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COUNTRY RISK REVISITED

1- From Sovereign Risk…

2- …to Investment Risk

A two-part presentation



COUNTRY RISK REVISITED

1- From Sovereign Risk…
• The historical base of Country Risk

• A typical Buyer’s Credit scheme of the seventies

• Financial ratios often miss the point in country analysis…
• How did it turn sour in the eighties? – the “Sovereign Crisis”

• How did we get out of that crisis? – the “Liberal revolution”

2- …to Investment Risk



WHAT IS COUNTRY RISK ?

Initially, Country Risk characterized three “risk eve nts”: 

1- Non transfer risk , when a country’s Central Bank cannot convert its own 
currency into “hard” international billing currencies: US$, £, � , SF, Y…

2- Confiscation (expropriation, nationalization…) when the host country’s 
government breaches the property rights of a foreign investor. But an exporter may 
also face a risk of “contract repudiation ” and a foreign contractor that of an unfair 
calling of performance bonds , for example.   
By extension, “regulatory risks ” eventually leading to “rampant expropriation”…

3- Non payment by a public entity , when a foreign State (or its enterprises) 
fails to pay its bill or to reimburse its debt – debt moratorium – either by incapacity 
to repay or by unwillingness to do so…



Those three risk events still constitute 
the historical base of Country Risk 

• As called “Political risks ” by the Insurance industry, initially the ECAs of 
the industrial nations exporting to Third World poor countries…

• As called “Fait du Prince ” (an old French legal designation) by the 
Lawyers, meaning it is hard to sue a foreign State and legally impossible to put 
it into liquidation like in the corporate world. Meaning also that it is very difficult to 
predict this type of risk i.e. to give the precise date of the future event as it is 
indeed for any kind of “catastrophe risk” (“Act of God”). 

• As called “Sovereign risks ” by the Commercial Banks, lending to foreign 
governments or to their public enterprises…

Let’s try to understand the logics of Sovereign ris k through an example



ElectroPeru

Thermal Power Unit # 8

Siemens

4 turbines = $ 500 m

DP 20% = $ 100 m

Deutsche Bank
(lead bank)

Buyer’s credit = $ 400 m
10-year loan at LIBOR + 175 b.p.

Hermes
(German ECA)

FRG’s MoF

Sovereign 
Guarantee

In 1976

German Treasury soft 30-year 
loan at 3% interest !

Buyer’s credit = $ 300 m
10-year loan at LIBOR + 175 b.p.

As seen from Peru

An offer 

we can’t 

refuse !!



ElectroPeru

Thermal Power Unit # 8

Siemens

4 turbines = $ 500 m

DP 20% = $ 100 m

Deutsche Bank
(lead bank)

Buyer’s credit = $ 400 m
10-year loan at LIBOR + 175 b.p.

Hermes
(German ECA)

Sovereign 
Guarantee

In 1976

As seen from 
the lenders’

side The question here is less a concern 
about ElectroPeru’s financial strength 
than on Peru’s creditworthiness and 
capacity to repay its present and 
future debt in last resort due to its 
Sovereign guarantees on the loans  



COUNTRY RISK ANALYSIS: the capacity to repay the de bt

1- Debt analysis :       DEBT   - DEBT SERVICE    - FX RESERVES

2- Deficit analysis :  Current account deficit   - Budget deficit   - Saving gap

With widely used country ratios such as:

External debt stock
GDP

Debt service (p+i)
Exports (g+s)

External debt stock
Exports (g+s)

FX Reserves
Imports

SOLVABILITY RATIOS

LIQUIDITY RATIO



BUT BEWARE, FINANCIAL RATIOS MAY MISS THE POINT !

Example 1: Banks’ country risk analysts and rating agencies tell us 
that a DEBT SERVICE RATIO - DSR

i + p > 30%     => turbulence area

Exports g+s > 45%     => hurricane ! 

• Then, how possibly could ALGERIA survive and still honor a debt service 
ratio higher than  80% during  5 years, between  1989 and 1993? 

i + p      .
Exports g+s

= 5 + 6
13

(in US $ billion)
(yearly average)

5  . 
13

• Or HUNGARY that has never rescheduled despite a 56% DSR in 1993-95? 

Does it mean that we may have two kinds of nationalisms ?

But then how can we possibly put this in a ratio or a rating ?
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Example 1: Banks’ country risk analysts and rating agencies tell us 
that a DEBT SERVICE RATIO - DSR

i + p > 30%     => turbulence area

Exports g+s > 45%     => hurricane 

• Then, how possibly could ALGERIA survive and still honour a debt service 
ratio higher than  80% during  5 years, between  1989 and 1993? 

i + p      .
Exports g+s
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5  . 
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• Or HUNGARY that has never rescheduled despite a 58% DSR in 1993-95? 

Does it mean that we may have two kinds of nationalisms ?

But then how can we possibly put this in a ratio or a rating ?

“ What gets counted does not count,
what counts does not get counted”.

Financial ratio analysis
is a necessary part of the 

Country Risk picture, 
but only a part of it…



ElectroPeru

Thermal Power Unit # 8

Siemens

4 turbines = $ 500 m

DP 20% = $ 100 m

Deutsche Bank
(lead bank)

Buyer’s credit = $ 400 m
10-year loan at LIBOR + 175 b.p.

Hermes
(German ECA)

FRG’s MoF

Sovereign 
Guarantee

Now that we have (supposedly) assess Peru’s financi al ratios, 
let’s return to our 1976 buyer’s credit to ElectroP eru

Case # 1: Everything works according to plan 



ElectroPeru

Thermal Power Unit # 8

Siemens

4 turbines = $ 500 m

DP 20% = $ 100 m

Deutsche Bank
(lead bank)

Buyer’s credit = $ 400 m
10-year loan at LIBOR + 1.75%

Hermes
(German ECA))

FRG’s MoF
Sovereign 
Guarantee

Case # 2: 
On the 7th year of the loan, in 1983, ElectroPeru fa ils to repay its instalment

Year 7

Claim paid 
in fact by 

the German 
taxpayer! 

German Government’s 1st move: Diplomacy

German 2nd move: Calling Peru to respect its own So vereign guarantee

Alas, Peru cannot honour its guarantee and declare a  moratorium!



$

t

D
ebt rescheduling

Paris Club
of official creditors

London Club
of private creditors

The Debtor’s country MoF

Rule # 1: when there is a problem, there is a solut ion!

Rule # 2: there is no free lunch!

When necessity knows no law, the rule is to “resche dule” the debt!

Year     7      8        9     10    11

IMF



As you have learned at CERAM, what just happened in  my example 
with Peru took place in most Latin America during t he 80s’…

� This was called the “famous” DEBT CRISIS, a paroxistic materialization of 
Sovereign Risk which did cost a fortune to the West ern taxpayers !

� This has also been referred to as the “Latin American LOST DECADE”

� In retrospect, the latter assertion looks quite wro ng when one considers the 
positive outcome of that crisis .  It did force the Latin debtor countries to adjus t 
their economies formerly based upon a highly protec ted Import-Substitution 
model, an excessive size of the State sector, debt- pulled growth, Welfare-
pushed deficits and M2-fed hyperinflation…

� But, also in retrospect, the Financial community  w as badly shaken then. In 
fact, the traumatism did last quite a while and bro ught various sequels such as, 
for example, the Cooke prudential ratio (Basel I)… A nd you should be aware
that, during the 1984-1987 period, the Banking indu stry came within an ace of a 
catastrophe of great magnitude !   How so ?     

As a matter of fact…



AS YOU NOW KNOW, FINANCIAL RATIOS OFTEN MISS THE PO INT !

Example 2: TWO HIGHLY INDEBTED COUNTRIES (under debt moratorium)  

WITH SAME FINANCIAL RATIOS • External debt / GDP = 80%
• Interests on debt / Exports g+s = 50%

COUNTRY A (Morocco?)

Debt 800
GDP 1000

COUNTRY B (Peru?)

Debt 1500
GDP 1875

Current  account  balances  for  these  two  countries   (normal year) 

Exports 70
-Imports -110
=Trade balance -40

Exports 330
-Imports -230
=Trade balance +100

Services + transfers +50 Services + transfers +30

Interests on debt -60 Interests on debt +180

Current balance -50 Current balance -50
60/70+50=50% 180/330+30=50%

Same financial ratios and same current account deficits => same rating
However, completely different situations :

Country A, as a sovereign 
debtor, is in trouble

The creditors of country B 
are in trouble !



The Liberal Revolution of the decade 1986-1995 look s like
a 3-stage rocket

Stage 1: border opening to foreign products and cap ital  

Stage 2: State deregulation and widespread privatiz ation

Stage 3: Developing local financial markets (debt+e quity) 

Thanks God, instead of repudiating their foreign de bt, Latin American, African 
and Asian countries accepted to play the rules of t he new game in town : the 
LIBERAL REVOLUTION!    A worldwide phenomenon in fact, from Maggie
Thatcher’s England to Balcerowicz’s Poland or Doming o Cavallo’s Argentina…

A real change in paradigm that sacrificed quite a n umber 
of lame ducks on the altar of “ competitivity ” but that also 
fed the trade and financial Globalization…

The slimming of the State size took place either wi th dog-
matism and amateurism, or with pragmatism and clever ly, 
but most of the time with local resistances.

Instead of borrowing Euro$ loans from commercial ba nks, 
Central banks issue bonds in their own currencies w hile 
the widening private sector raises equity on the lo cal SE.  
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LONG-TERM EXTERNAL DEBT STOCK - All developing coun tries 

Multilateral loans Paris Club bilateral creditors Banks' sovereign loans
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HENCE, A RADICAL SHIFT IN THE STRUCTURE OF THE DEBT



TOTAL DEBT STOCK IN 1970
US$ 73 billion (MLT)

12%

42%

6%

12%
3%

25%

Multilateral loans

Paris Club bilateral
creditors 
Banks' sovereign
loans

ECA's Paris club

Sovereign Bonds

Banks' loans to
private sector

TOTAL DEBT STOCK IN 1980
US$ 450 billion (MLT)

11%

17%

44%

8%3%

17%

TOTAL DEBT STOCK IN 1990
US$ 1160 billion (MLT)

18%

19%

36%

13%

9%

4%

1%

Multilateral loans

Paris Club bilateral
creditors 
Banks' sovereign
loans
ECA's Paris club

Sovereign Bonds

Banks' loans to
private sector
Corporate Bonds

TOTAL DEBT STOCK IN 2000
US$ 1960 billion (MLT)

19%

14%

10%

8%

21%
23%

5%



COUNTRY RISK REVISITED

1- From Sovereign Risk…
• The historical base of Country Risk

• A typical Buyer’s Credit scheme of the seventies
• Financial ratios often miss the point…

• How did it turn sour in the eighties? – the “Sovereign Crisis”

• How did we get out of that crisis? – the “Liberal revolution”

2- …to Investment Risk
• Another World configuration – globalization – leads to an extended 
definition of Country Risk 

• Today long-term financing of emerging countries differs fundamentally 
from yesterday’s

• Looking at Country risk as a foreign direct investor

• Another methodological problem with the Scenarios method
•In conclusion: Beware of rating and on pure quantitative techniques to 
evaluate Country Risk



As you can see, the worldwide « LIBERAL REVOLUTION » g ave 
birth to the famous trade and financial « GLOBALIZAT ION »

As you also know, the new era of globalization has produced its own string of 
financial crises, reminding us that crisis is consu bstantial to the market economy 
system. Thus, after the big SOVEREIGN DEBT CRISIS of the eighties, we have 
witnessed the big MARKET CRISES of the nineties, : Mexico – 1994/95; South and 
North East Asia – 1997/98 ; Russia – 1998, Brazil, Tu rkey, and finally, Argentina 
(both “sovereign” and “market”), not to mention ENRO N and some other scandals.

Meanwhile, the analysts have considerably widened t heir definition of country risk. 
Therefore, in addition to the three traditional sov ereign risks (Non-transfer /  
Confiscation / Non-payment by the State & co), we now have :

� The sudden post-bubble fall in asset values (financ ial and real estate market risk)

� Consecutive banking crisis (counterparty risk)

� Sharp currency devaluation (monetary risk)

� Economic volatility (performance risk)

� Domino/contamination effect (systemic risk)

Those “new” country
risks come within the

scope of a very different
configuration of 

international financing 



NET LONG TERM FINANCING TO EMERGING COUNTRIES (1990-2005)
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With a huge difference between Medium-Income and Poor countries…

NET LONG TERM FINANCING TO MEDIUM INCOME DEVELOPING  COUNTRIES 
(1990-2005)
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Let’s take the case of Foreign Direct Investments -FDI

FDI Gross Inflows - all countries (1990-2005)
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In OECD
77%

in DC
23%

In LAC
5%

In 
Middle 
Income

95%

M exico
10%

Brazil
17%

China
28%

All the 
others
20%

7 others *
25%

* The 7 others: Argentina, Korea, Thailand, Russia, Poland, Hungary, Czech Rep.  

Together with China, Brazil + Mexico, those 10 coun tries account
for 80% of all FDI inflows to the Emerging World 

FDI : An extraordinary concentration on very few countries !

Estimates based on FDI received during the 1998-2002 period 
(yearly average in US $ b)

That’s does not leave much for the 120 Less Advance d Countries !



2737

5675

17685

1982 1990 2002

GROSS SALES
(US $ b)

722

1197

2613

1982 1990 2002

EXPORTS
(US $ b)

19375
24262

53094

1982 1990 2002

NUMBER OF EMPLOYEES
(000)

The case of Fortune’s top 500 multinational firms  

Why do Foreign Direct Investors keep away from poor countries? 

Half of World GDP ! 40% of World Exports!

Trade and financial globalization boosts companies’ s ize.  
And, in turn, big multinational companies favor big  markets!



Let’s try to understand direct investors’ motivations…
What they say:  FDI = Capital inflow + productive investment = development 

In fact:               it depends      +         not always             = not so sure !

4 types of FDI :

• Energy, oil, raw materials(rent seeking)

• FDI for the local market(market driven)

• FDI for re-export(cost reduction)

• Privatized public utilitiesthrough BOT,  
BOOM, DBFO (etc)

3 Cost categories :
• Production costs(wages, energy,  
transports…)
• Funding costs(debt/equity ratio and 
local funding Vs. Foreign loans)
• Transaction costs(up & downstream, 
import/export, direct/indirect…)

4 main Risks (as perceived by the investors) :
1) Lack of market  (Is there a market ?)
2) Lack of productive capacities and infrastructures (availability and cost)
3) Monetary risks: devaluation and/or currency inconvertibility
4) Lack of a FDI friendly ‘business environment’ (3 sub-risks)

4a- political stability
4b- legal and regulatory stability
4c- bureaucratic stability (red tape and corruption)



REMEMBER, INVESTMENT RISK DIFFERS FROM SOVEREIGN RI SK

So, please, do not wear the glasses of your banker or of your favorite rating agency to 
look at your Investment risk!   They do not evaluat e the same risk.    Ratios such as 
Debt/GDP – Debt service/exports – FX Reserves/imports  are rather irrelevant to the 
foreign direct investor.  

ON THE OTHER HAND, INVESTMENT RISKS MAINLY CONSIST OF :

• POLITICAL RISKS are seen as  a major obstacle, not so much nowadays  as a risk of 
“hard” confiscation but in as much as commercial law  instability or excessive political 
turmoil may lead to BUREAUCRATIC INTERFERENCES , hindering the FDI normal 
operation and driving it to “rampant expropriation” …

• TRANSFER RISK – i.e. currency inconvertibility -, of course, is another concern for the 
foreign investor as  it prevents him to repatriate profits, but certainly not as much as 
DEVALUATION RISK that might make a mess of the import-export mix of his business 
model…

IN OTHER WORDS      

It looks to me rather inept to have a direct invest or in a given developing country 
relying upon that “ Country Risk Premium” to calculate the I.R.R. of his investment 
project, when in fact this premium is that of J.P. Morgan’s E.M.B.I. as derived from 
this country’s sovereign bond rating.  Ludicrous !



THEN, THE QUESTION IS:
HOW CAN WE EVALUATE INVESTMENT RISK?

If ratings are rather useless and, above all, by es sence unpredictive, what 
tools can we use?

Look at your Corporate Finance manuals, in the Chap ters devoted to 
“ Decision under uncertainty ”, you find a clue: the SCENARIO METHOD

When you face uncertainty, to devise various possib le scenarios is a 
logical endeavor, a quite natural instinct of the h uman mind…

t2



THEN, THE QUESTION IS:
HOW CAN WE EVALUATE INVESTMENT RISK?

If ratings are rather useless and, above all, by es sence unpredictive, what 
tools can we use?

Look at your Corporate Finance manuals, in the Chap ters devoted to 
“ Decision under uncertainty ”, you find a clue: the SCENARIO METHOD
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Multiple scenarios

A

B

t0 t1 t2



The methodological issue becomes: can we probabilize scenarios? 
(as most Corporate Finance authors do)



t0 t1 t2

A

B

Multiple scenarios => Decision tree

The methodological issue becomes: can we probabilize scenarios? 
(as most Corporate Finance authors do)

����

0.1

0.05
0.3

0.02

0.10
1.00

My answer
to this question is:
CERTAINLY NOT

when you deal with
political risk scenarios



TAKE AN EXAMPLE

Two investment strategies 1 2
in a foreign country ($) 800 1000

5-year NPV of investment return
SCENARIO A                                                   +500 +1000
(political continuity )

SCENARIO B -300 -700
(regime change)

Probability

0.8

0.2
1.00 +340 +660

While you may believe that this type of calculation  provides you
with the confort of “ taking the go-no go decision for you ”, in fact 

you have it all wrong : there will never be a “scena rio” with

80% of political continuity + 20% of regime change !!  

Of course, it is completely different in other
fields such as car or life insurance, where, 
indeed, probability calculus is most useful. 



Let’s be honest!

Two investment strategies 1 2
in a foreign country ($) 800 1000

5-year NPV of investment return
SCENARIO A                                                   +500 +1000
(political continuity )

SCENARIO B -300 -700
(regime change)

Probability

0.8

0.2
1.00 +340 +660

The challenge is not to put a necessarily intuitive  probability
on a “ political rupture ” scenario, but instead to “ stress-test ”
your Business Plan with such a scenario, so that yo u prepare
yourself to this adverse event and, by doing so in advance, 
you might take a comparative advantage of it eventu ally!    

“Virtual risk” exercises must 
become the rule in political risk management



Transfer Risk             Regulatory          Confiscation

risks                 risk

Natural disaster risks

Macro-economic risks
Input price, inflation, exchange rate

Counterparty’s  
bank risks

Market & competition risks 

Reputation 
risks

Technological 
risks

Product risks

Credit risks

Operation risks

Liquidity risks

Risk seriousness

Company’s control and responsibility

Another abuse by Country Risk experts is 
to over-extend the perimeter of that risk…

Improperly extended area
Country risk should not be

made responsible for 
everything! 

Country risk
extended area

Narrowly defined
Country risk 



Thus, I invite you to devote more time on qualitati ve and thorough learning of 
foreign host countries rather than on excessive qua ntitative techniques…

Perhaps the appropriate balance lays between those two cartoons :



IN CONCLUSION
• We must be careful not to draw hasty conclusions from highly mediatized 
announcements by S&P’s or Moody’s.   In essence, ratings are comparative 
rather than informative and predictive… Beware of rating agencies that 
yesterday dictated our judgment on others, 
that today dictate how much we are worth
and that tomorrow will dictate why we should all die !       

• There is no way, today or tomorrow, we could synthesize the qualitative 
nature of a country risk into figures and ratios.    Nor should we pretend to 
quantify the unquantifiable or foresee the unforeseeable!   

• Country risk analysis is not an intellectual exercise that tells you not to go 
here or there as a country rating is supposed to do, but the art of telling how 
to go there and what to do if… Risk taking is the essence of business and the 
justification of profit !    

Who will rate the raters ?

This is particularly important in both the banking industry
(with default models) and the insurance business (with political/catastrophe risks).

Thanks God !

Thank you

Jean-Louis TERRIER – CREDIT RISK INTERNATIONAL – cri.jlt@wanadoo.fr


