emerge: GCC Local
Currency Bond Markets

he growth of the GCC debt capital markets in the first decade of this century was reasonably stunted
Tasthe region’s need for debt funding was negligible in the face of abundant liquidity ensuing from high

oil prices. Duein large parttoits sources of revenue and the prevalence of currency pegs, the region’s
borrowers have predominately relied on US dollar funding. But as GCC corporate entities grow and become
more sophisticated, requiring deeper and more diverse domestic funding markets, that looks set to change
- with regional governments taking the lead.

Anita Yadav, Head of Fixed Income Research, Emirates NDB
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Since 2014, GCC sovereigns have been experiencing
substantial problems in balancing their budgets as oil
revenues dropped, while expenditures are structurally
difficult to curtail. Therefore, tapping the capital markets
for funding government budget deficits became the need
of the hour, consequently creating the environment for
rapid growth of the debt capital markets in the region.

GCC debt markets have traditionally been dominated by
US-dollar denominated bonds. However, local governments
have recently made notable advancement for deepening
the local currency debt markets (LCY) by creating public
debt management units, articulating debt management
strategies and launching benchmark issues for building
yield curves. There has also been substantialimprovement
in marketinfrastructure and regulations.

As of April 2019, total outstanding debt in the GCC bond
market (USD + LCY)is circa equivalent of USD519bn, excluding
shortterm securities (i.e. securities issued with less than
one year to maturity, and T-bills issued by local central
banks). Of the total, 63% isissued in USD (USD327bn), 33%
inlocal currencies (approx. USD170bn), and the remainder
in other currencies such as EUR, JPY, CNH, and AUD. Saudi
bonds account for 38% of the market, followed by UAE at
25% and Qatar at 20%.

Though GCCLCY markets have seen material growthin the last
fiveyears, the developmentis uneven across the six nations.
As a percentage of GDP, those in Bahrain and Qatar are the
largestand relatively the most developed, while those in UAE
and Kuwait have lagged behind. Ofthe USD170bnin the LCY
bond market, Saudi Arabia accounts for 66% (USD112bn) of
the market while UAE is less than 1% (USD1.04bn).

So farissuance in the domestic debt market has remained
skewed towards government debtas governments have sizeable
funding needs, while borrowing needs of large corporates
remain limited in the face of slow economic growth in the
region. Though capital market borrowing by local corporates
hasincreased, large firms find it cheaperand more convenient
toraise moneyin global markets (or the domesticloan markets)
thaninthelocal currency markets.

Mostissues in the LCY market are unrated but expected
to have credit quality better than average found in other
emerging economies given their linkage with highly-rated
governments.

KSA Dominates the LCY market

Though as a percentage of GDP, Bahrain has the deepest
LCY bond market, in sheer size, the SAR-denominated
market dwarfs all others in the GCC. This is attributed to
severalfactors: The KSAisthelargesteconomyinthe region,
representing circa 47% of the GCC's total GDP followed by
the UAE at about 26%; KSA had, and continues to have,
the largest budget deficitin the region, requiringitto tap
bond markets aggressively to fund expenditures; KSA
government-owned entities that traditionally were funded
by the governmentare now havingto rely on capital markets
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Bahrain bonds currency distribution

for their funding needs and are therefore increasing their

Other bond and sukukissuance inthe SAR market.
3%

UAE is the Late Starter

UAE's Dirham-denominated market was, and continues to be,
negligible. The United Arab Emiratesis a federation of seven
individual emirates that have their own budgets and own
finance departments. Until 2017, there was no law facilitating
issuance of debt atthe federal level, which made it difficult to
create arisk-free governmentyield curve. However, the UAE
governmentfinalizedthe federal debtlawin 2018 and Emirates
Development Bankissued the maidenfederallevelbond under
thenewlawinearly 2019, albeitdenominated in USD.

Source: Emirates NBD Research, Bloomberg

Lookingahead, thefederalgovernment plansto establish a Debt
BHD issues picking up pace Management Office, getafederal-level creditratingandhave several
federal-levelinstitutionsinvolvedinissuing Dirham-denominated
debt. The Emirates Development Bank expects to commence
issuingin Dirhamand then follow through with regularissuances
inorderto create the benchmark governmentyield curve.
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Issuers from the UAE have been the most prolificin tapping
markets in non-USD G-7 currencies. Nearly 15% of the current
outstandingdebtis attributed to other currenciesinwhich EUR,
GBPand AUD are the mostdominant.
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KSA new issues: SAR vs USD GDP andthelocal currency marketis roughly 28% of GDP.

30 Bahrain's fiscal budget deficits began widening before
the oil price decline in 2014, mainly as a consequence of
increased government expenditure in the aftermath of
the Arab springin 2011. Therefore, Bahrain has been an
active issuer of bonds for most of this decade.
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With continuous downgrading of its credit ratingin recent
> years, Bahrain's access tointernational bond market has
become prohibitively expensive, thereby incentivizing
the government to issue more in the local BHD market.

[Esar [usp [T other Consequently, total issuance in BHD has begun to dwarf
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New issues in QATAR issued by the government and government-owned entities.

25 OMR Market Evolution
Unsurprisingly, 77% of the Oman debt marketis currently

20
denominated in USD and 23% in OMR. Circa 82% of the
f 1 market is represented by governmentissues.
3 10
The governmenthas relied more on the USD funding than
> in OMR in order to preserve liquidity in the local banking
0 system for the corporate sector. OMR new issues have

2011 201220032014 2015 2016 2017 2018 2019 remained range-bound around the equivalent of circa
BWuso [ qar [T other USD1.3bn perannum compared with average circa USD5bn
in the USD market by the government per annum.
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QAR Market is Second Largest in GCC

Qatar’s bond market outstandingis around USD107bn,
comprising of 71% in USD bonds, 25% in QAR-denominated
bondsand 4% in other currencies. Current QAR outstanding
of circaUSD26bn equivalentis entirely from the government.

Leveragein Qatar’'s banking system is higher than other
GCC, with the average loan-to-deposit ratio being higher
than 110%. Consequently, Qatari banks are active issuers
inthe bond market. However almost all of Qataribanks'
bonds are denominated in non-QAR currency, mostly
in USD and more recently in CNY.

Kuwait

Though Kuwait does not have pressing needs to fund budget
deficits via debt, it has chosen to opportunistically issue
bonds in order to deepen its capital markets. With no
pressing agenda, the development of USD and KWD markets
has kept pace with each other. Current KWD-denominated
bonds outstanding of circa USD13.3bn is comparable with
USD-denominated issues of circa USD14.7bn.

The Kuwaiti government and GRE-related issues account for
circa 78% of KWD-denominated bonds, with the remainder
coming from banks and financial institutions. Though there
isareasonable spread of government bonds across maturity
tenors, creating an effective risk-free curve, no corporatein
Kuwait has tapped the KWD market for bonds yet.

Allinall, GCCLCY bond markets have more than doubled
inthelastfive years and while the pace of growth may slow,
we expectthem to continue registering strong growth over
the medium tolong-term. Government efforts in addressing
factorssuch as creation of risk-free yield curves, allowing
foreignissuerstoissuein GCC currencies, promoting repo
marketin LCY bonds and others are expected to continue
providing a resilient platform for growth.

(S
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Turkcell CFO: Building Resilience
to Market Volatility is Core
Treasury Objective

fter enduring significant volatility in 2018, many Turkish corporates are struggling

to keep their balance sheet in order and retain access to affordable financing. Some,
owever, like Turkcell — the country’s largest telecommunications operator - are
bucking the trend. Bonds & Loans speaks with Osman Yilmaz, Chief Financial Officer of Turkcell
about the company’s shift towards an asset-light business model, hedging strategies, and

green borrowing.

ﬂ Bonds & Loans: Can you give us
a sense of the company'’s key focus
areasoverthe next6-12months? What
are the Treasury's key priorities over
this period?

Osman Yilmaz: At Turkcell, we
will continue to focus on building our
resilience tovolatility in financial markets,
particularly during times of extreme
global uncertainty, both globally and
locally - this will be a priority.

In Q1 2019, Turkcell delivered a strong
set of financials, with Group revenues
of TRY5,675mn, up 19.2% year-on-year;
Group EBITDA of TRY2,281Tmn, with an
EBITDA margin of 40.2%, and group
netincome of TRY1,224mn on the back
of strong operational performance,
disciplined financial risk management
and the sale of Fintur.

Encouraged by our first quarter
performance, we revised our guidance
for 2019 -we now target revenue growth
of 17-19%, up from 16-18% and an
EBITDAmargin of 38-40%, compared
to a previous target of 37-40%,

We've undergone adigital transformation
over the past four years, from being
aninfrastructure provider to a digital
experience provider. We've enriched
our value proposition to our customers
through our wide portfolio of digital
services. Moreover, through Lifecell
Ventures, a subsidiary of Turkcell
based in the Netherlands, we help
other telecom operatorsin the world

to become digital operators and we
also distribute our digital services and
solutions globally.

Another focus will be Turkcell’s asset-
light strategy, - we became as asset-light
aspossible as atelecom operator, and
we have transformed our international
business from fixed-asset dominant
business to a digital-driven business
model. Inthat sense, we have recently
decided to exit our stake in Fintur, with
the sale concluding this year. Rather
thaninvestingin physical assets outside
of Turkey, we are looking to develop
digital products and services that we
distribute both athome and abroad. This
push away from a fixed-asset business
model towards a digital one is now being
driven by Lifecell Ventures. Turkcell
currently has no plans to expand with
telecom assets outside Turkey.

At Turkcell, we have a complete business
model hedging, based oninflationary
pricing, FXand interestrate hedging
andliquidity management. The average
payback period of our investmentsis
five to sevenyears, and we ensure that
any fresh borrowing bears a similar
maturity, which prevents exposure
to liquidity risk —a major problem for
many Turkish corporates last summer.

n Bonds & Loans: What are Turkcell's
funding plans over the coming months?
If you are looking to borrow, what
format, size and tenorsis the company
looking at?

Osman Yilmaz: Currently, the
creditenvironmentis not supportive
for Turkish borrowers and we do not
want to pay excess premiums in this
environment. Given that we have secured
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substantial funding, we do not have
asignificant plan for an international
funding. However, for our local operations
we are planning to issue asset-backed
securities in the domestic market. So
far, we have issued four asset-backed
securities specifically in Turkey and we
will continue to offer new asset-backed
securities over the coming months.
Our asset-backed securities include
our consumer finance receivables; we
have a separate consumer finance
company which is subject to banking
regulationsin Turkey. Currentlyitisthe
largest consumer finance company
interms of customers. We often use
domestic market for shorter-term
borrowings, especially for consumer
finance and working capital, and we
use international markets for longer
termborrowings. We are hedging our
liabilities in international markets back
to the Turkish lira using derivatives
like cross-currency swaps.

Local funding sources are scarce for
telecom operators in our region. Telecom
and infrastructure companies usually
borrow onlonger tenors because their
investments are long-term. Local banks
tendto provide local currency funding
with a maturity nolonger than ayear.
Thus, we must finance ourselves in
hard currency from different sources
such as international banks, export
credit agencies and the debt capital
markets, which typically provide longer
term funding.

At Turkcell, we prefer toborrowevenwhen
we are not really in need of financing if
conditions are favourable, which resultsin
greaterinterest from potential financiers
and thus much better cost and tenor
alternatives.

ﬂ Bonds & Loans: Turkcell recently
signed its first sustainability linked
loan agreement with BNP Paribas.
What were the proceeds of this loan
used for? Are you looking to do more
green financing dealsin the future?

Osman Yilmaz: The Sustainability
Linked Loan agreementwith BNP Paribas
shows Turkcell'sintentiontoincorporate
sustainability concernsintoits financing
strategy. Thisthree-year termloan of
EUR50mn has further strengthened
ourleading positionin the loan market
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with our first-ever sustainable corporate
finance transaction. We are continuously
looking for alternative funding options,
especiallyin sustainable finance, to not
only diversify our sources butalso to
achieve greater corporate governance
and transparency.

The agreement includes a few KPIs
such as electronic waste recycling,
solar energy use and a reduction in
paper consumption. We also aim to
reduce environmental effects at Turkcell
through our digital services and we
build ourinfrastructure with the future
of climate and environmentin mind.

As partofour transition towards becoming
adigital operator, our digital publishing
app 'Dergilik’ prevents thousands of trees
being cutdown by enabling customersto
read magazines and newspaper online.
Turkcell'ssmart agriculture Internet-
of-Things device Filiz allows farmers to
use water resources more efficiently.
Furthermore, we continuously track our
carbon footprintto fight climate change
and aim to lower carbon emissions
through theincreased use of renewable
energy in business processes, while
focusing onenergy saving with process
improvements to reduce waste.

Turkcell also built the Turkish Republic
of Northern Cyprus'sfirstsolar power
plantwhich will prevent 906,000,481
kg carbon emissions within ayear. In
addition, Turkcell's energy subsidiary
Enerjicell has opened its first solar
power plantlocated in Adana. In the
future, we are planning to increase
the number of solar power plants we
operate, particularly to power our
headquarters.

We intend to preserve natural resources
for future generations and create value for
our customersin asustainable manner.
In this sense, sustainability practices
areattheheartof our corporate social
responsibility projects.

ﬂ Bonds & Loans: What is the biggest
constraint or challenge facing the
Treasury department at the moment?

Osman Yilmaz: Asliquidity continues
totighten around the world, the main
challenge faced by financialand money
managersis to manage their liquidity.

As such, our priority is to maintain
a robust liquidity profile as well as
preventing our balance sheet from
FXand interest rate fluctuations. As
such, we have established a hedging
strategy with three pillars.

The first pillaris FXrisk management
and interest rate management. As an
emerging market telecom operator
more than two thirds of our capital
expenditures are in hard currency
investments, and our revenues are
around 95% local currency. This creates
a mismatch which we eliminate with
the help of derivative products such as
cross-currency swaps and hedging tools.

The second pillar is liquidity risk
management, which is particularly
relevant given theincreasingly challenging
funding environment. We always hold
substantial amounts of cash sufficient
to secure out short-to medium-term
debtpaymentneeds. For example, today
the cash balance we have is sufficient
to cover threeyears of debt servicing,
even without any further borrowing
and even during the most depressed
financial scenarios.

The final pillar, which is particularly
pertinent in countries like Turkey, is
inflationary pricing. This creates natural
hedgingtools and opportunities within
balance sheets.

Fluctuations in foreign currency can
be seen asanother challenge for many
industries at the moment - Turkcell,
however, has exhibited strongresilience
tothese fluctuations and has delivered
robust resultsthanks toits solid business
model.

ﬂ Bonds & Loans: With conventional
bank funding becoming more difficult
toaccess, are youlooking at alternative
lenders, suchas ECAs, to plug this gap?

Osman Yilmaz: We are indeed
looking for alternative sources in the
loan and capital markets. For instance,
Turkcell has utilised ECA financing
from time-to-time and very recently,
in February, we signed a 10-year loan
agreement of USD150mn covered by
the Swedish Export Credit Agency
(EKN) and funded by SEK. We are also
working with other suppliersinorder



to benefit from their home countries’
policy banks - ECAs, development
banks, multilaterals and the like, which
traditionally provide financing at very
competitive terms. Debt capital markets
is another reliable funding source for
Turkcell, as evidenced by our two 10-year,
USD500mnissuancesin2015and 2018.

At Turkcell, we are confident that our
approachto fundingis coherentand
strategic - when market conditions
are favourable, we can take swift
action. With risk premiums currently
very high, we intend to ensure that
Turkcell's growth plans remain fully-
funded through cost-effective short
and long-termloans.

m Bonds & Loans: What is the mix
between local and hard currency
fundingat Turkcell currently? Are there
any plans to tweak the proportions
over the coming quarters given the
ongoing volatility?
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Osman Yilmaz: Thevast majority
of our borrowingisin hard currencies -
competitive, long-term, local currency
fundingis notavailable. This haslongbeen
atypical problemfor Turkish corporates as
thelocal banking systemrelies primarily
onshort-term deposits. This mismatch
inevitably pushes corporates seeking
long-term funding to borrow in foreign
currency, whichis available at a lower
costandinlongertenors. However, even
though Turkcell predominantly borrows
inforeign currencies, we give utmost
importance to managing our open FX
position properly. Our Board of Directors
hasalready setat USD500mn limit on
Turkcell'sopenforeign currency position,
which is being closely monitored on a
monthly basis. Our Q119 net foreign
currency position was UsD216mn long
thanks to our hedging arrangements
and foreign currency reserves.

m Bonds & Loans: How are you
managing your exposure to FX swings?

Osman Yilmaz: Macroeconomic
and political uncertainties in global
markets are affecting global risk
appetite and pose significant risks
for companies carrying FX assets and
liabilities on their balance sheet. We
closely follow currency and interest
rateriskon our balance sheetand take
relevant measures before risks manifest
themselves. Recent fluctuationsin the
global financial markets allowed many
companiesto discover theimportance
hedging strategies. This is one of the
mostimportant features distinguishing
us from other companies.

In addition,advance payment
agreements with our suppliers also
help us manage our FXrisk effectively.
At Turkcell, we also give importance
tolocal currency trading which was
initiated in 2017. Trading in local
currency with some of our suppliers,
we are able to eliminate the foreign
exchange risk.
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Africa

Buoyed by Low
Global Rates,
African Sovereign
Bond Sales Rise -
But Debt Capacity

Hasn't

n May, Kenya became the latest African sovereign to take advantage of relatively subdued
global rates and tap international bond investors for fresh funding, but a closer look at
debt sustainability metrics suggest the country, and some of its peers, may be slowly
running out of room to borrow.

The EastAfrican nation’s latest Eurobond
issuance -split between a 7-year and
12-year tranche that both priced 50
basis pointsinside initial price thoughts
-raised USD2.1bn for the Treasury and
sawthebooksreach USD9.5bn at their
peak, according to a statement from
Treasury Cabinet Secretary Henry
Rotich, who described the response
as “overwhelming.”

Afund manager who participated with
deal says the government exercised
prudenceintheend, droppinga31-year
weighted average life tranche after
investors asked for a steeper concession.

“Thetransaction was all about pricing,”
the fund manager says.

“Investors also understood the authorities
were under a bit of pressuretorefinance
their USD750mn June 2019 maturities...
They missed an opportunity to issue
cheaper”

The country plans to raise up to
USD3.2bnintheinternational markets
and approximately KES289.2bn during
the nextfiscal year startingin July.

www.BondsLoans.com

Underpinningthe transaction’s success
was Kenya's solid growth story. On the
back of improving weather conditions,
which boosted electricity production
and agricultural output, GDP rose at
anenviablerate of 6% in Q4 2018 and
deficit projections have fallen from 6.1%
of GDP to 5.6% for the forthcoming
fiscal year.

Thetransaction also comes atatime
when, for many, the benign interestrate
outlook, blended with relatively low
rates prevailingin the US and Europe,
is creating new opportunities to tap
international capital markets up to
six months after what was already a
record year for Eurobond issuance out
of theregion.

Debt is Rising

Between 2013 and 2017, countriesin
Sub-Saharan Africa (excluding upper
middle-income countries)issued a total
of USD4.5bn annually at an average
issuance size of USD1bn, according to
datafromthe World Bankand Bloomberg,.
In 2018, more than USD17bn of bonds
atanaverage issuance size of USD3bn
were placed by governments in the

region, and on top of securing near
record pricingin some cases, several
countries - Nigeria, Céte d'lvoire, and
Kenya - were able to extend maturities
on their debt outto 30 years.

Withits mostrecentissue, Kenya now
joins Benin, which madeits international
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debutin March and raised EUR500mn
in notes maturing 2026 with a coupon
of 5.75%, and Ghana, which inthe same
month raised USD3bnin notes spread
acrossthreetranches (2027s at 7.875%;
2032sat8.125%; and 2051s at 8.95). The
region’s pipeline is expected to swell to
make room for other sovereignsto come
to market, including South Africa, which

recently saw incumbent President Cyril
Ramaphosaandtheruling ANCretain
their majority in national elections; the
country’s National Treasury maylook to
capitalise on positive market sentiment
by raising up to USD2bn - a third of
its external borrowing requirements
over the next few years - in a fresh
bond sale.

Africa

Other borrowers have sought fresh,
sizable funding in the loan markets,
where some highly liquid banks -
particularly European lenders - are
competing hard for tenders.

In March, Cote d'lvoire revealed itwould
optto raise up to XOF500bn (approx.
UsbD854mn) in offshore loans with
commercial banks, deferringinitial plans
to place Eurobonds and euro-linked
notes untillater thisyear or 2020 at the
earliest. The Republic of Angola in April
began negotiatinga EURTbn loan with
Deutsche Bank, the proceeds of which
would go towards “stimulating the private
sector”, accordingto a statement from
the Office of President Jodo Lourenco.

“There is still robust appetite for
sovereign debtout of Africa, particularly
for the highly-rated credits,” says one
London-based syndicated loan banker
who covers Sub-Saharan Africa (SSA).
“Butliquidityisn't available to everyone.
Banks are selective.”

The World Bank says debt accumulation
inthe regionisrisingtoworrying levels.
Median debt-to-GDP in the SSAregion
more than doubled from an average
0f 24%in 2012 t0 53%in 2018; during
the same period, publicly guaranteed
debtasapercentage of GDP grew from
18% to over 27%.

Italso believes the changing composition
of thatdebt should raise concerns over
debtserviceability. Between 2010 and
2017, the share of SSA publicdebt made
up of commercial bankloans, bonds and
bilaterallending from non-Paris Club
member countriesincreased 5%, 10%
and 6% respectively while the share of
Paris Club member countryloans and
concessional loans from multilateral
lenders dropped 9% and 12%.

At the sametime, average growth since
2010 has largely trended downward,
droppingfrom just over 6% to between
3% and 4%-marginally better than global
growth, which has largely remained
within a narrow band of 2% to 3.5%
over the same period.

Ashift towards greater reliance on more
expensiveinternational liquidityis partly
asymptom of these countries'efforts to
deepenintegration with international

JULY/AUGUST 2019



markets; easing off concessional and
donor funding comes with the territory
of market development and evolution.

Perhaps more concerningistheregion'’s
increasing reliance on Chinese loans,
which are often sought by governments in
theregionbecause they can be executed
more quickly than alternatives (i.e. IMF
funding, or bilateral concessional loans
from OECD countries)and often come
with less stringent fiscal and monetary
policy conditions attached.

Chinese lending to Africa has jumped
tenfoldinthe lastfive years, according
to Moody's, and about 20% of African
governmentexternal debtis now owed
to China according to IMF estimates,
makingitthe single largest donor country
for African states. For resource-rich
countries like Angola, the DRC, Djibouti
and Zambia, which have leaned on
Chinese fundingto increase resource
extraction and production and help
ease logistical constraints inhibiting
marketaccess, the proportion of public
debt sourced from Chinais much higher
-insome cases reaching over 70%.

From a creditrisk perspective, the lack
of transparency around the terms and
conditions attached to these funding
agreements makes the outcome of
any sovereign debtrestructuring very
difficult to predict. The nature of the
collateral for many of these bilateral
arrangements is also unclear; in some
ofthese countries, the extentto which
China could seize control of natural
resourcesinthe eventofaloandefault
could have a significantimpact on their
ability to repay other creditors.

Those concerns among others have
started giving African nations pause. The
Kenyan government recently decided
to shelve a planned extension of the
Standard Gauge Railway, a large rail
project connecting the strategically
important Indian Ocean port city of
Mombasa to the Kenyan capital, after
encountering significant delays and
cost overruns. The project has also
been marred in corruption. Leaked
term loan agreements from 2014
between the Export-Import Bank of
China and the Kenyan government,
which controversially includes a waver
onthe sovereignty of assets, have also

www.BondsLoans.com
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servedtostoke localresistancetothe
USD8bn Chinese-funded project.

Latelastyear, Sierra Leonean government
cancelled contracts with Chinese firms
to builda USD318mn airport outside the
capital of Freetown, after the current
President Julius Maada Bio deemed
the project “uneconomical.” The move
came after both the World Bank and
IMFwarned the projectwould impose
a heavydebt burden on the country.

Should We Be Worried?

Thatdepends onwhereyoulook. Cases
of short-term distress, save in a few
instances where economic challenges or
shortcomings are fairly well-known (i.e.
Zambia, Republic of Congo, Mozambique,
Zimbabwe, Sudan), are less prevalent
today than a decade ago -and appear
less prone to regional contagion.

External pressuresare also easing. Global
growth andtightening global monetary
policy, two extremely influential risk
factorsfor SSA, appear to be working
intheregion’s favour - at least for now.
The US Federal Reserve has proven
itselfto be much more cautious about
future rate rises, while analysts are
even beginning to price in rate cuts
in 2020; US growth continues to defy
all odds, jumping to 3.2% during the
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first quarter of 2019, while growth in
the European Union appearsto finally
be lifting off lows of 1.5% seen during
the same period.

Butthelonger-term trendin the SSA
region’s debt sustainability and debt
capacity tells a more ominous story.
Despite the rising prevalence of the
IMF on the continent, debt servicing
costsas a percentage of revenue have
risensince 2010, in some cases by as
much as 24%. The median government
revenue as a percentage of GDP across
theregion has also fallen from 25% in
2011 t0 19.9% in 2018, underscoring
challenges a number of countries
have with fiscal leakage, economic
informality, and ongoing consolidation
efforts, explainsJan Friederich, a senior
director at Fitch Ratings.

“Thereis a fundamental tension between
averyobvious gap ininfrastructure and
social development relative to these
countries'aspirations and needs, andthe
capacity of the revenue base to support
the kind of infrastructure and social
development spending needed. This
isacoherent-and alarming - theme
inalmost every SSA country we rate.”

Africa’sinfrastructure gap is well-known,
and the negative impact of that deficit



will continue to be magnified by climate
change. The African Development Bank
estimatesthe continentis underinvesting
ininfrastructure by as muchas Usb170bn
annually, reducing the region’s potential
output by roughly 2% each year.

Climate shocks, like the drought that
wreaked havoc on eastern Africa in
2016 and sentfood prices skyrocketing,
have become more prevalentinrecent
years, insome cases decimating physical
infrastructure while also weighing
heavily onagricultural outputand power
production. Cyclone Idai, a tropical storm
which made landfallin southeast Africa
in March this year, tore through roads
and waterways while destroying vital
farmlandin Mozambique, Zimbabwe, and
Malawi, killing more than one thousand
people and displacing up to 2.6 million,
accordingto the United Nations.

Political strife - the source of nearly half
of all sovereign defaults, according to
research from Moody's, and a key factor
behind Cote d'lvoire’'s 2011 default -
seemstorestatthe margins, but that
may change as pressures mount in
some countries.

In Cameroon, mounting tensionsinthe
country’s two western Angolophone
provinces, coupled with a conflict with
BokoHaramonitsnorthernborders, have
refocused the government’s attention
onsecurity.In Céte d'lvoire, afractured
alliance between the country’s twolargest
parties could manifestin the form of
rising political violence inthe run-up to
the country’s 2020 elections. Clashes
in Ethiopia's northern Amhara state,
oftentheresult of land feuds between
farmers and attimes cutacross ethnic
lines, have claimed nearly 100 lives so
far this year, while clashes along its
southern border with Kenya are also on
therise. Inthe Democratic Republic of
Congo, alarge backlog of government
arears onwages and pensions has yet
tobe cleared by the country’'s recently
(and controversially) elected leader,
Felix Tshisekedi, following a promise
abandonedbythe previous government,
threatening the country’s stability.

“There are deeper, fundamental issues
that needto beresolved before debt
capacity canincrease,” Friederich says.
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Growthpoint SA Group
Treasurer: Internationalisation,
Funding Innovation in Focus as
SA Economy Stays Soft

hen the economy suffers, real estate is often among the first sectors to feel the
pinch —and South Africa, where growth has stagnated amidst a hitherto volatile
political landscape, is no exception. As the country’s recent election outcome
heralds renewed optimism in the economy, we speak with Dirkje Bouma, Group Treasurer
at Growthpoint Properties Limited, one of the country’s leading real estate companies,
about its approach to funding innovation and generating new revenue streams in a

tough market.

ﬂ Bonds & Loans: What is the outlook
for the property sectorin South Africa
fortheremainder of the year? Whatare
some of the major factors influencing
that outlook?

Dirkje Bouma: South Africa is in
the midst of a challenging economic
environment, stretching some tenants
quite thinly; the fundamentals are weak
atpresent, meaning the demand for real
estateissomewhat subdued. Because
of the lack of growth domestically, the
office segmentisstartingto come under
pressure, while at the same time, the
tough economicenvironmenttranslates
either into consolidation or increased
demand for shared office space, both of
which lead to reduced demand for square
meters. Therehas been overdevelopment
in some metropolitan areas, which has
alsoledtoariseinvacancies.

The retail sector (mall segment) is also
struggling, in large because South
African consumers are currently quite
constrained. Consumer demand s low,
whichis havinganimpacton shopping
centres. The marketis currently highly
saturated, with relatively loose public
town planningrules leading to a number
of competing retail centresin some areas.

One ofthe bright spotsistheindustrial
segment-particularly the areaswhere we

www.BondsLoans.com

focus, suchaswarehouses and logistics.
The segmentis relatively stable despite
occasional spikes in vacancies, but we
benefitfrom exportintothe rest of Africa.

We don't see e-commerce having a
significant impact on the industry
over the next fiveyears, butit's clearly
along-term trend we can'tignore,
especially the opportunities for it
to drive demand for logistics and
warehousing. There are challenges
inthe near term; currently, just 60% of
South Africans have accessto internet,
and withlarge rural populations where
the e-commerce model struggles due
to logistical bottlenecks. But there
is a growing number of e-commerce
companieslookingatlast-mile delivery,and
therehasbeenarisein collection points.

m Bonds & Loans: What are some of
the main strategicinitiativesinplace
for the company and the treasury
department over the nearterm? What
isthe treasury most focused onatthe
moment?

Dirkje Bouma: There arethree main
components to our broader strategy:
internationalisation, optimising and
streamlining our existing South African
portfolio,and adding new revenue sources.
As perourlastreporting period, justover
31% of our assets are located offshore,
and around 23% of our earnings are
generated from offshore sources. Our
ambitionistoincrease those numbers
-butatthe same time maintain balance
sheetstrength. If we are goingto grow,
considering the state of the South African
economy over the next few years, we
need to grow offshore whileimproving
our portfolio locally in South Africa.
Growthpoint Australia, our subsidiary
which islisted in Australia, focuses on
office and industrial assets; we own 65%
ofthatbusiness. We also own 29.8% of
Globalworth Real Estate Investments,
whichis presentin Romaniaand Poland,
and focuses mainly on office property.

As part of our drive to introduce new
revenue streams, we are aiming to build
a R15bn funds management business
overthe nextfewyears. Thisis essentially



acapital-light strategy where we will
raise third-party funding in each
fund, introduce gearing, and where
Growthpoint retains a small stake
but also earns fees on 100% of the
assets under management. These
fundswill all be separate and distinct
to Growthpoint's existing South African
portfolio, either by way of asset type
or geography.

Todate, we have two funds: Growthpoint
Investec African Properties (GIAP)and
Growthpoint Healthcare Property
Holdings (GHPH). GIAP is investing in
commercial real estate in the rest of
Africa, using USD212mn already raised
todate. GHPH s a specialised healthcare
property-focused unlisted real estate
investmentfund focused on acquiring
assetssuchashospitals, medical chambers,
labs, pharma warehouses, and other
healthcare-related propertyassets. The
fund is roughly ZAR2.5bn in size, and
we're looking to grow that.

Third-party property developmentand
tradingwill never exceed 5% ofthe value
of our South African portfolio and any
once-offincome of a non-rental nature,
including tradingand development fees
and profits, will contribute a maximum of
19%t0 2% of distributable income. That said,
as partofunlockingnew revenue streams,
we are leveraging our well-established
property skills to take advantage of the
opportunity to earn development fees
from third parties as an agile partner
forour clients.

Ultimately, the treasuryis most focused
on managing our debt maturities and
securing a lower cost of funding. We
often finance the company through
bullet-repayment structures, and we
wantto maintain a good balance of debt
and equity. Often, we are only able to
secure 3to 5-year financing from banks,
but we have issued bonds allowing us
to raise 10-year money. The weighted
average term of our book is just over
3-years, and one of our strategiesis to
raise thatwell above the 3-year mark. We
are also constantly looking to increase
our unsecured debt - without raising
the cost of debt too much.

Investor relations and relations with credit
ratings agenciesis hugelyimportantfor
us. Our globalscaleratingis constrained

by the South Africa sovereignrating, in
large partbecausereal estatein general
and Growthpointspecificallyis strongly
linked to the performance ofthe South
African economy.

ﬂ Bonds & Loans: Given the state of
the South African economy and the
credit outlook - particularly froman
international funding perspective -
how is the treasury looking at funding
diversification?

Dirkje Bouma: We continuously
explore new pockets of funding. Inline
with our globalisation strategy, we issued
aUSD425mn Eurobondin Aprillastyear.
ltwas alittle more expensive than what
we would find when using our ZAR base
andswappingintodollars, butthiswas a
decisive strategy to ensure we diversify
our debtinvestor base. We alsointensified
ourinternational debtinvestor relations
inlinewith a greater focus on debt capital
markets further afield.

ﬂ Bonds & Loans: You have previously
emphasised theimportance of funding
innovationinachieving the treasury’s
and company's broader objectives,
but how do you approach that in a
downturn?

Dirkje Bouma: We want to stickto
the principle that we don't raise hard
currency funding for our South Africa
ZAR-earning operations for two main
reasons: thefirstisthatwe have exchange
control regulations, which in our case
means thatthereisstrict controlonthe
use of hard currency funding. Further, we
would notlike to service hard currency
debtwithacurrencythatis expectedto
depreciate. We have seen South African
companies financially battling as their
balance sheets andincome statements
werenotcorrectlymatchedfroma currency
point of view. We also have an AAA.za
national scale rating from Moody's, so
we have accessto quite alarge investor
base domestically, both from banks and
the debt capital markets, and there is
stillenoughliquidity available to satisfy
our needs. Localinvestors can only
take up to 25% of their assets under
managementoffshore, buttheresthas
tostayherein South Africa. So we benefit
fromastrongliquidity poolbecause they
can'ttake money out of the country as
easily —infact, these exchange control

regulations were a big reason why the
South African economy was soresilient
throughout the globalfinancial crisis ten
years ago.

Werecentlyissued our maiden inflation-
linked bond, which we were able to swap
backtoan attractive]ibar-linked interest
rate. We believe we are the first South
African REIT toissue aninflation-linked
bond. This speaks totheinnovation: by
issuingan inflation-linked bond, we were
abletotapliquidity poolsthat have currently
no exposure to usand that have limited
exposure to corporates. There seems to
be ashortage of inflation-linked products
inthe South African debt capital markets.
We privately placed R600 millionfor 10
years,wherewewould probably struggle
with avanillabondto raise thisvolume
inthe current market.

ﬂ Bonds & Loans: Growthpoint
became one of thefirst corporatesin
South Africato listagreenbondonthe
JSE. What were some of the drivers of
going green,and what was the company
hoping to achieve by issuing green
vs. conventional? Do you anticipate
more greenissuances in the future?

Dirkje Bouma: Sustainabilityis core
towhatwe do. We have a sustainability
department in Growthpoint, mainly
focusedonthe green building side, but
acrossthe company thereis abigfocus
on sustainability, especially on water
and energy savings. More than 80 of
our properties — accounting for more
than 1 million square metres of office
space-is certified by the Green Building
Council of South Africa and they boast
100-plus Green Star ratings.

We want to play an active role in the
country's—theworld's -transition towards
alow carbon future, in line with South
Africa’s broader climate change mitigation
commitments, and that extendstothe
funding market as well.

When we saw that the City of Cape Town
issued agreenbond, weinstantlybeganto
discusswhether there were opportunities
to link our green building assets with
green capital viathe capital markets. We
did realise that we wouldn't get a huge
funding benefitfromit, butbecause we
alreadyhave the green assets, itwouldn't
be ahuge effortto testthe waters with

JULY/AUGUST 2019



an issuance. We didn't see much of
a pricing benefit, but the marketing
you getout of it - the'tick of approval’
from investors - has enabled us to
get quite a bit of mileage out of the
sustainability journey the company
has taken, and has raised awareness
around the quality of the company’s
fundamentals.

Therewere also diversification benefits.
That greenbond was thefirsttime we
publicly placed 10-year notes in the
market, and we secured reasonably
strong demand. The green factor made
us more confident as we looked to
hit the market and raise funding. It
was also thefirsttime aninternational
investor came into our bond issue, an
investor that had specific objectives
interms of promoting climate change
mitigation.

The challenge domestically is that
therearen'tenough dedicated green
bond funds in Africa and specifically
in South Africa. Many of them focus
on sustainability - like Futuregrowth,

which always wants to see an ESG
or developmental angle, but there
no dedicated green bond funds in
the region. The other challenge you
encounteristhatthe secondary market
for corporate debt in South Africa is
veryilliquid. This also needs to mature.

The green market is developing -
we saw Nedbank recently issued its
debut green bond. The market will
expand, butwe needto seeitdeepen
and broaden; itwould be good to get
greater diversification interms of names.

ﬂ Bonds & Loans: That being the
case, does Growthpoint plan to tap
the loan or capital markets over
the coming year? If so, what kinds
of liquidity pools or markets is the
company looking to tap into?

Dirkje Bouma: We are constantly
looking atrefinancing our loanbook -so
continuouslyinteracting with our banks
on a bilateral basis. We recently did a
bondissue for ZARTbnin April,and we
hopeto do afurther ZAR bond issue

before the close of our financial year
at30June. Tapping the international
bond marketlargely depends on our
internationalisation strategy.

ﬂ Bonds & Loans: To what extentdo
you believe the economy willbeginto
stabilise following the recent election
result? Are there any potential policies
contained withinthe ANC manifesto that
could provide tailwinds for the sector?

Dirkje Bouma: | recently attendeda
conference where President Ramaphosa
was speaking, and it is clear he is
focused on economic growth and
reducing unemployment. To hear
him say “what keeps me up at night
is jobs”isimportant at a time when
the South African unemploymentrate
sitsabove 25%. It's also important for
usbecausereal estateis a barometer
forthe economy -ifitisn'tgrowing, it's
real estate companiesthatareamong
thefirstto feel the affects. The mood
in South Africa is positive and we are
hopingthatan economic recovery will
follow soon.
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Africa

Off the Record in Kenya:
Private Equity, Banking
Consolidation, and a
Blossoming FinTech Sector

he last three years have been tough for Kenyan banks and corporates. The introduction
of the interest rate cap in 2016 sapped liquidity, leaving many corporates deprived
of financing. But the last few years have also seen the blossoming of new liquidity
pools including private equity and mobile lenders, which are beginning to claw market
share away from banks, according to CFOs and bankers who spoke with Bonds & Loans
on arecentresearch trip to Nairobi.

.

Unsurprisingly, the interest rate cap was
afrequenttopicof discussion. Introduced
in 2016 by President Uhuru Kenyatta,
the cap limits lending to 4% over the
Central Bank Rate, with the intention
of making funding more affordable.
Instead, liquidity quickly dried up, partly
due to banks’ inability to accurately
price risk. While access to funding for
large and medium-sized corporates
has beenhindered, SMEs -which make
up around 60% of Kenya's GDP - has
been severely inhibited.

When the cap was implemented, many
were quick to predict that it would
be short-lived. Three years on, the

i ‘1B

cap remains, and a recent motion to
remove it in the National Assembly
was resoundingly defeated.

Still, neither the longevity of the cap, nor
the defeat of arecent bidtoremoveft,
have been able to dent market optimism.
There was a near-consensus during
our meetings with well-placed sources
thatthe cap willbe loosened withina
year. Some pointed to the Nairobi High
Court'srecentruling that the cap unfairly
discriminates against banks. Others
highlighted the fact that the IMF has
demanded the government remove
the cap in order toreceive a standby
facilityinadvance of its next Eurobond

issuance —withoutwhich, capital raising
willbe far more expensive. Many argued
thatthe government’s costly ‘Big Four
Agenda’, whichincludes an ambitious
Affordable Housing programme, will fail
unlessthe governmentallows capital-
intensive sectors such as construction
to borrow more easily.

Untilthe capis changed or removed,
however, banks’ profits will continue to
be squeezed. One banker argued that
whilst banks once made solid returns,
therate cap has cut margins nearlyin
half. Whilst the cost of funds was once
around 3% and banks could lendto an
SME ataround 18%, the cost of funds
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has since climbed to 7% and lending
is capped at 14%.

For many Kenyan corporates, access
to conventional corporate funding
remains out of reach. Thisis particularly
true for SMEs, which make up around
60% of Kenyan GDP. Some corporates
even berated DFlIs, who they argue
offer financing based on the volume
of collateral provided, rather than
the quality of individual projects. The
value of partnering with organisations
capable of extending creditinsurance
is perhaps more crucial than ever, and
one of the driving factors behind the
ascension of firms like Guarantco and
African Trade Insurance (ATI).

Unfortunately for Kenya's borrowers,
theregulation governing pension funds
only serves to exacerbate a liquidity
shortage. Unlisted loans can make up no
more than 10% of a pension fund's assets
under management (AUM). Currently,
unlisted debtonly accounts for around
2% of most pension funds' AUMSs.

Mobile Lending

A cautious banking sector has acted
as a catalyst for a boom in mobile
lending platformsintheregion. Given
EastAfrica’s high mobile penetration
and heavily underbanked population,
the region is fertile ground for the
evolution of digital lending platforms.
While Safaricom has consolidated its
position as market leader - making
up around 64% of all digital lendingin
Kenya - conventional banks have been
aggressively expanding their mobile
lending platforms.

For FinTechs, such partnerships allow
them to optimise their spending
decisions. Safaricom’s agreement
with Kenya Commercial Bank (KCB),
for example, allows them access to
KCB's customer spending data, more
effectively informinglending decisions.
For banks, partnerships like these allow
themtoretain their existing customer
base - even if such ventures are not
immediately profitable.

For traditional FinTechs, partnering with
banksisnolongeraluxurybutanecessity.
Some we spoke with felt that, unless
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traditional digital lenders are notable
to better inform their lending decisions
and bear greater risk (by working with
banks primarily), they will not survive.
Whilst Branch, for example, can lend
atarate of 15%, M-Shwari can extend
creditatrates ofaround 7%. Similarly,
Safaricomis able to access customer
data from the banks it partners with,
supplementingits lending decisions,
whereas some FinTechs rely on metrics
as crude as a potential borrowers'social
media usage.

Private Equity

Thelastfiveyears has seen amassive
influx of private equity firms in East
Africa, with many setting up pan-African
operations in Nairobi. Many pinned
this shift on a generational divide: as
the corporate base has shifted away
froma concentrated number of large,
family-owned conglomerates, many
younger, smaller corporates are more
open to selling-on their businesses
or searching for strategic investors.

Whilst banks tend to offer senior credit,
PE firms tend tofill the gaps, with many
specialisingin sectors where banks do not.
Regardless, the blossoming PEindustry
still offers banks opportunities if they
arewilling to co-investin these funds.
Currently, many smaller corporates see
PE fundingto be a more viable alternative
to conventional bank financing.

Some voiced concern over the sheer
number of PE funds entering the region,
citing alack of viable corporates. Others
highlighted that the traditional five-year
timeframe in which a PE firm seeks to
flip a company is often exceeded in
the region.

The growth of PE has also posed a
problem for the Capital Market Authority's
ambitious Ikuba programme, anincubator
programme intended to guide SMEs
towards becoming listed entities. As
partofthe programme, the CMA aids
corporatesin maintaining governance
standards and assistanceis preparing
the necessary documents for capital
raising. However, some argued that the
project’s goal —an eventual IPO-isa
far less appealing option for capital-
raisingthan turning to the PE market.

Although an array of reasons was cited
for the lack of primary activity in the
bond market, some feel that the CMA's
requirements for market playerslooking
to issue are too high; key thresholds
prescribed by the regulator, such as
gearingratios, arevery strict. There was
muted optimism over the recently created
short-form prospectus, however this
was seen more as a small step on the
roadtowards an active primary market.

Banking consolidation was one topic of
discussion where the regulator received
its share of praise. Following the defaults
of Chase Bank and Imperial Bank,
the CMA sought to raise the capital
requirements for banks. However,
following appeals from some Tier |l
andlll banks, theimplementation of
thesethresholds was delayed, slowing
the process and offering smaller banks
adegree of reprieve.

The Africa-Middle East
Corridor

EastAfricaisincreasingly drawing the
interest of Middle Eastern banks and
investors, according to one source, who
mentioned that several institutions
arelooking to expandinto the region
over the next two to three years.

AYemeniinsurance company and a
large Bahraini bankare amongthose
looking to expand their operations
in the region, whilst a number of
Egyptian banks are eyeing potential
acquisitionsin sub-Saharan Africa.
Whether this newfound interest from
Middle Easterninstitutions will begin
to reshape East Africa remains to
be seen.

It has been a challenging few years for
the East African market, asregional
idiosyncrasies, such as the Kenya'srate
cap, crossfed into broader emerging
market volatility and weak commodity
prices. Butas the economic cycle begins
to bottom-out, itseems unlikely that
East Africa will return to business-
as-usual. In many ways the region is
in flux, with rapidly evolving sectors
such as mobile banking and private
equity alreadyreshaping theregion’s
markets.



Africa

MTN Group CFO Targets Capital
Structure Optimisation in Nigeria and
Ghana as New Opportunities Emerge

outh Africa-based pan-African telecoms operator MTN

Group has been at the forefront of the industry’s transition

towards data-centricity and, in Africa specifically, itis
leading the region’s bid to use mobile technology to bolster
financial inclusion and connect ever greater numbers of users
to the internet. We speak with Ralph Mupita, MTN's Group
CFQ, about the funding strategy underpinning the company’s
bid to make mobile connectivity ubiquitous in Africa.

ﬂ Bonds & Loans: What are some of
the major strategicinitiativesin place
at MTN Group, for the company and
thetreasury?

Ralph Mupita: We are veryfocused
on building the leading digital operator
in Africa and the Middle East. Only one
third of the populationin our marketsis
connectedtotheinternet; also, only athird
ofthe populationis formallybanked or has
accesstofinancial services. Leveraging
our brand and resources, we see and
are executingon an opportunity to play
a meaningful role in delivering digital
and financial inclusion in our markets.

With the release of our 2018 results,
we announced the outcome of our
portfolio review, where we are looking
to simplify the Group, reduce risk and
improve returns. An outcome of the
review is that we looking to monetize
our e-commerce and tower investments,
where we expectto realise ZAR15bn of
proceeds over the next 3 years (Asset
Realisation Programme), excludingthe
IHS tower investment, that at the end of
December 2018 wasvalued at ZAR23bn.

Fromatreasury perspective, we have the
following priorities: Stabilise the holding
company leverage, keepingitwithinthe 2.0x
t02.5xrange; optimize the capital structures
within the company’s subsidiaries, with
afocusonNigeriaand Ghana; shiftthe
mix of holding company debt towards
60% Rand denomination and balance
our US dollar and euro-denominated

debtrange whilstoptimising leverage at
the subsidiary level, where the balance
sheetsare under-levered; and, execute
ontheAsset Realisation Programme to
acceleratethe stabilisation of net debt.

ﬂ Bonds&Loans: Wenote MTN Group's
bid toincrease local ownership of the
Nigerian subsidiary. What's driving
that, and what can the market expect
interms of debtissuance specifically?
Isthereasense of transaction size and
tenor, or certain markets the company
wants to prioritize fundraising through?

Ralph Mupita: MTN Group believes
that the sustainability of subsidiaries is
enhanced by having meaningful local
ownership. We have completed a listing
byintroduction for our Nigeria subsidiary,
where we currently hold 79%. For multi-
nationalfirmssuchasoursthatarelisted,
we have seenthatthefree-floattheyhaveis
approximately 35%. MTN Nigeria's current
free-floatis 21%, and market conditions
being conducive, wewouldlooktodoapublic
offer to get towards the free-float of 35%
and be in-line with the market. Proceeds
fromsucha publicofferwould be used to
further managethe holding company debt
aswellasother capital allocation priorities.

ﬂ Bonds & Loans: What other markets
is MTN looking to expand or pull-back
in? What are some of the key factors
guiding those decisions?

Ralph Mupita: Ethiopiaisa market
thatis ofinterestto the MTN Group, sowe

arefollowingthe developmentsin that
market closely. Atthe rightinvestment
level and related licence conditions,
Ethiopia hasthe potential to be a major
growth market.

n Bonds & Loans: What are some of
the key challenges andrisks facing the
company fromamarkets or fundraising
perspective?

Ralph Mupita: The regulatory
environment will always be challenging
fromanoperations perspective, giventhe
maturity of legislationsin our markets. We
have putin place extensive processesand
controls overthe lasttwoyearstomanage
riskand compliance better. Operatingin
emerging markets meansthat currency
volatility, cash upstreaming challenges and
FXconversionaresome ofthe keyriskswe
needtomanage and mitigate across our
marketsand atthe holding company level.

n Bonds & Loans: What is the most
disruptive forceinthe telecomsindustry
today, in your view?

Ralph Mupita: | see three major
disruptive forces, all of which are
interrelated. Firstly, traditional telco
players like MTN Group are evolving
into digital operatorstodirectly provide
digitaland financial services. Secondly,
low-costsmartphoneswillenablethea
billion more usersto access the power
of the internet and financial services.
Thirdly, the current low cost of data
access, whichisbeingdriven even lower.
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thasnotbeenaneasy 12 months

for Brazil's corporate sector, which

faces a multitude of challenges,
bothinternaland external. Bolsonaro's
victoryinthe elections, though divisive,
atleast provided some reprieve from
the political uncertainty that has
weighed on Brazil's markets in the
run up to the vote. Still, many questions
remain around the direction of policy,
and the new government'’s ability to
push it through congress, as well as
broader shifts in the macro-economic
environment.

External pressures persist. Emerging
market assets have been battered
by US tariffs, prolonged and rarely
successful trade negotiations, and
geopolitical flare-ups that at various
points through the year threatened
to upend the global economy. As a
result, the Brazilian real, like many EM
currencies, experienced significant
volatility in the past year; spooked
by rising FX risk and the increasing
costof borrowing on the international
markets, borrowers and issuers in
Brazil (and indeed through much of
Latin America) have been retreating
to the domestic market, which has
boomed since the start of the year.

www.BondsLoans.com

Corporate CFOs reduced international
debtsalesalmost40%in 2018, partly to
avoid additional expenditure on hedging
againstastrong USdollar. Locally, sales
held steady amid record low interest
rates, marginallyimproved GDP growth
expectations and stillample domestic
liquidity in Brazil, and Latin America
more broadly.

It is in this peculiar, yet promising,
environment that many corporate CFOs,
Treasurersand finance managers found
themselvesin as they convened for an
exclusive roundtable discussion with
Bonds & Loans and HSBCin Sao Paulo
inJune and ahead of the Bonds, Loans
and Derivatives 2019 conference.

Some of the discussions, key themes
and learnings drawn therefrom will
be summarised in this report, which
-we hope - will help other CFOs and
Treasurers navigate a challenging
economic environmentand increasingly
complex funding landscape.

Political Landscape:
Challenging, but Promising
While the consensus among corporate
finance managers was that political
uncertainty diminished tangibly with

the passing of the elections, few of them
have been able to push politics to the
back of their minds entirely. Most of
their concerns currently revolve around
the progress on the reform of Brazil's
pension system. As the revised (and likely
watered down)draft of the proposalis
aboutto be unveiled, many questions
remain unanswered.

How much of the total savings will be lost
torevisions? Willthe draft automatically
include the states and municipalities?
Andwill thisdraftglide through all the

Brazil Corporate Borrowers
Roundtable: Special Report

HSBC Sees Growing Regulatory Capital
Supply out of Latin America

Brookfield Americas Infrastructure
Debt Head Sees New Opportunities in
Telecoms, Renewables



necessaryhoopsand be passed by the
Lower House before mid-year recess?

Furthermore, asone participant pointed
out, much more work will need to be
done beyond the pension reform.

“The government has a big taskaheadin
terms of fiscal targets. The fact that the
fiscal gapis being addressed through
pension reform is a positive factor.
However, the reform - even if passed
- will not be a panacea, but only the
firststep,”said Felipe Bomfim, CFO of
Patria Infrastructure.

Most CFOs agreed that the uncertainty
overreforms hasbeenweighingonmarket
sentimentin Brazil, negativelyimpacting
issuers'ability to secure funding. Butthisis
where the banks-especially international
ones-canintroduce solutionsthatare
tailored totheidiosyncrasies of the local
corporate sector.

“In the big scheme of things, the current
short-term outlook for the economyis
much better than it has been in past
decades; there is less pressure on
balance accounts, and the country’s
long-term prospects are appealing to
investorsworldwide,” added Bomfim.

Infrastructure in Brazil - Next
Steps

According to the World Economic
Forum, Brazil ranks 108th out of 137
countriesinthe“quality of infrastructure”
category, well below even some of its
smaller regional peers. Yetitis thisvery
gap that holds much of the country’s
vast growth and investment potential,
particularly asinfrastructure investors
tend to look for windows of at least
10-15 years for ROL.

“The appalling state of infrastructure
in Brazilis actually a huge opportunity,
especially now, as historically large-scale
infrastructure development programmes
formed abigpartofany post-recession
cyclical recoveryin economies world
over,” Bomfim pointed out.

Thenew government, headed by a“strong
team of regulation and privatization
specialists,”is driving this development;
while this is still a tough market, the
iterative progress on formulating and
reforming regulatory frameworks is
seen as encouraging. IPP, the public-
private linkup initiated in 2016, has
already achieved significant results: of
thetotal of 193 projects picked up by the
programme, 136 have been successfully
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auctioned off and could translate into
nearly USD68bn of investments over
the nextfewyears.

New regulations in this sector will also
have to be part of the government’s
toolkit of fiscal solutions, alongside
pensions and tax reforms, participants
agreed. Inthe meantime, the BRL20bn
(approx. USD5bn)fiscal stimulus package
proposed by the governmentin earlyjune
should be sufficientto revive short-term
growth and preventanother recession.

While the recent surge of activity inthe
local marketsis facilitatinginvestmentin
projects, itis alsoincreasingly the case
thatlocallenders are becoming more
discerning, willing to put capital towards
high quality projects and ventures, but
reluctant to gain exposure to riskier
ones. Butthis creates an opening for
international banks and multilaterals to
provide alternative funding channels.

Innovative structuredfinanceinstruments
could help plug the gap; over the past
year, ECAand IDB-guaranteed wrapped
infrastructure debentures have allowed
some borrowers to secure longer
maturities even in periods of severe
volatility or uncertainty. Itis still seen as
arather exotic, out-of-the-box solution
that is offered by a select few global
lenders, butmay become more common,
particularlyinamore accommodating
regulatorylandscape.
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Latin American Corporates Turn to Local Markets for Debt

The Americas
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Bright Spots Amid Scarce Deal
Flow

The pace of growth in the local capital
markets - often at the expense of
cross-border borrowing - has taken
many participants and observers by
surprise, and remains a key theme in
Brazil's -indeed the wider region’s
DCM spacein recent months. AlImost
40% of the USD140bn in corporate
bondsissuedintheregionlastyear
were denominated in local currencies,
the highest percentage since 2012,
according to Fitch Ratings.

“Now that the cost of funding in BRL
- compared to borrower dollars and
swapping into local currency - has
become so appealing, it makes more
senseforsomeissuerstotap thelocal
markets and take advantage of this
arbitrage,” said Claudio B Matos, Head
of DCM Origination, Brazil at HSBC.

Corporate chiefs participated a spate
ofbond buybacks and local currency
refinancing transactions over the past
three quarters, with one participant
sharing a positive experience in being
able to push sizes and tenors on their
transaction to new levels rarely seen
in previous years.

“Treasury bonds are now less appealing
to local investors compared to four
or five years ago, and we are seeing
banks being more willing to extend
tenors on debentures - from four to

Six years on average two years ago,
to between seven and ten years now.
The cost of issuance has also come
down quite a bitamid historically low
rates, and the country’s investment
index relative to the curve has also
improved,” they noted.

Thatsaid, following the LavaJato scandal,
local banks are really focussing on solid
projects and strong names, which has
the effect of stratifying the market - with
liquidity being channelled towards high-
end corporates, making things more
difficult for high-yield and mid-sized
corporates struggling to source funding.

Top-tier borrowers like Suzano, Ultrapar
andKlabin, have tapped the cross-border
bond markets without much friction
over the past year, but as exporters
they have the advantage of sizeable
dollar-denominated revenues.

These types of corporates have made
aconcerted efforttoincrease boththe
share of their dollar-denominated debt
andthe share of bonds in their overall
debt composition in recent years. In
Suzano's case, withinaspan offive years,
bondswentfrom 10% to 40% of overall
debt, which means the company isable
to access international markets even
during downturns or periods of volatility.

“Over thelast 9 months we've issued
USD3.2bn in USD capital markets
instruments. But it has taken the

I I — 20
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company many years to build up the
reputation to do so, and it's a great
business case for Brazil's corporate
market. We now have the longest average
debtmaturity in Suzano's history, around
sevenyears, and the lowest average
costs,” commented Julio Ramundo,
Corporate Finance Director, Suzano.

Other corporates are finding new ways
of diversifying their investor base; for
example, some are looking to tap Asian
or European funds, but few have actually
sought to access alternative currency
fundingsuchasEUR or]PY asyields have
been less attractive from an investor
perspective thanin USD markets; instead,
Asian and European investors gain
exposureto Brazil's corporate sector viathe
USD markets.

Still, banks are confident that broader
accesstointernational marketwill return
andinthe meantime are encouraging
CFOs and Treasurers to continue
diversifying capital structures and FX
exposure given the right conditions.

“The international markets continue
provide a much deeper wallet for
Brazilian corporates in the long run,
and will come backinto the picture as
the currentflurry of “arbitrage-driven
deals”fades,” Matos concluded.

Commodity Prices, Rates, and
Other Roadblocks

While the current trend towards
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tapping local markets appears to
stretch across the board, challenges
and risks preventing some corporates
from accessing international capital
pools are often sector-specific.

In April, industrial production surprised
to the downside, at 0.3% month-on-
month. Mining and manufacturing
sectors have underperformed, with
the latter expanding a mere 1.1% in
thelast quarter, while coreretails sales
contracted 0.1% month-on-month.

This slowdown is exacerbated by
idiosyncratic challengesin other sectors.
Take the sugars and ethanol sector, for
example, which has been plagued in
recentyears by a double-whammy of
price instability and poor governance.

Over the past few years, sugar has
become extremely cheap, while ethanol,
asacommodity with a strong seasonal
characteristic, saw severe price volatility.
Given the fact that there is no real
futures market for this commodity, the
resultantlack of hedging options leaves
industry giants completely exposed
to the vagaries of commodity trade
- in an already very volatile macro
environment.

Additionally, within the industry there
has for the past decade been a huge
imbalance between the expansion of
sugarcane crushing capacity in Brazil,
ontheonehand, and stagnant growth
in the availability of sugarcane, on
the other.

“The tug of war for raw material means
thatfarmers retain an overwhelming
portion of the margins at the expense
of other production chain participants,”
lamented Treasury Director at Biosev
Carlos Gradim.

Meanwhile, the expanded capacity
has alot of leverage associated with
it, and was hit by price controls and
prolonged bear markets, which led to
anumber of defaults. The four largest
sector players have defaulted in recent
years, presenting an unfavourable track
record to international investors.

Allof this means that remaining market
participants are starting off froma highly
leveraged position, and with investors
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unable or unwillingto treat the sectorin
amorediscerningway, they are mostly
refinancingandrolling over existing debt,
with trade finance-related US dollar-
denominated products as the only real
alternative to the bond markets - which
areinturnchallengingtorollover unless
underlyingcommodity prices improve.

Many of the smaller sector players
have been entirely shut out of the
international markets since 2013, and
haveinstead been forcedto gotothe
bank markets, mostly to borrowin US
dollars, aslocallenders continued to shy
away fromtheindustry. Barring a major
rebalancing of supply chain marginsin
theindustry, or a prolonged rallyin sugar
prices, breaking this vicious cycle will
remain difficult.

What to Hedge? And by How
Much?

Thesetypes of bear markets have an
unpleasanttendencytospreadacross
interdependentsectors: astruggling
agricultural sector tends to undermine
fertilizer, farm equipment and trucking
industry players. Inthe trucking sector
specifically, which for the pasttwo years
has been recovering from a previous
crisis, the focus has been on upgrading
and renewing existing fleets, rather than
investing into additional capacity. But
as the policy landscape continues to
evolve following the new government's
ascension lastyear, the marketis hopeful
thatit will see renewed public sector
support for the agriculture sector.

Likewise, the ability (or lack thereof) to
hedge commodities essential to the

businessis a cross-sector challenge.
In the aviation space, for example, fuel
priceisakey marketvariable, yethedging
100% of thatriskis far too expensive for
airlines. Thatis down to two factors: oil
priceis pronetolarge andincreasingly
unexpected swings, which means a
full hedge could be as dangerous as
no hedge atall; secondly, itis also not
always clear which products need
to be hedged - crude oil, its refined
biproducts or a mix of both?

Some airlines decide against hedging
altogether - thattrend in particular has
beensetby US-based carriers.“Ifnoone
hedges, thenno one willneed to start
hedging when the marketreadjusts,”
explained one CFO. Some airlines
instead choose to do a partial hedge,
often around 30% of fuel purchases,
mostly via a combination of market
derivatives and FXinstruments.

In order to minimize those risks —and
avoid additional FX exposure - some
of Brazil's airlines have avoided the
international markets this year in
favour of bilateral debentures with
banks. Market access windows, while
fleeting, appear more numerous than
those foundintheinternational markets.
Thisis applying some pressure onthe
local banking sector to reduce costs,
particularly asinvestors’interestinthe
local markets heats up.

ESG & Sustainability Potential

Amid the shortage of traditional
fixed income solutions, more and
more corporates are also turning to
innovative alternative funding sources.



ESG-linked borrowing and other types
of sustainable finance is becoming
increasingly prevalent; itis a demand-
driven market, with demand for these
assets far outstripping supply, and
with dedicated portfolio allocations
to sustainable assetsrising every year.

According to a recent study, a total
of 71% of investors believe that asset
values are —or soonwill be —influenced
by ESG ratings, while 31% of investors
have requirementsto reportinformation
relating to environmental or socialimpact
and risk of their portfolios.

While there have been few ESG-linked
transactions out of Brazil, corporates
are increasingly responding to this
surgeininvestor demand by “testing
the waters”in this market. Onerecent
green bondissuer, for example, noted
thatwhile tapping the local green bond
market did not offer them a visible
price advantage, the process also
was also far less complicated than
expected and will be even easier to
replicate, thus laying the groundwork
foran“ESG story” for the company.

The local ESG markets can offer
sufficientlylong tenors and attractive
pricing -insome cases only 30bp wide
of comparable sovereign notes, so there
isnourgent need to access alternatives
inthe international markets.

Other participants observed that,
while there is no clear primary
market advantage, ESG assets tend
to perform better on the secondary
markets, which amountsto anincentive
for issuers and borrowers to issue

Source: Santander

“green” (or “social”) if they want to
maintain market access. Still, other
prospective issuers admitted that
while the improved transparency and
reputational advantages of sustainable
financing are tempting, it remains a
difficult proposition to pitch internally
without a clear cost benefit.

A Glass Half Full - and Filling Up

Itis perhaps atestamenttothe strength
of the Brazilian marketand the resolve
of her practitioners that, despite an
evidentlack of clarity and engagement
from the new administration, a still
fragile macroeconomic environment
and a clouded outlook for emerging
markets andthe global economy -both
shaken by tariffs and trade wars, the
bulk of the corporate financiers that
took partinthe CFOroundtable were
cautiously optimistic about the economy.

While sector-specific challenges continue
to presentthemselves, policy uncertainty
lingers and capital market windows
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open and shut in a blink of an eye.
Top-tier Brazilian corporate names
have established such a strong and
permanentfootholdin the global capital
markets thatinvestors will continue
to pileinto their bonds regardless of
the immediate difficulties facing the
country.

The smalland mid-tier companies, on
the other hand, have indeed found it
more challenging to source funding when
global markets find themselves in the
rougher waters, but have found ways
of adapting their strategies by either
tappinginto the domestic capital pools
or exploring less orthodox alternatives
such as ECA-backed structures or
sustainable finance formats.

“Brazilis always a glass half-full, half-
empty type of situation; but the longer
you wait, the fullerit becomes. After
all, look how far we've come in the
past 15years!”concluded one of the
session’s participants.
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HSBC Sees Growing
Regulatory Capital Supply
out of Latin America

s the first wave of securities issued

under Basel lll rules start to approach

or eclipse key call dates, testing the
market for the relatively nascent asset class,
banks across the Americas are finally coming
to grips with rapidly evolving and increasingly
complexregulatory capital requirementsin
their respective jurisdictions. With new rules
providing regulatory clarifications coming
onstream and legacy capital instruments
requiring refinancing, new supply for additional
Tier 1 and Tier 2 securities - particularly in
the Andean region - should be forthcoming.

Braziland Mexico, which along with Argentina are fullmembers
of the Basel Committee on Banking Supervision, are the
most advanced in terms of Basel lll implementation. The
relevantauthorities in each of those countries adopted the
frameworkin 2013, with both Mexico and Brazil ending their
transitional periods at the end of 2018.

Banksinthese two countrieswere, perhaps unsurprisingly, the
firsttomoveintotheinternational marketstoraise Additional Tier
1(AT1)capitalin abid to top up their non-core capital buckets,
led by Banco do Brasil's USD2.5bn hybrid perpetual issuance
in 2013. Brazil's Banco Votorantim, ltau and Banco Santander,
aswellas Santander Mexico and Banorte, have since followed.

Otherregional lenders-including Caixa Economica Federal,
BBVA Bancomer, Santander Mexico, Banco de Galicia, and
Bancolombia-have alsotapped into the international markets
to boosttheir Tier 2 capital.

Againsta backdrop of incremental regulatory capital supply
growthacrossthe Americasand emerging markets more generally,
investor appeal for these assets has grown substantially -
despite the volatility seen across a broad range of emerging
market assets over the past year — with the sizeable spread
over seniorissuances and broadening understanding of how
theseassetstrade attractinga broad range of fund managers
tothe assetclass.

“Thespreaddifferential between sovereign or even seniorissuances
from the same [bank] can be quite dramatic, which certainly
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lendstothe attractiveness of Additional Tier 1 assets,” explains
Marcelo Tramontina Peixoto, a Sao Paulo-based Latin American
credit portfolio manager at Santander Asset Management.

“These tend to be higher beta-performing assets because
of howintrinsically linked the banking sector and sovereign
performance are, so they can often experience more volatility
than seniorissuances. It underscores the need to ensure
you are comfortable with the risk and understand their
unigue attributes. Credits are obviously chosen on a case-
by-case basis, butin countries like Mexico and Brazil, where
the banks are strong and well-managed, these assets tend
to be quite attractive.”

Varied Adoption Across the Americas Previously
Held Back Supply - But This is Changing

Implementation in Chile, Peru and Colombia, however, has
lagged or varied, which has so far translated into muted
supply of regulatory capitalissuances in these countries.

Progress is being made on these fronts, likely leading to
incremental supply out of the Andean region over the next
two years as banks and investors gain additional clarity
on regulatory requirements, capital treatment and key
contractual triggers, explains Jonathan Gray, a director
in the Capital Solutions Group at HSBC Global Banking
and Markets.

“Regulatory clarity is key for borrowers, especially given the
ramp-up period required to ensure senior management



understand and are comfortable with these instruments’
role in their overall capital structure, and that they are
aware of the benefits these issuances carry compared
with more costly alternatives for raising capital,” Gray says.

“Itis crucial for investors as well, given some of the nuances
around how eachjurisdiction treats elements like coupon
deferralandloss absorptiontriggers. Understanding elements
like the degree of losses that would need to be absorbed
before there would be any principle loss absorption on
these securities; parameters around coupon suspension
andthetriggers for coupon suspension; the distance to the
maximum distributable amounts - and what borrowers
arelegally able to distribute.”

“These are nuanced and specific concerns related to the
asset classthat both borrowers and investors need to be
cognisant of.”

Chile hasyettosetafirm deadline for Basel lllimplementation,
thoughitdid reach animportant milestonein October last
year when the country’s Parliament approved a new and
expansive banking law. Among other things, the new rules
setthe adoption of Basel lll capital requirements for banks,
aligning Chilean capital requirements with international
standards, and will see the country’s securities and insurance
regulator, the Committee for Financial Markets (CMF), lead
the development of standard definitions and models for
understanding risk weighted assets (RWA) and any additional
capital requirements for banks that struggle to mitigate
risks associate with minimum capital requirements.

Colombia began transitioning towards Basel Illin 2011, and
while the regulatory framework for the country's lenders s
fairly robust, with more demanding capital adequacy and
solvency ratios than those found within it, the country still
has some way to go on adopting regulatory standards on
capital conservation, counter-cyclical and systemic buffers.
In May lastyear, the Ministry of Finance and Public Credit
outlined plans for a new five-year transition period for banks
to comply with specified capital requirements, bringing its
banking regulation rules furtherinline with international
standards, starting in 2020.

“Colombian banks’ risk-weighted asset density, which is
the ratio of RWA to total assets, is amongst the highest
globally, due largely to nuancesin the Colombian regulatory
capitalframework. Our expectation is that these lenders
will receive some capital relief on that front, which will - all
things being equal -reduce RWAs and bolster their capital
positions, offsetting some of the capital deductions under
the Basellll framework, and therefore may limit the amount
of common equity Tier 1 capital that these lenders might
want to build over the comingyears,” Gray explains.

Peru's banking regulator, Superintendencia de Bancay Seguros
del PerU (SBS), has already raised capital requirements for
banks in two phases, between 2009 and 2016; in 2016,
the government took a big step forward by establishing
the criteriafor eligible capitalinstruments. However, with
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Basel lll

While its origins date to the mid-1970s, the Basel framework
is atits core an outgrowth of the Latin American Debt
Crisis of the early 1980s, which shifted the attention of
policymakers globally towards minimum capitalisation
standards as a key measure of banking system stability.

Basel Ill, the third iteration of the framework, consists
of standards on banks' capital adequacy, stress testing,
and market liquidity risks, formulated in 2010 and 2011
by the Basel Committee on Banking Supervisionin a bid
to minimise structural and systemicrisks of the kind that
inlarge part exacerbated the credit crisis and brought
global markets to a standstill in 2008, and reduce the
need for state-funded bailouts.

The framework aims to increase the quality, consistency,
and transparency of a bank’s capital base to help them
better absorb shocks and to mitigate the risk of insolvency.
Itintroduces countercyclical buffers to protect banks from
periods of capital stress and macroeconomic events;
strengthens capital requirements and management
requirements around counterpartyrisk; limits the amount
of leverage banks are allowed to accumulate; introduces
new liquidity standards and enhances reporting and
governance standards.

Under the Basel Ill framework, regulatory capital
requirements for banks now consist of the following:

+ Common Equity Tier 1 ratio (CET1 ratio) must be at
least 4.5% of risk-weighted assets (RWA), up from
2% in Basel Il CET1 capital is composed of common
shares and retained earnings

+ TheTotal Tier 1 ratio, which includes Common Equity
Tier 1 and Additional Tier 1 Capital (AT1) must be atleast
6% of risk-weighted assets, up from 4% in Basel ll

+ The Total Capital ratio, which includes Tier 1 Capital
and Tier 2 Capital (T2), must be at least 8% of risk-
weighted assets

details of the calibration of minimum capital requirements
for banks requiring congressional approval, and given the
political volatility experienced in recentyears, any movement
on the regulatory front will likely have to wait until after
the nextelections.

Another area all regional regulators need to address,
and which could give borrowers and investors alike more
comfort, is rules around bail-in bank resolutions, which
unlike jurisdictionsin Europe, the US and Canada, are lacking.

Credit Growth, Legacy Asset Refinancing to
Generate Supply - But Headwinds Remain

The mostinfluential supply drivers for regulatory capital
issuance out of the Americasin the near to medium term
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are likely to be a combination of rising loan growth and
legacy capital instrument refinancing.

Creditgrowth is one of the major headwinds facing domestic
markets in the Americas. With sizeable dips in lending
growth and flatlining or negative economic performance
among some of the region’s larger economies through
much of the latter half of 2018, monetary policymakers
in countries like Peru, Brazil, Mexico and Colombia are
signalling a preference for keeping interestrates on hold
- and where possible, cutting - in a bid to boost growth
and stimulate credit demand.

Thisisinline with a broader monetary policy reversalin
large developed markets like the US, UKand Europe, which
has seen arising rate trajectory shift quite quickly in the
opposite direction.

“Ifeconomic growth doesn't pick up over the next 12to 18
months, we could see loan growth continue to stagnate,
which could lead to lower regulatory capital supply out of
theregion,” Gray says.

Theretirement of legacy instruments as key phase-in dates
approachis also likely to drive regulatory capital supply,
both internationally and, in the event market conditions
are favourable, domestically.

According to Bloomberg data, financial institutions in Brazil
have approximately USD1.3bn and USD18.2bn in legacy
Tier Tand Tier 2 instruments, respectively, outstandingin
the international markets; Flsin Colombia have USD3.3bn
inlegacy Tier 2 instruments; FIs in Mexico have USD4bnin
legacy Tier 2 instruments; and FIs in Peru have USD700mn
and USD2.3bninlegacy Tier 1T and 2 instruments.

These figures do notaccount for legacy capital instruments
placedinthelocal capital markets, which in the future may
not be able to absorb the issuance of loss-absorbing Basel
lllinstruments. Brazilis one country where, over the next
few years, this could become a going concern. Given the
scale of outstanding international market legacy Tier 1
and 2 instruments amongst Brazilian financial institutions,
andtheincreasingly attractive local debt capital markets
inthat country, we may startto see awholesale shiftinto
the domestic market.

At the tail end of 2018, the domestic capital markets [in
Brazil] very much came alive - a function of historically
low domestic interest rates in Brazil and a supportive
inflation environment. But against that backdrop, we've
also seen lenders like Itau and Bradesco issue sizeable
AT1 securities into the domestic BRL-denominated market
instead of comingto the international markets. As long as
the environmentremains supportive, we may continue to
seethe costadvantages of issuing in the domestic market
influencing more borrowers to stay local instead of placing
securities abroad, Gray concludes.
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Additional Tier 1 Capital

In addition to changing the way banks look at the
capital stack, the framework also led to the advent of
new kind of subordinated security - Additional Tier
1 (AT1) perpetual hybrid securities. These perpetual
securities have a minimum 5-year call date from the
dateissued, and are known as contingent convertible
bonds because they contain a contractual provision
that allows them to be converted to ordinary shares
or written-down if a bank breaches its minimum
capital requirements, or if banking regulators believe
a bank has reached a point of non-viability.

AT1 instruments are attractive for banks because
it allows them to meet capital requirements while
limiting capital disbursements (unlike equity shares),
and enables them to defer or even write down coupon
payments in the event capital requirements are
breached.

Apart from their tenor and equity-like characteristics,
they also come with other unique parameters: holders
of AT1 instruments will be paid after holders of Tier 2
instruments; coupon cancellation is not considered
as default on investors' payment; holders of AT1
instruments must absorb losses on a going-concern
basis, for instance, in the event anissuing bank breaches
its minimum capital requirements or reaches the
point of non-viability.

As aresult, AT1 instruments tend to garner higher yields
to compensate for additional risk when compared
with Tier 2 or vanilla senior securities, making them
particularly attractive for investors.

«= Chile === Argentina
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Brookfield Americas Infrastructure
Debt Head Sees New Opportunities
in Telecoms, Renewables

Hadley Peer Marshall, Managing Director of Infrastructure Debt at Brookfield speaks
with Bonds & Loans about managing local currency constraints when investing in
infrastructure in Latin America, and new sectors generating investment opportunities

ﬂ Bonds & Loans: Geographically orin
terms of sector, where are youseeing new
and attractiveinvestment opportunities
emergingintheinfrastructure segment
inthe Americas? What major projectsare
underway or being planned currently?

Hadley Peer Marshall: | primarily
focus on our mezzanine debt efforts,
and within Brookfield we focus on both
North and South America. Within South
America, we focus on Chile, Colombia,
Peruand Brazil. We have been very active
inBrazil, both onthe debtand equity side.

Interms of sectors, we are seeingmore
interestand opportunitiesintelecoms-in
terms of build-outs needed to move and
store data, so datacentres, fibre, and towers.
We continueto see opportunities toinvest
inrenewable energy projectsacrosshydro,
solar,and wind as countries continue to
advancetheir renewable energy target
goals. The transportation and energy
sectors are also very interesting and
continueto presentgood opportunities.

m Bonds & Loans: What strategies or
structures are you seeing borrowers
look more closely at in order to help
channelmoreforeign private investment
into their projects?

HadleyPeer Marshall: Thestructures
tendtobe heavilyinfluenced by the country
inwhich that projectis physically based,
and where the capital is coming from.
There'sno‘onesizefits all’. In general,
we've found itto be fairly straightforward
toinvestinthese countriesthoughthere
are always areas of focus like securing
cost-competitive local currency funding for
the debtcomponentof ourinvestments.

m Bonds&Loans: Thatbringsusnicelyto
our nextquestion. Anumber of countries
wherethereisperhapshighestdemand for

new projects — countries like Brazil, for
instance - tend torely overwhelmingly
onlocalcurrency investmenttofinance
projects. Thiscanbebothchallengingand
costly fromamarketaccess perspective
giventhetenorrequirementsand costor
availability of hedginginstruments. What
doyouthinkregulators, policymakers
and market stakeholder could do to
enhance access for foreign investors
inthese markets?

Hadley Peer Marshall: That's a
fair point — within the context of a
debtfund,itcanbeveryhardtoraise
US dollar funding and then deploy it
in local currencies when thereisn't
a cost-efficient way to hedge. As a
result, we tend to look at deals with
US dollar cash flows, which generally
means we focus on the energy sectors,
and with some exceptions on the
transportation sector.

Asaborrower, we seek debt financings
inlocal currencies to match the currency
of the underlying cash flow, so a strong
local capital marketsisideal for non-US
dollartransactions.

ﬂ Bonds & Loans: How deep or liquid
istheinfrastructure debt spaceinthe
Americas? What do you think can be
done to make the asset class more
accessible for a broader range of
investorsin South America?

Hadley Peer Marshall: When | think
aboutthe USand Canada, thereisadeep
marketon the financing front, but notas
muchliquidity inthe secondary market.
A majority of these transactions trade
verythinly. The documentationis often
immense, and the terms tend to be quite
customized deal-by-deal, so until we
arrive at some kind of system that can
quicklyilluminate the structure and key

trade-offsembedded withinadeal, it's
always going to be a challenge on the
liquidity frontinthe secondary market.

Lookingmore broadly at South America,
fiveyearsago, therewas alot of capital
looking to enter the region. Since then,
we've seen arange of different factors
play outwhich have driven some of that
capital away, especially in Brazil, where we
sawa pullback frominternational lenders.
It feels as though that is now starting
to change. Infrastructure lenders have
become much more thoughtful about
getting back into the South America,
especially given the higher margins that
can be achieved there.

Interms of making these markets more
liquid or accessible, lwould probably
look at some of the things we previously
discussed: simply put, ifit's dollarized
orif cost effective to hedge, it becomes
much easier to finance.

ﬂ Bonds&Loans: Doyouseeborrowers'
increasing embrace of ESG orfocuson
sustainabilityasanelementthatcanhelp
attract more capitalinto infrastructure
projects in the Americas? Is ESG a
differentiatorwhenitcomestocompeting
infrastructureinvestmentopportunities?

Hadley Peer Marshall: For fund
managers, it's extremely important -
we look at it from both an investment
standpointaswellasanasset management
standpointasit'sapartofourbusiness.As
alender, lwouldn't necessarily say there
is less capital for projects that are ESG-
neutralor’‘brown’,butin general, you do
seemore lenders attracted toinitiatives
withastrong ESG component. Inthe United
Statesforinstance, thereisan extensive
listoflenders orinvestorsthatwillfinance
renewables asthey have more appetite
forinitiatives with a sustainability angle.
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Ukraine's PrivatBank:
Bailin' on the Bail-In?

recent court ruling to reverse the National Bank of Ukraine's
decisionto nationalise ailing lender PrivatBank sent the country's
banking system into disarray and even raised doubts over the
country’'s EU ascension prospects. The case, which some see as one of the
firsttest-drives for the post-crisis era EU Bank Recovery and Resolution
Directives, is significant not just for the country’s economy and its new
president, Volodymyr Zelensky, but also for the European bankingindustry

more broadly.

In a potential blow to Ukraine's central
bank, the country’s the Sixth Appellate
Administrative Court in May turned
down the NBU's appeal against a Kyiv
District Administrative Court's decision
to satisfy alawsuit filed by the Cyprus-
based company Triantal Investments
Ltd, controlled by Ihor Kolomoyskyi,
former co-owner of PrivatBank, the
country’s then-largest lender, which
was nationalised in late 2016.

“On 18 April 2019, the District
Administrative Court of Kyivdeclared
unlawful and overruled the decision
to conduct the government-assisted
removal of the insolvent CB PrivatBank
from the market,”the NBU tells Bonds
& Loans in emailed responses to
guestions. “On the same day, the
District Administrative Court of Kyiv
also overruled NBU Decision dated to
13 December 2016, which established
thelistof PrivatBank's related parties.
On 24 May 2019, the NBU filed appeals
against both court decisions. The said
courtdecisions are currently effective
with no legal consequences.”

Accordingtothe central bank’s statement,
the decision to conduct the government-
assisted removal of the insolvent
PrivatBank from the market was made
“in compliance with the applicable law
and supported by the government”
and the National Security and Defence
Council of Ukraine to ensure financial
stability and to safeguard public funds.

“Thelegality of this decisionis obvious,
and there are no legal or economic

www.BondsLoans.com

grounds to reverse it,” the governing
body stipulated.

Still, pending further appeals, the latest
courtrulingessentially meansthatthe
courtis upholding a roll-back of the
nationalization of one of the country’s
biggest private lenders, which came
under state control in 2016 after the
authorities accused it of failing to
implement a pre-agreed financial
rehabilitation program and alleged
thatits shareholder, Kolomoyskyi, was
“fleecing” his own bank. Kolomoyskyi,
in a controversial recent interview
with the FT, called on the country to
default on its debt, which did little to
help Ukraine’s - or his former bank'’s
-reputationamonginvestors and the
international community.

The oligarch and PrivatBank are now
at loggerheads, with lawsuits filed in
Londonand New Yorkamongseveral
otherjurisdictions; the drawn-out case
is unlikely to be resolved soon, but it
isworth addressing its main points of
contentionin more detail.

Suits and Countersuits

In essence, the Ukrainian government
accuses Kolomoyskyiof grand theftin
the management of PrivatBank, which
rendered the bank insolvent, and is
seekinganinternational freeze on and
repatriation of his assets after the bank
required USD5bn in recapitalization
(most of which was sourced from a
previous IMF programme). Kolomoyskyi
countersued the governmentin multiple
international courts, vianumerous SPVs
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and shellcompanies, over the allegedly
unlawful nationalization of his bank,
and is seeking USD2bn in damages.

The matteris complicated further by
the fact that Kolomoyskyi is widely
considered to be the influential figure
behind the country’s newly-elected
president Volodymyr Zelensky, and
some have accused the judiciary of
kowtowingto the country's new leader,
who, they allege, is acting to protect
his mentor and chief sponsor.

The scandal, while far from a resolution,
is already weighing on market sentiment:
following the ruling the ailing bank was
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hit by more than USD300mn of outflows
from deposits across multiple currencies.
Meanwhile, the escalating court battleis
takingafinancialtoll, as nearly 10% of the
bank's operating costs now reportedly
g0 towards coveringlegal fees, which
could undermine the already fragile
banking sector and economy.

“PrivatBank-related litigation will test
the durability of banking sector clean-up
and anti-corruption reforms,” Moody's
Ratings Agency explainsin arecentnote.
“We consider the banking sector clean-up,
including the PrivatBank move, to be
one of the biggest economic reform
successes of the last five years. Any

threat to that progress - such as the
potential that the new president would
interfere in favour of Kolomoyskyi's
appeal of the PrivatBank nationalization
in local courts - would constitute a
serious setbackto the reformagenda.
While not our base case, as we attach
alow probability to such ascenario, it
would have a material adverse impact
on Ukraine's credit profile if it were
to materialize.”

Despite some criticism about execution,
the decision to bail-in the troubled bank
was largely welcomed by the international
community. With much of the IMF's
tranche to Ukraine disappearing down
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therabbit hole of shell companies of the
bank’s previous owners, backtrackingon
the nationalization also risks undermining
Ukraine'sagreementswith the IMFand
future support.

The bail-in was the proper course
of action, in line with EU directives,
argues John Pollner, author and a World
Bank economist, but doing so via a
nationalization was simply one of the
options —including limited bail-ins and
restructurings — and not necessarily
the bestone.

“A less politically charged way to do
this would have been to do the bail-in
and create a so-called bridge bank -
onatemporary basis -thatwould be
state owned, but could be eventually be
transferred backto the private sector;
buttheydidn'tdoit,”admits Pollner.”So
they did the right thing, but question
is, did they doitin the right way?”

How to RescEU a Bank

Inthe aftermath of the 2009 banking
crisisandthe followingimplementation of
the Basel lll framework, there have been
only a handful of cases in Europe where
acollapsing bank had to be rescued -
andnone presented a uniform solution.

Thefirsttest of the newly introduced
bail-in mechanism came 2013, when
Cyprus's two biggest banks were hit
by massive losses from the Greek PSI
and neededto berescued by the state,

Ukraine 3-Year Bond Yield
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with costs estimated at 57% of GDP.
With the federal budget stretched, the
IMF had to step-inand, unsurprisingly,
insist on a solution thatinvolved a bail-in
of the creditors and depositors, with
significant write-offs and a one-time
“deposit levy” on all deposits in the
country’s banking system.

The case also helped to expose some
weaknesses in the new resolution
framework. The first unintended
consequence of the bail-in of uninsured
depositorswas a chaotic development
for the bank’s ownership:in the Cypriot
case, thelargestshareholders turned out
to be politically-exposed oligarchs who
generatedtoxicheadlinesfor many months.
Another more long-term consequence
was the undermining of the Central Bank’s
independence, with multipleamendments
passedthe followingmonths by the Cypriot
Parliament, transferring some power
from the CBCto the government.

Pollner points out that the Cyprus
case had some resonanceinthe CEE
bankingindustry and legal landscape
for two reasons.

First, it demonstrated that in some
countries, major financial institutions
don’t actually have that many
bondholders, so it may be that they
have to spread some of the pain onto
the small and medium-sized deposit
holders, whojust don't have the capacity
to analyse abank’s finances and risks.
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“Is it fair to bail-in those depositors
versus bondholders - who are
likely to be more informed about a
bank’s finances?”

Second, the bond interest rates are
still very deflated in many parts of
Europe, especially those tied to the
Euro, though itis not quite the case
for Ukraine, which largely remains a
high-yield market.

“A bail-in is good to do even as it can
affect smaller depositors, which was
the casein Cyprus where there were not
many bondholders, so they had little
choice but bail-in the depositors. And
technically, a bail-in doesn't preclude
a bail-out, it just means the former
has to happen first before you even
consider the latter,” Pollner says.

“Bail-0Out Dressed as a Bail-In”

Two morerecent EU-based bankfailures
may serve as more apt comparisons
to Privatbank’s rescue: Banco Popular
in Spain and Banco dei PaschidiSiena
in ltaly.

Thefirstaccumulated billions of euros
worth of Spain’s toxic real estate assets
over theyears following the crisis and
had to be rescued after posting a
USD3.5bn lossin 2016. The ailing lender
was eventually sold to Santander for
just 1 euro, while Popular's convertible
bondholders and shareholders took
huge losses (bonds were converted to
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shares prior to the sale), with little to no
impacton the taxpayers or depositors.

The second case presents more of a
compromise. An EU-sanctioned rescue
packageincluded a USD6.6bn"precautionary
recapitalization”hand-out fromtaxpayers,
whichwasnegotiated due to concernsthat
afullbail-incould destabilise the country’'s
struggling bankingindustry. BancodeiPaschi,
inturn, agreed with private investors to
sellEUR29bn of bad debt. Still, some have
criticized the government's half-measured
approach andlabelled the whole debacle
a"bail-outdressed as abail-in.”

PrivatBankthus presents a third major
testof post-crisis regulatory frameworks
and directives. As Pollner points out,
the Ukrainian legislation is adopting
the most part of the Bank Recovery and
Resolution Directives (BRRD), which
were launched in Spring of 2014.

“That is why they implemented the
bail-in - but the devil isin the details,”
he explains.

While a bridge bank may have been
more in line with EU's conflict resolution
toolkit, Ukraine's authorities appear
to have determined that PrivatBank
was insolvent.

The NBU told Bonds & Loansthatits use
ofthe bail-ininstrumentis regulated by
BankRecovery and Resolution Directive
2014/59/EU, which sets the framework
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for recovery and resolution of credit
institutions and investment companies
in EU countries.

“The NBUisworkingtointroduce provisions
of Directive 2014/59/EU in Ukraine's banking
laws with the technical assistance from
the World Bankas partofthe projecton
improving the mechanism for resolution
ofinsolventbanks. In Ukraine, the use of
bail-insisstipulated inArticle 411 ofthe
Law of Ukraine OnHouseholds Deposit
Guarantee System, which provides for
the specifics of the government-assisted
removal of an insolvent bank from the
market,”the monetary authorities noted.

However, that argumentwas rejected
by the courts, whichruled that owners
still had claim to those assets.

Thisiswhere the intersection of banking
and economics becomes hazy, notes
Pollner: “If the property has zero
value as they ran up debt, can it still
be considered an asset? Presumably,
the NBU in this case has the right to
change administration.”

Devil in the Details

Some have argued that the whole
discussion about setting precedent
for post-crisis resolutions is a red
herring because Ukraine has notyet
implemented the EU frameworks, and
the decision to list legal entities that
fall under the bail-in is not aligned
with European standards.

81

79.4
70.2 /1.8

2016

Russia, Europe & Asia

90

80

2018

“I don't quite agree that this relates
to Basel Ill bail-in provisions,” notes
Roman Kornev, Director, Financial
Institutions, Fitch Ratings.“The reason
isthatthese Eurobonds weren'twritten
off duetoabail-in clause, butrather as
asimple case of default.”

According to the expert, there were
two types of notes - both senior and
subordinated bonds - but neither of
themincluded the Basel lll-compliant
clauses, which are not yet present in
anyissuesoutof Ukraine. Instead, the
stated reason for partial write-offs was
that authorities concluded that both
debtobligations and certain deposits
were held by entities thought to be
connectedto the former owners.

“Infact, regardless of thislegal framework,
we believe state support to banks in
Ukraine, sufficientto avertlossesto senior
creditors, should not to be relied on."

The new BRRD guidelines (though
technically not yet implemented in
Ukraine) provision for two possible
conditions for a write-off: either capital
adequacy ratio falls below a certain
threshold, orifacentral bank decides
tointervene for whatever reason. But
theyalsoincluded atransition period,
meaningthatthere are stilllonger-dated
bonds on the market for which those
rules don't apply to - legacy notes
that will over time need to be retired
or refinanced.
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Kornevnotes thatin other CIS markets
the state supportinvarious caseswas
seen as somewhat arbitrary. “Fitch
ceased to differentiate the ratings of
“old"”and"new” style subordinated debt
instruments, [in the case of Russian
state-owned banks] because we took
a view that state support would be
available to both cohorts of creditors
with equal probability.

But in Ukraine, were the case to go
tothe Supreme court - and were the
bondholders towin -the rulingwould
setamuch higher bar forimplementing
any new BRRD-compliant banking
regulations in the country.

Whileitis somewhat puzzling that the
courtisinterpreting propertyrightsasa
legaltitle,and atthe same time not taking
into account the economicvalue of the
assets, the NBU has alternative tools
atitsdisposal. Among other things, it
couldinsertaprovisionaladministrator
torunthe day-to-day of the PrivatBank,
and thus wrest shareholder control
from the owners.

Enough Problems Already

Whether or not the PrivatBank case
proves pivotal for the country's banking
systemisyettobeseen, butitisbyno
means the only challenge. The NBU is
facing an uphill struggle, and is the first
toadmitamultitude of risks surrounding
the economy and its banks.

“Onthe economyside, the biggestrisk
is the slow nature of post-recession
recovery. Growth is subdued, around
3%, and there are lingering risks on
the heavily indebted sovereign, which
is heavily dependent on the IMF and
international aid. The National Bank
of Ukraine is holding the base rate
very high, at 17.5%, which is further
undermining credit market activity,”
Kornev explains.

The overarchingworry for the Finance
Ministryis thatthe entire financial sector
and the economy need to be urgently
reintegratedintothe cooperative processes
ofinternational financial institutions.

“Itis essential to guarantee Ukraine
sufficient financial resources during
the peak repayment of external debt
andrestore the confidence of foreign
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investors,” the NBU notes. “Such
cooperation will promote a stable
macroeconomic environment with
lesser risks for financial institutions.”

According to the NBU, results of a
recent evaluation of the banking
sector’s resilience under a baseline
macroeconomic scenario confirm
that banks are sufficiently capitalized
for now, but Ukrainian banks need to
improve business and governance model
and create substantial buffers—ideally,
beyond the minimum requirements for
Tier 1 capital adequacy (7% as of the
start of 2019) and overall regulatory
capitaladequacy (10%) thresholds set
under Basellll. From early 2020, a capital
conservation buffer of 0.625% is set to
be introduced for all banks in addition
tothe Tier 1 capitaladequacy ratio.

Amongother concernsisthe overreliance
of the sector on predominately short-
term deposits from households and
businesses, whichis prone to shocks. To
mitigate liquidityrisks, the NBU introduced
the new liquidity coverage ratio (LCR)
requirement in December 2018 and
planstointroduce a net-stable funding
ratio (NSFR) requirement in 2020 to
motivate banks to attractlonger-term
funding.

Finally, banks must also continue to
work on reducing the volume of non-
performing loans on balance sheets.
NPL ratio continued to declinein 2018,
although slowly, driven by new retail
lending thatis gradually “diluting” the
existing loan portfolio.

“Banks like Privat and some of its peers
are very active retail lenders, where
the regulations remain fairly soft and
enabling, and high borrowing rates
don'tcompromise fast paced growth
of credit. This is a potential positive
factor for banks' profitability inthe early
cycle, although itis worth keeping an
eye ontherisks arising from this surge
of retail credit,” the Fitch analyst says.

Regulatory and structural problems
also abound, which are being tackled
in cooperation with the IMF.

These include reforming state banks,
with gradual withdrawal of the state
from board selection and a general

reduction in state influence. This is
acutelyrelevantin the PrivatBank case,
with three foreign and independent
members of the new supervisory
board all refusing to take their posts
inJune - ostensibly due to excessively
strict declaration requirements, but,
some suspect, potentially because of a
perceived regressionto poor governance
practice under Zelensky and the return
of Kolomoyskyi.

The second key focus area, therefore,
is developingastrategy and aroadmap
for future privatizations of state-owned
lenders.

And finally, finding solutions to
technical and structural problems,
such as addressing balance sheet gaps,
cleaning-up bad loans and creating
asystem of independent verification
of restructuring terms.

“Butall of these new regulations will take
time to develop and fullyimplement,
and require other fundamental
institutions for support - such as a
strong independent judiciary, land
ownership laws and the like,” Kornev
concludes.

An IMF Weakness?

How the Privatbank fiasco is to be
concluded, what the impact will be
on the country’s banking sector, and
whether ornotitis goingto influence
how bankfailures are resolvedin Europe
going forward, remains to be seen.

However, the case also highlights the
problems-and mayleadto somereforms
-inhowthe IMFapproachesits“rescue
missions”in struggling economies.

“Multilaterals such as the IMF tend
to follow their directives to the book,
butthose are often put together with
large economies in mind, and can be
inappropriate orirrelevant for smaller
ones. Sothisleads to a question: should
Basel IVbe recalibrated for smaller and
less developed countries?”, Pollner asks.

This question may become pertinent
as the global economic cycle heads
downwards, and growing cries for help
from the likes of PrivatBank would
demand a morediscretionary, tailored
and nuanced approach from the Fund.



Case Study: Russian Railways' EUR500mn
Issue is Russia's First Green Eurobond

In May, Russian Railway's issued the country’s second green bond - and the first in hard
currency - by raising EUR500mn in 8-year notes. Capitalising on a warmer funding environment,
as well as the company’s strong track-record in the capital markets, the transaction also
marked the lowest-ever yield on a Russian issuance.

Background

Russian Railways (RZD)is no stranger to the capital markets.
Sinceits debutinthe Eurobond marketin 2010, the state-
run monopoly hasissued across the curve in currencies
including USD, EUR, RUB and CHF. As part of a broader
driveto’green’the company’s operations, RZD is phasing
out older, diesel-powered locomotives and electrifying
its operations. Over the coming three years, it plans to
purchase an additional 1,000 new electric locomotives
atatotal costof around EUR2bn

Transaction Breakdown

The proceeds of the transaction are earmarked to finance/
refinance the acquisition of Lastochka train - an electrical
train dedicated exclusively to passenger transportation, and
whichfalls into the ‘Eligible Green Project’ category of Clean
Transportation under the Green Bond Principles. Financing
the purchase of rolling stock for passenger use exclusively
simplified the process verifying that the transaction is
indeed green, as freight vehicles in Russia are often used
for the transportation of fossil fuels.

Prior to the issuance, Russian Railways sought certification
from the Climate Bonds Initiative, which required third-
party verification of the use of proceeds - in this case,
from Sustainalytics —in order to produce an assurance
report. By obtaining CBl certification, Russian Railways
was able to more effectively market its paper towards
ESG-conscious investors abroad.

Following a three-day deal roadshow in London, Frankfurt,
and Munich, initial price thoughts were announced early
morning London-time on 16 May at approximately 2.500%
for a benchmark transaction. Strong investor interest
- with the order book peaking at EUR1.7bn (over 3.5x
subscription) allowed for price guidance to be tightened
tothe area of 2.375%, before being lowered even further,
toaround 2.150-2.250%.

Riding a wave of investor demand, the issue was launched
the same day. More that 130 accounts participated with the
deal, securingayield of 2.200%, not only reflecting a zero new
issue premium but also achieving the lowest ever coupon
from a Russianissuer and a tightening of 300bp from IPTs.

Around 25% of the bond’s buyers are estimated to be ESG
investors. For exclusively green investors, Russian riskwas a
novelty. Consequently, some were able to participate straight
away, whilst some first needed to go through internal
discussions prior to placing orders.

Deal At A Glance

Deal Type: Green Bond

Format: Reg-S

Issuer:joint Stock Company Russian Railways
Deal Size: EUR500mn

Issue Date: 16 May 2019

Maturity Date: 23 May 2027

Tenor: 8year

Coupon: 2.200% fixed, annual

Re-Offer Price: 100

Bond rating atissue: Baa2 (Moody's) / BBB- (Fitch)
Issue Spread vs Midswaps: MS + 194bp
Governing Law: English Law

Listing: Euronext Dublin

Bookrunners: UniCredit, JP Morgan, VTB Capital
Legal Adviser to Bookrunners: Linklaters

Use of Proceeds: Financing/refinancing purchase
of electric rolling stock

Despite the ever-present threat of sanctions, this did
not weigh heavily on the minds of investors during the
roadshow. As the sanctions regime enters its fifth year,
investors have become accustomed to the new status quo.
Since theremoval of sanctions against aluminium giant
Rusal in April 2018, Russian issuers have enjoyed tight
spreads in the secondary market, following a prolonged
period of volatility.

“This is a landmark transaction. I think it is extremely
important that Russian corporates join the growing family
of green bondissuers, and | think they [Russian Railways]
were the perfect opener - they have a long history of DCM
appearances and they are addressing a‘Use of Proceeds’
categorythatmany greeninvestors are longing for,” added
Antonio Keglevich, Head of Sustainability Bond Origination
at UniCredit.

Asset Managers took the bulk of the issuance (61%), whilst
banks and private banks took a sizeable proportion (39%).

By geography, German and Austrian buyers took the lion’s
share of the paper (34%), followed by Russia (22%), the
United Kingdom (15%), other areas of continental Europe
(14%), Switzerland (11%) and Asia (4%).
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Case Study: Armpower Energy Plant Marks First
Greenfield Project Finance Deal in Armenia

Not only was the transaction a major step forward for private sector participation in
Armenia’s energy sector, but the deal marked the first greenfield energy project financing
in the country. With the involvement of four multilateral development institutions and a
number of investors via the IFC's innovative Managed Co-Lending Portfolio Programme
(MCPP), the total financing cost amounted to USD163mn.

Background

Armenia’s power generation assets include aging thermal
plants, which areinefficientand costly to operate, exacerbating
the country’s dependence on fuel imports.

To address this, the governmentis seeking to revamp the
energy sector; encouraging the installation of cost-effective
generation facilities, whilst decommissioning out-dated
plants and harnessing renewable energy.

ThelFChasbeenactiveinthisareasince 2016, whenitarrangeda
landmark USD140mn financing package for the Voroton Hydropower
Cascade, helping a private operator acquire, rehabilitate, and
operate thefacility. Following its subsequentupgrade, the facility
now has an operational capacity of over 404MW.

Currently expected to begin production in 2021, the 250MW
combined-cycle gas-fired thermal power facility will alleviate a
number of problems Armeniafacesin relation toenergy production.
Becausethe new plantwillbe around 50% more efficientthanits
predecessors, itisnotonlyforecastto reduce the annual cost of
imported gas by around USD2.5mn, butitwillalsoimprove the
reliability and security of the country’s energy supply.

Economicreformsin Armenia, promoted by the World Bank,
have significantlyimproved the financial sustainability of the
power sector in Armenia, thus enabling the IFC and MIGA to
supportprivate sectorinvestment. The reformsresulted inan
unbundlingofthe verticallyintegrated utility, establishmentofan
independentregulator,and improvementofthe creditworthiness
of the off-taker, Electric Networks of Armenia (ENA).

Transaction Breakdown

The project fits into the World Bank Group'’s broader
fundamental efforts to help ensure the construction of a
reliable energy supply in Armenia. Inturn, this will facilitate
access to basic services, economic growth, job creation,
and poverty reduction.

Theinvolvement of the private sector in the transaction, with
the supportofthe IFCand MIGA, also helps to modernise
the country’s power generation capacity, while limiting the
government’s financial obligations.

In order tofacilitate project finance funding, the IFC team
worked toimprove a suite of legal documents supporting the
project by working alongside two successive governments.
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Deal At A Glance

Deal Type: Project Finance

Borrower: Armpower CJSC

Sponsor: Renco Spa

Deal Size: USD163mn

Issue Date: 15 February 2019

Governing Law:

Location: Armenia

MLA: IFC

Legal Adviser to Borrower: Gowling WLG
Legal Adviser to Banks: Hogan Lovells

Use of Proceeds: Support the developmentand
construction of a 250-megawatt combined-cycle
gas turbine power plantin the south of Yerevan

Such an approach - with multilaterals working closely
with the governmentin order to facilitate project finance
agreements - setsa precedentin Armenia for the greenfield
energy projectsin the future.

Due to the novel nature of the project - being the first
greenfield project-financed power plantin Armenia -and
thelongtenorrequired, the IFCas the sole Mandated Lead
Arranger, turned to other development finance institutions.

Through its innovative Managed Co-Lending Portfolio
Programme (MCPP), the IFC also engaged a number of
investor fundsin the transaction. The MCPP is a Syndications
platform, which allows investors to access diversified portfolios
of EM private-sector loans, facilitates entry into the asset
class. Investors looking to access the platform sign an
agreementwith the MCPP outlining the eligibility of assets,
after which the MCPP will build a portfolio mirroring an
IFC portfolio - similar to the way an ETF mirrors anindex.

Intotal, theloans fromthe IFC and the MCPP totalled USD73mn,
with parallel loans committed by the Asian Development Fund
(USD44mn), the OPEC Fund for International Development
(OFID)(USD25.3mn), and DEG (USD20.5mn). MIGA provided
a guarantee of up to USD39mn in order to help Renco
Spa, the Italian developer leading the construction of the
project, to manage non-commercial risks.



Russia, Europe & Asia

Asian Investors Continue to Look
to GCC Despite Rising Geopolitical Risk
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With ultra-low rates becomingthe norm
across many parts of Asia, institutional
investorsare looking further afield for
high-yield opportunities, often turning
to emerging markets.

Enter the GCC. Large bond and sukuk
markets dominated by sovereign and
quasi-sovereign names - which account
for approximately 80% of issuance -
have increasingly drawn the attention
ofboth fund managersandinstitutional
investors across Asia.

That institutional investment base
is large and growing. According to a
report from Willis Towers Watson, a
consultancy, Japanese pension funds

held USD3.05tn worth of asset as of
2017, resulting in an assets-to-GDP
ratio of 62.5%. South Korea also
boasts a sizeable pensions industry,
with USD725bn worth of assets, with
a 47.4% assets-to-GDP ratio. Hong
Kong's pension system, meanwhile,
manages USD164bn worth of assets,
which equalsa41.9% assets-to-GDPratio,
and Malaysian funds hold USD227bn
with a ratio of 73.4%.

But by comparison with many of their
peers, Asian pension funds have
typically been more conservative in
theirinvestmentapproach. Asof 2017,
for example, 56% of total Japanese
pension fund assets were investedin

)

—or Asian investors searching for returns across emerging markets, the GCC has long been considered a
= relatively low-risk, higher-yielding option. But with geopolitical tensions reaching a boiling point, and a
number of GCC states fiscally exposed to oil price swings, former safe havens could become a riskier bet.

P e

bonds, with 30% in equities and the
restin cash and alternative investments
such asreal estate. Australian pension
funds, by comparison, have just 14%
of their assets invested in bonds and
49% invested in equities.

“Historically, the GCC has been a
natural place for Asian investors to
engage with,”argues Todd Schubert,
Managing Director and Head of Fixed
Income Research at Bank of Singapore.
“To a large extent, this is because of
the ligatures with the sukuk market -
thereis alarge Malaysian buyer base
inAsia. Most roadshows from the GCC
will cometo Singapore and other parts
oftheregion.”
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Forrisk-averseinstitutional investorsin the East, the strong
local bid within the GCC - where buy-to-hold strategies
remain prevalent -is an additional benefit, insulating GCC
creditfrom the volatility that often thwarts borrowers based
in other EM jurisdictions. With around 60-70% of all credit
in Asia originating from China, the GCCis a healthy avenue
through which lifeinsurers and pension funds can diversify.

According to one senior portfolio analyst, who handles
institutional funds for a major Taiwanese life insurer, credit
thatisinherently tied to the sovereign is particularly appealing
because of its implicit or explicit guarantee - hence the
preference for the GCC, alongside select Latin American
sovereigns and quasi-sovereigns.

Although GCCdebtis well-received by Asian investors, there
are not enough regularissuers in the GCC to fulfil demand
fromtheeast. In part, thisis because oflocal banking sector
is easily able to provide cheaper funding. But as sovereigns
look to stretch the tenors they seek, they are increasingly
being forced to look externally.

One fixed income analyst at Nippon Life, the largest life
insurance companyinjapan, explained that GCC sovereigns
were appealing, and that over the medium-tolong-termthey
plantolookin greater detail at GCC corporate debt. Currently,
their mandate only allows a relatively slim proportion of their
portfolioto beinvested into the region -though the analyst
noted thatthey are pushinginternally to expand this limit

Thelong-term liabilities borne by Asian institutional investors
are also beginning to dovetail with the longer-dated paper
issued by GCC sovereigns as they continue to grapple with
deficits and wide-reaching reform programmes thatrequire
robust external borrowing.

Growing Heterogeneity

Until around 2014, the GCCwas often viewed as a relatively
homogenous region. But the crash in oil prices exposed
the degree to which economies across the region were
dangerously yet unevenly unbalanced. Since then, as states

have embarked upon ambitious reform programmes (or
didn’t, in some cases), the GCC is viewed with far more
granularity than it previously had been.

Butaccordingto one senior portfolio manager, a number of
Asianinstitutional funds often do notexplore the idiosyncrasies
of GCCdebt; creditratings remain alynchpin of the investment
process, dictating the portfolio selection process to a
large extent.

As geopolitical risksin the Gulf continue to build, itis unclear
whetherthese investors are cognisant of the potential economic
damage on the horizon. One London-based fixed income
analystnoted with alarmthat geopolitical risk was yet to be
pricedinto GCC creditand argued thatitis politics, not fiscal
issues, that poses the greatestissue to the GCC.

Geopoliticsisthe main driver that can potentially derail the
region, Schubertargues.

“If geopolitical tensions continue, then we will see outflows,
not just in terms of buying but also real investment; this
is the wild card. The rhetoric over Iran in recent weeks is
something altogether different.”

“From aratings perspective, the GCC[credit]is cheap; froma
geopolitical perspective, itisfairly valued,”noted another analyst.

Onesenior portfolio manager pointed to a spate of problems
that could destabilise the region further. The murder of
Jamal Khashoggi, rapidly escalating tensions with Iran,
crises of succession in Saudi Arabia and Oman, alongside
broader vulnerabilities to oil price fluctuations and a tepid
real estate sector in the UAE all have the potential to tip the
regioninto crisis.

Whether Asianinvestors, who often lean heavily on credit
ratings in the investment process, will react early enough
to this cocktail of potential threats remains to be seen. In
the meantime, the GCC looks set to remain a sweet spot
for the Asianinvestors looking eastwards.
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13th & 14th November 2019 Shangri-La Bosphorus, Istanbul

__ ,.g: Turkey’s largest capital
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Bonds, Loans & Sukuk Turkey is a unique event that brings together policy makers, issuers and investors. It is
a fantastic platform for exchanging thoughts on key industry trends, debating current & future issues and for
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