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Introduction

• On the eve of Angola’s independence from Portugal
• State-owned company Sonangol was mandated to manage the
country’s petroleum & natural gas

• Took over the existing Texaco, Total, Shell and Mobil’s oil works in
Angola

• This is a realization of political risk where government negatively
affects company cash flows or shareholder wealth
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Introduction

• Country risk is a broader concept that encompasses political risk and
country’s economic and financial environment

• Understanding these factors is an important aspect of international
capital budgeting

• Also affects shareholder wealth and is of interest to portfolio
managers

• We consider these risks, how they can be measured, which risks are
diversifiable, and how to manage them
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Country Risk versus Political Risk
Country Risk

• Country risk includes the adverse political and economic risks of
operating in a country

• Labour strikes and social clashes that prevent people from
conducting business activities are considered country risks

• Also affects investors who buy emerging market securities and the
banks that lend to countries

• In international bond markets, country risk refers to any factor that
can cause a borrower in that country to default on a loan

• Narrower risk associated with a government defaulting on its bond
payments is called sovereign risk

• Abilities of private firms and its government to pay off international
debt are usually highly correlated
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Country Risk versus Political Risk
Financial and Economic Risk Factors

• Factors enter sovereign risk analysis:
• Benefit of defaulting on debt to foreigners where the country is
wealthier over short-term

• Cost includes loss of reputation, which undermines its future access
to international capital markets

• Since this cost is large, a country is likely to repay its debt as long as
it generates enough cash flow

• Country could also increase inflation to erode the value of debt
denominated in local currency

• Most developing-country debt is denominated in developed-country
currencies

• Capacity to repay foreign debt depends on the country’s ability to
generate foreign exchange
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Country Risk versus Political Risk
Financial and Economic Risk Factors

• Investors use various economic variables to discriminate between
sound and troubled countries:

• Country’s external debt to its gross domestic product (GDP)
• Country’s debt service payments to its exports
• Country’s imports to its official international reserves
• Country’s terms of trade (ratio of its export to import prices)
• Country’s current account deficit or its current account deficit to
GDP ratio

• These are directly related to the ability of the country to generate
inflows of foreign exchange
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Country Risk versus Political Risk
Financial and Economic Risk Factors

• Ongoing European sovereign debt crisis highlights the importance of
government budget deficits and public debt to GDP ratios as
determinants of sovereign risk

• Investors understand that the liabilities of South African parastatals
may be shifted to government, which curtails National Treasury’s
ability to raise debt

• Factors such as inflation and real economic growth are useful as well
• The better a country’s economic situation, the less likely it is to face
political and social turmoil
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Country Risk versus Political Risk
Political Risk Factors

• Most extreme political risk arises when the host country takes over
an MNC’s subsidiary

• Outright expropriations used to be common in Eastern Europe,
South America and Cuba

• In Tanzania (1967) President Julius Nyerere nationalised banks,
large industries and plantations

• More recently, Venezuela has systematically expropriated foreign
businesses as part of President Chavez’s socialist revolution



Kevin Kotzé 10/47

Country Risk versus Political Risk
Political Risk Factors

• Governments sometimes revoke, or repudiate, contracts without
compensating companies for their existing investments in projects or
services

• Can dramatically change the "rules of the game" with unexpected
increases in taxes, restrictions on hiring and firing local workers, etc

• Governments have at times prevented the conversion of local
currencies to foreign currencies
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Country Risk versus Political Risk
Political Risk Factors

• Inefficient governments can increase a company’s costs of doing
business

• Governments may also be corrupt and demand bribes
• Transparency International (TI) produces an annual "Corruption
Perceptions Index" for more than 180 countries

• Denmark, New Zealand, and Finland were perceived as the least
corrupt countries

• Somalia and South Sudan were perceived as the most corrupt
• South Africa is currently at position 71 out of 180 countries



Kevin Kotzé 12/47

Country Risk versus Political Risk
Political Risk Factors

• TI also compiles information on which companies have the highest
propensity to pay bribes

• Reported in the "Global Corruption Barometer", where
multinationals from Yemen, Liberia and Sierra Leone were the worst

• Australia and Denmark had the least tendency to pay bribes
• South Africa does not fair particularly well on this measure
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Country Risk versus Political Risk
Political Risk Factors

• Legal system is an important factor in determining the overall
quality of its institutions

• Djankov et al. (2003) measure the time it takes to evict a tenant or
clear a bounced cheque in 109 countries

• U.S. and U.K. have the speediest legal systems among the G5
countries

• Uganda, Tunisia, Malawi, Swaziland, and Canada where more
expedient

• Poland and Slovenia, it takes almost 3 years to either evict a tenant
or collect on a bounced cheque
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Country Risk versus Political Risk
Political Risk Factors
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Country Risk versus Political Risk
Political Risk Factors

• Significant MNC losses can occur due to internal civil strife or wars
• Prompted some companies to hire private security firms
• Politics of a company’s home country can affect its cash flows from
foreign operations (i.e. sanctions)
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Country Risk versus Political Risk
The Debt Crisis

• The 1980s Debt Crisis was one of the defining historical episodes
• It holds important lessons for other debt crises
• In 1973 OPEC curtailed production and oil prices increased from
$3.00 p.b. to over $12.00 in 1974

• OPEC countries used income to make loans to international banks
• Banks lent this money to developing countries
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Country Risk versus Political Risk
The Debt Crisis

• Mix of external shocks in the early 1980s and macroeconomic
mismanagement triggered a Debt Crisis

• Anti-inflation central banking, high real interest rates, global
economy in recession, relatively strong dollar, low prices of
commodities, and low demand for the exports of developing countries

• Developing countries faced steep interest payments in dollars when
their export revenues were falling

• August 1982 - Mexico announced that it could no longer make its
scheduled payments

• By year end, 24 other countries had requested restructuring on their
commercial bank debts

• Developing countries subsequently lost access to international
capital for a decade
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Country Risk versus Political Risk
Political Risk Factors
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Country Risk versus Political Risk
The Debt Crisis

• At the beginning banks mistook the Debt Crisis for a “liquidity”
problem

• Thought that economic recovery plus sensible economic policies in
developing countries guided by the IMF would make the debt
problem disappear

• Arranged debt reschedulings and the extension of new credit
• Economic growth did not revive and the debt-rescheduling
agreements failed
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Country Risk versus Political Risk
The Debt Crisis

• Most academics suggest that the developing countries’ reluctance to
repay debts was justified

• Any increase in income will simply be appropriated by the country’s
creditors in the form of higher debt payments

• By 1987 most banks decreased their exposure to high-debt
developing countries

• Many countries started to adopt debt-reducing policies such as debt
buy-backs and debt-equity swaps
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Country Risk versus Political Risk
The Debt Crisis

• Eventually it became evident that many developing countries were
actually insolvent

• Banks were placed under pressure to offer some form of debt relief
to developing countries

• Expansion in secondary market transactions aimed at debt reduction
• IMF and the World Bank were urged to provide funding for debt
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Country Risk versus Political Risk
The Debt Crisis

• The options available to the banks included:
• Buy-backs: debtor country could repurchase part of its debt at a
discount

• Discount bond exchange: loans could be exchanged for bonds at an
agreed discount

• Par bond exchange: loans could be exchanged at their face value for
bonds yielding a lower interest rate

• Conversion bonds combined with new money: loans could be
exchanged for bonds, but banks had to provide new money

• Securitizing the debt into easily tradable bonds, called Brady bonds
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Country Risk versus Political Risk
The Debt Crisis

• Usually conditional on adhering to IMF-supported structural
adjustment program

• Involved economic policy recommendations such as currency
devaluation, the lifting of export and import restrictions, the
balancing of government budgets, and the removal of price controls
and state subsidies

• Provided the impetus to a thriving emerging market bond market
• Hence, sovereign credit ratings have become more important
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Incorporating Political Risk in Capital Budgeting
Adjusting Expected Cash Flows for Political Risk

• Consider a multinational corporation with globally diversified
shareholders

• The discount rate should reflect only international, systematic
(market) risks

• If measure of political risk does not covary with the world market
return, no adjustment to the global discount rate is necessary

• Instead, the company’s cash flows should be adjusted for the
presence of political risk
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Incorporating Political Risk in Capital Budgeting
Adjusting Expected Cash Flows for Political Risk

• Consider the scenario where a company takes out an insurance
policy against political risk

• It would then subtract the insurance premium from cash flows to
account for political risk premium

• Cash flows would then be discounted at the usual discount rate
• In some countries such insurance is even subsidized by the
government

• If a company doesn’t purchase political risk insurance it must show
how its cash flows may be affected by political risks

• See notes for an example
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Incorporating Political Risk in Capital Budgeting
Adjusting Expected Cash Flows for Political Risk

• If the expropriation risk is idiosyncratic, capital budgeting analysis
must be adjusted for political risk as follows:

• Compute the discount rate, r, and future expected cash flows for
period Ct

• Compute a series of expropriation probabilities, pt, for each future
period

• Let
∏r−1

n=0(1− pt−n) be the probability that at time t, there has not
yet been any expropriation

• For an investment of I, compute the NPV as

NPV = −I +

T∑
t=1

Ct

∏r−1
n=0(1− pt−n)

(1 + r)t

• This calculation may need to be adjusted for partial compensation
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Incorporating Political Risk in Capital Budgeting
Adjusting Expected Cash Flows for Political Risk

• When in the presence of
• Infinite cash flows
• Same cash flows every period (C)
• Same probability of expropriation in each period

• The formula then becomes

V = C × 1− p

r + p
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Incorporating Political Risk in Capital Budgeting
Adjusting the Discount Rate Instead of Cash Flows

• As an alternative, one may use a discount rate scaled up to account
for political risk (rather than ajusting cash flows)

• Has been suggested that the discount rate for emerging market
investments should be computed using the world capital asset
pricing model (CAPM)

• However, emerging markets are not yet fully integrated with global
capital markets

• Therefore, it is possible that the CAPM does not capture all
systematic risk factors

• This is one reason as to why it is better to adjust cash flows for
political risk rather than discount rates
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Country and Political Risk Analysis
Country Risk Ratings

• Many organizations analyze the risk factors associated with doing
business in countries around the world and come up with risk ratings
for most countries

• Primary objective of political and country risk analysis is to forecast
losses stemming from these risks for MNCs

• Indicators of political risk include:
• Political stability (for example, the number of different governments
in power over time)

• Ethnic and religious unrest; the strength and organization of radical
groups

• The level of violence and armed insurrections; the number of
demonstrations

• Enforcement of property rights
• The extent of xenophobia (fear of foreigners); the presence of
extreme nationalism

• The different political variables are then weighted and added to
provide one country score

• Such weightings should be adjusted for a particular MNC’s situation,
which is not always possible
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Country and Political Risk Analysis
Country Risk Ratings

• Institutional Investor publishes a biannual country credit rating
based on information provided by leading international banks

• Each country (except their home countries) is graded on a scale of 0
to 100, with 100 representing those with the least chance of default

• Responses are weighted using a formula that gives more importance
to responses from banks with greater worldwide exposure

• Factors to which bankers pay the most attention are its debt service,
its political and economic outlook, its financial reserves, its current
account and trade account balances with other countries
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Country and Political Risk Analysis
Country Risk Ratings

• Economist Intelligence Unit (EIU) encompasses four types of risk:
political risk, economic policy risk, economic structure risk, and
liquidity risk

• Political risk component includes political stability (war, social
unrest, ...) and political effectiveness (bureaucracy, ...)

• Other categories use opinions of country experts and objective
economic statistics

• Economic policy risk considers fiscal and monetary policy
• Economic structure risk considers growth, savings, debt structure, ...
• Liquidity risk considers the imbalance between a country’s assets
and liabilities
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Country and Political Risk Analysis
Country Risk Ratings

• Euromoney provides an overall country risk score based on nine
individual variables

• Two most important indicators, are political risk and economic
performance

• Political risk assessment is based on scores by country experts and
banking officers

• Economic performance variable combines information on financial
stability, budget deficits, unemployment, and growth
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Country and Political Risk Analysis
The PRS Group’s ICRG Rating System

• PRS produces the International Country Risk Guide (ICRG) monthly
and the Political Risk Yearbook

• Available since 1980 and based on 22 underlying variables
• Political risk measure is based on 12 different subcomponents

• Depends on subjective information where ICRG editors assign points
from questions for each risk component

• Bekaert et al. (2005) show that these are highly correlated with
other assesments, although there are some important differences
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Country and Political Risk Analysis
Country Risk Ratings

• Financial and economic risk measures comprise of five
subcomponents

• Based solely on objective economic data
• Financial risk measure assesses a country’s ability to pay its foreign
debts

• Include measures of foreign debt to GDP, foreign debt as a
percentage of exports, current account balance as a percentage of
exports, official reserves divided by average monthly imports, and
exchange rate volatility
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Country and Political Risk Analysis
Country Risk Ratings



Kevin Kotzé 36/47

Country and Political Risk Analysis
Country Credit Spreads

• When sovereign borrower issues bonds in its own currency - no
default risk as government can print money to pay back the debt

• When sovereign borrower issues bonds in a different currency -
default is possible as government must earn foreign exchange to pay
the bondholders

• Due to the possibility of default, the yields offered on many
international bonds are higher

• Difference between the two is called the country credit spread, which
is an indication of country risk
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Country and Political Risk Analysis
Country Credit Spreads

• Major international rating agencies, such as Moody’s, Standard &
Poor’s, and Fitch, rate sovereign bond issues

• Greece lost its investment grade status in 2010 and South Africa did
likewise in 2017

• Countries involved in the European sovereign debt crisis, such as
Ireland, Portugal, Spain, and Italy, have been downgraded but are
still investment grade

• Many developing countries, such as Argentina (B+), Ukraine (B-),
and Vietnam (BB-) have a junk status

• While countries such as Brazil, Chile, China, Korea, and Malaysia
now receive investment-grade ratings
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Country and Political Risk Analysis
Country Credit Spreads

• Increasing number of firms in developing countries are rated as
investors seek to diversify their funding sources

• Credit ratings of private companies generally fall below the credit
ratings of the governments in which they are domiciled

• Sovereign has first claim on available foreign exchange and controls
the ability of residents to obtain funds

• Sovereign ratings remain a significant determinant of the credit
rating assigned to corporations
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Country and Political Risk Analysis
Country Credit Spreads

• Sovereign defaults differ from a company going bankrupt as it is
difficult to take a country to court

• However, assets of the country located in the jurisdiction of a
creditor may be seized

• Country will not be able to borrow as readily in the future
• Could restrict its ability to engage in international trade
• Default may make economic crises worse - capital flight, etc
• Benefit to defaulting is that the debt is no longer serviced
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Country and Political Risk Analysis
Country Credit Spreads

• Bilateral investment treaties help investors avoid legal problems
associated with sovereign debt

• To encourage international capital investment, countries enter into
treaties promising mutual protection of investments

• Disputes are settled in the International Center for the Settlement of
Investment Disputes (ICSID), an arm of the World Bank
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Country and Political Risk Analysis
Country Credit Spreads

• Brady bonds remain an important and liquid component of the
emerging debt market

• Majority of outstanding Brady bonds are U.S. dollar denominated,
with long maturities

• They have a number of collateral enhancements so the
yield-to-maturity on the Brady bond and a U.S. T-bond would not
provide the country spread
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Country and Political Risk Analysis
Country Credit Spreads

• Country spreads are often used in capital budgeting to account for
political risk

• However:
• Government might default on its bonds due to political event, but
may not expropriate the assets of the MNCs

• Need to account for the probability of default and possibility of a
non-zero recovery value

• Note that Moody’s (2008) computed an average historical recovery
rate of about 35% for certain countries

• Can incorporate the probability of default using the previous
calculation
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Country and Political Risk Analysis
Country Credit Spreads

• When there is the possibility of recovery under default, the formula
becomes:

Stripped Price =
10∑
j=1

CFj(1− p)j +Rjp(1− p)j−1

[1 + ij ]j

• where Rj is the expected recovery value for the bond in period j,
conditional upon default at that time
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Country and Political Risk Analysis
Country Credit Spreads

• When assessing investment opportunities one may want to change
the cash flow projections to reflect the probabilities of political risk

• This requires computing the probabilities of political risk, which is
easier said than done

• There are essentially three sources of information that can be used:
• Country credit spreads
• Political risk analysis and political risk ratings
• Political risk insurance premiums

• Rates quoted for the political risk insurance can be a useful
indication even if the insurance is not used
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Managing Political Risk

• Even after a project is accepted and implemented, political risk must
continue to be monitored

• MNC should develop a strategy that minimizes the chances that
political risk events will materialize

• Should also determine what actions they will take if political risk
events arise
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Managing Political Risk
Insurance

• Full insurance cover is impossible to obtain and as cash flows are
uncertain, it is difficult to insure an appropriate amount

• However political risk insurance is available from an increasingly
wide variety of sources

• Sources of insurance include:
• International organizations aimed at promoting FDI in developing
countries

• Government agencies
• Private banks
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Managing Political Risk

• Possible actions that could minimize the effects of political risk:
• Rely on unique supplies or technology - makes government takeover
difficult

• Use local resources - borrow local funds and hire local labour
• Bargain with the government - how profits will be taxed and
converted to foreign currency

• Hire protection - to avoid kidnapping possibilities or violence
• Focus on the short term - repatriate cash flow early
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