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A cross-channel spat hetween France and the UK: What do fundamentals really say?

Context

Politicians are not always diplomatic in foreign relations, as Nicholas Sarkozy described David Cameron as
an “obstinate kid” and Christian Noyer promoted a direct competition between France and the UK by
publicly stressing that rating downgrade should apply to the UK before France. The colourful choice of
words and tones crossing back and forth the Channel caught the media’s attention and everyone has
jumped onto the bandwagon to add their input into the increasingly acrimonious debate about which
country is the safer investment destination.

Yet despite all of the commentaries and tables of statistics, no clear majority view is emerging. Indeed many
commentators find it impossible to take a view as each country has its own unique strengths and
weaknesses. Readers are left no better informed about which country is in fact stronger.

Commentators have discovered that ranking countries by comparing their macroeconomic and socio-
political fundamentals objectively and consistently is hard. This analysis is complex due to the number of
factors involved in economic resilience, especially during such turbulent time, and their interactions. The
fundamentals that need to be analysed are very broad, including macroeconomic, socio-political,
regulatory, and even factors such as infrastructure quality and quality of education affect the country’s
economic strength in the medium term. The importance and relevance of factors changes as one looks at
their interactions.

Thus, while most commentators have focused on a few static indicators, such as fiscal deficit, public debt
and current account balance, a more comprehensive analysis should look at not just public debt, but also
banking sector and non-bank private sector debt; the maturity structure of debt; both the level of fiscal
balance and its change; not just current account balance, but what share of current account is financed by
volatile capital inflows and what share is financed by more stable sources of funding such as FDI. And this
is not an exhaustive list that determines a country’s economic resilience.

Hence, there is a need for a systematic approach to objectively account for the factors and their interactions.
Country Insights’ proprietary model, Quantitative Country Analytics, synthesises these factors and provides
a robust system upon which judgment can be made, thus adding crucial practical value to the discussions.

Country Insights has found three common shortcomings in the current debate about the two countries.
These are:

1. Ignoring critical factors, such as total indebtedness or medium-term growth potential, or failure
to look at them consistently. For instance, if one looked at total indebtedness, Iceland’s and Ireland’s
weaknesses would have been identified before the crisis occurred. Country Insights analyses this as
a matter of routine across 174 countries.

2. Failure to appreciate the interaction among macroeconomic fundamentals. For
example, current account and FX reserves, or exchange rate regime taken separately, are insufficient
as such to judge about a country’s external adjustment capacity. One needs to assess multiple
channels of adjustments, including the exchange rate regime, labour productivity growth and labour
market flexibility, as well as take into account current account balance, FX reserves, external
indebtedness and exposure to external price shocks!. Similar logic applies to institutions — not only
fiscal and monetary indicators matter, but also the strength of the banking sector and effectiveness
of political institutions in general.

3. Failure to appreciate the full range of drivers of growth and, in particular, the adaptability
of an economy. As a norm, analysts and commentators look at recent growth rates, and at most look
at the demographics. QCA measures factors from most of the existing body of research on growth:

1 Through export concentration, reliance on mineral exports and energy intensity of the economy.
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demographics, infrastructure, innovation and knowledge-intensity and business environment,
including interaction between some of them, e.g. rewarding countries not just for good demographic
potential, but also for the ability to employ a young and growing labour force.

All of the above are usually too labour-intensive to take into account when doing individual country
analyses. Let us compare France and the UK from this perspective, taking a more comprehensive number of
factors into account.

Reconciling the discourse with fundamentals

Most commentaries to date focus on three particular areas: namely, external adjustment ability and
monetary and fiscal policies. Looking at the macroeconomic indicators in Table 1, the UK indeed scores
worse than France on most macroeconomic indicators — growth, FX reserves, current account balance,
fiscal balance, inflation and overall debt. This is reflected in the UK’s weaker QCA factor scores in Table 2
(Pillar I: External adjustment capacity and Pillar II: Institutional Robustness) and its weaker Sovereign
Risk index. An important factor, which has been widely acknowledged by both markets and the media, is
the UK government’s commitment to cut the country’s huge fiscal deficit — indeed, the deficit has shrunk by
17%, from a huge 10.2% to 8.5% of GDP since end of 2010. In fact, less is being said about France’s record
in consolidating its finances. France’s fiscal deficit went down by the same 17%, albeit from a lower base,
from 7.1% of to 5.9% of GDP. UK’s banking sector is, however, in a better shape than that of France due to
higher capitalisation and lower reliance on wholesale funding.

However, it is the UK’s exchange rate flexibility — which we have seen it use — that gives it a crucial edge
over France in the ability to adapt to external shocks. This earns the UK a higher average score on external
adjustment capacity (see Table 1 for core economic data and Table 2 for the final scoring of economic
resilience of the two countries). Therefore, on the whole, if France and the UK had the same exchange rate
regime, either fixed or floating, in macroeconomic terms France would have been better positioned than

the UK.

Table 1. France and the UK, selected economic indicators*

France United Kingdom

2010 2011 2010 2011
External adjustment related data
Real GDP growth 1.4 1.7 1.4 1.1
Labour productivity growth 1.1 1.4 0.6 0.5
ER regime (QCA score, 1=worst, 10=best) 1.0 1.0 10.0 10.0
FX reserves in months of imports, ratio 2.3 1.0
Current account deficit, % of GDP -1.7 -1.7 -3.2 -3.2
Current account balance not covered by FDI, % of GDP -3.7 -1.6
External debt, % of GDP 198.7 219.8 424.6 400.0
Institutional robustness related data
Consumer price inflation, y-o-y % change 1.7 2.1 3.3 5.1
Fiscal deficit, % of GDP -7.1 -5.9 -10.2 -8.5
Public debt, % of GDP 82.3 86.8 75.5 80.8
Overall indebtedness, % of GDP 338.4 347.8 518.5 528.3
Private sector credit growth, 3y average annual change 2.9 2.2 2.9 1.0
Loan-to-deposit ratio** 1.6 0.9
International claims on banks, % of GDP 42.4 41.7 62.0 64.4
Capital adequacy ratio 12.5 15.9
Medium-term growth related data
Old population to employment (demographic burden), % 39.5 34.0
Labour force participation rate, % of 15+ 56.1 62.2
Youth labour force participation, % of 15-24 41.0 61.4
High-technology exports, % of total exports 23.0 22.6
Employment in knowledge-intensive sectors, % of total employment 40.8 42.5
University-industry collaboration (WEF, O=worst, 10=best) 4.2 5.8
Telecom infrastructure (users per 100 people) 147.3 184.4
Internet (users per 100 people) 71.6 83.6
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Transport (WEF) (0O=worst, 10=best) 6.3 5.9
France United Kingdom
2010 2011 2010 2011
Ease of starting business (rank out of 183) 21 17
Ease of trading across borders (rank out of 183) 26 15
Property rights protection (WEF, O=worst, 10=best) 5.9 6.0
Protection of minority shareholders (WEF, 0=worst, 10=best) 4.8 5.2
Efficacy of corporate boards (WEF, O=worst, 10=best) 5.1 5.3
Ease of getting credit (WEF, 0=worst, 10=best) 3.2 3.0
Paying Taxes - Time (hours per year) 132 110
Paying Taxes - Total tax rate (% profit) 65.7 37.3

Source: Country Insights Research, IMF, BIS, ILO, World Bank and World Economic Forum
* Note that this is not a full list of data used in QCA. ** 2009 data

One crucial factor, however, that the current discourse is missing is medium-term growth potential, which
is more sophisticated than recent observed growth rates. In most respects, whether it is demography and
human resource potential (as seen through demographic burden, total and youth labour force
participation), high-technology and knowledge intensity of the economy, telecom and internet
infrastructure, ease of starting business or trading across borders, the UK has an economy more orientated
towards the creation and growth of business. This makes the UK considerably more adaptable and, in the
longer term, a safer bet than France. This is why on average we score the UK’s investment attractiveness
index — a measure that takes into account both external adjustment capacity and institutional robustness,
as well as medium-term growth potential — slightly higher than that of France, 5.2 vs 5 on a scale from o0 to
10.

Thus, our analysis suggests that in the short term the UK indeed has weaker macroeconomic fundamentals
than France, but its overall investment attractiveness, which takes into account a medium-term view, is
stronger. One should note, however, that both countries’ economic resilience is rather weak, judging from
these scores. In latest QCA scores, France ranks 145% among 174 countries on Investment Attractiveness
Index, while the UK is not far ahead, 135th.

Table 2. France and the UK, October 2011 QCA scores

France  United Kingdom

Exchange rate regime adjusted for labour costs and productivity (Macrofinancial adjustment 1.9 8.2
capacity)
External indebtedness 0.5 0.0
Reserve buffer 3.2 1.5
Current account 6.4 4.7
Trade vulnerability 10.0 9.2
Pillar I: External adjustment capacity 4.4 4.7
Monetary policy 10.0 6.1
Fiscal policy 3.8 1.6
Total indebtedness 0.7 0.4
Banking sector 4.5 6.7
Government effectiveness and checks and balance 9.0 9.2
Political risk 6.1 6.6
Pillar II: Institutional robustness 5.7 5.1
Demography 0.9 1.9
Human resource potential 4.9 6.7
Innovation & technology 7.8 9.0
Infrastructure 9.2 9.0
Business environment 7.5 7.8
Pillar lll: Medium-term growth potential 4.8 5.7
Sovereign Risk index (Average I-11) 5.0 4.9
Investment attractiveness index (Average I-11l) 5.0 5.2

Source: Country Insights Research
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Figure 1. France and the UK, October 2011 QCA scores, O=worst, 10=best
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COUNTRY INSIGHTS AND QUANTITATIVE COUNTRY ANALYTICS

Our perspective

The established ways of analysing country risk and growth fundamentals have failed most market participants and risk
takers over the last five years. Established analysis is often focused on a limited number of economic variables and therefore is
unable to adequately assess the many complex interrelationships between economic fundamentals. As a result, such analysis is
often too slow to capture rapidly changing broad fundamentals across a country’s socio-economic structure. Country
Insights developed its totally quantitative country analytical model, Quantitative Country Analytics (QCA), to address these
issues.

What does our analysis focus on?

QCA answers three questions:

1. How much risk is a country exposed to?
2. How able is it to manage these risks?
3. What is the growth potential of the country?

It does this by analysing four fundamental aspects of the economy. These are:

1. How exposed is the economy to external shocks?
2. How strong are its institutions?

3. How adaptable is the economy, and how able is it to continue growing?
4. How does the country share the benefits of growth across society?

How is the analysis conducted?

Country Insights believes that analysis should be as objective as possible and always up to date with publically available data.
QCA is a totally quantitative model that replicates the qualitative analysis of its architects, Max Watson and Paul Domjan,
through a quantitatively-driven analytical scoring system. Its uniqueness is not the inputs themselves, but the way that they are
scored.

Technical features

e In-depth analytical reports can be delivered in three working days

e Covers 174 countries in equal depth with quarterly updates

e Recursive model that shows the impact of interactions between different parts of the economy (e.g. productivity
growth, wage flexibility and the exchange rate system all impact on macro-financial adjustment capacity)

e  Methodology is reviewed every six months to capture newly available data and seek improvements

e  Produces one score that is supported by four pillars, 25 factors, 72 sub factors and over 150 data series

e  Cumulatively the model has over 1000 data inputs per country
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OUR HISTORY

Country Insights was spun-off in 2011 from John Howell and Co Ltd, an advisory firm focusing on financial and economic policy
and regulation. Country Insights was established to capitalise on the success of Quantitative Country Analytics (QCA), the
analytical model that drives our research and consulting. QCA was developed in 2007 in response to demand from our investor
clients who wanted a rigorous, consistently, transparent and low-cost means of comparing risk and strength across countries.
Since 2007, QCA has grown to cover 174 countries, with more than 100 types of data for each country. As well as supporting
advice to private equity firms, sovereign wealth funds, asset managers and investment banks, QCA also support policy and
regulatory advice to national and regional governments. We believe that QCA is the most sophisticated and comprehensive
model of its kind available.

We synthesise policy, regulatory, micro and macro economic and financial expertise, which gives us a unique understanding of
the underpinnings of market performance.

Contact details: Oliver Waugh; Email: oliver.waugh@countryinsights.com
Address: 8 Percy St, London, W1T 1DJ, United Kingdom Tel: +44 207 079 9210

Company tel: +44 207 079 9206 Evghenia Sleptsova; evghenia.sleptsova@countryinsights.com
www.countryinsights.com Tel: +44 207 079 9207

Disclaimer: This material is for your private information. It is not investment advice, nor does it represent an offer to buy or sell securities. Country Insights is an
economic research firm, not a licensed investment advisor. It is not a complete analysis of every material fact respecting any country or industry. Analytical
judgements expressed are subject to change without notice. Statements of fact have been obtained from sources considered reliable but no representation is made by
Country Insights Limited or John Howell and Co Ltd or any of its affiliates as to their completeness or accuracy. There is no representation or warranty as to the
current accuracy of, nor liability for, decisions based on such information. The company and its affiliates accept no liability whatsoever for any direct or
consequential loss arising from the use of this report or its contents. This report may not be reproduced, distributed or published by any recipient for any purpose.
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