
Assessing Economic 
Country Risk 
In June 1980, outstanding U.S. bank loans to non-oil exporting developing 
countries totaled about $70 billion. As a result, banks have heightened their 
efforts to evaluate the special risk (country risk) involved in international lend-
ing. Good country risk analysis requires, in effect, a projection of a country's 
future economy, including non-economic factors. 

Internat ional lend ing by western industr ia l-
ized countr ies ' commerc ia l banks has 
expanded dramatical ly in recent years. Net 
loans outs tand ing rose almost f ivefo ld f rom 
$172 b i l l ion in 1973 to $810 b i l l ion in 1980. A 
signif icant po r t i on of this lend ing ($195 b i l l ion 
at year-end 1980) is to the non-OPEC develop-
ing economies. ' 

U.S. banks are very active lenders to deve-
lop ing economies. Over the per iod December 
1977 to June 1980, U.S. bank claims on the 
non-o i l expor t ing deve lop ing countr ies 
increased by $18 b i l l ion , to total about $70 
b i l l ion ; this increase represents a healthy 13.6 
percent annual average growth.2 

'These data are from the Bank of International Settlements (BIS) quarterly reports 
titled International Banking Developments and refer to the dollar value of the 
gross external assets of banks in the BIS reporting area (the Group of Ten 
countries and Switzerland, Austria, Denmark, Ireland) and the branches of U.S. 
banks in the principal offshore centers in the Caribbean and Far East. 

2These data refer to U.S. bank claims on foreigners by country of guarantor for 
130 U.S. banking organizations with sizable foreign banking operations. Since 
1977, the Federal Reserve Board, the Federal Deposit Insurance Corporation, 
and the Comptroller of the Currency have been conducting a semiannual activity 
survey of such banks' foreign lending. Survey results are made available to the 
public by the Board of Governors of the Federal Reserve System as a Federal 
Reserve press release. Country Exposure Lending Survey. 

The availabil i ty of these funds is of increas-
ing impor tance to the non-o i l expor t ing 
develop ing economies. In fact, external publ ic 
and publ ic ly guaranteed debt of these devel-
op ing economies (as repor ted to the Wor ld 
Bank) made available f rom private f inancial 
inst i tut ions increased more than sevenfold 
f rom 1973 to 1979, r is ing to $124 b i l l ion in 
1979. As a share of total pub l ic external debt , 
bo r row ing f rom private f inancial inst i tut ions 
increased f r o m 16 percent in 1973 to 36 
percent in 1979 (Table 1). 

Defining "Country Risk" 

The expanded in ternat ional lend ing by 
commerc ia l banks has been accompanied by 
an increase in the share of interest payments 
and payment of pr inc ipal go ing to private 
f inancial inst i tut ions (Tables 2 and 3). In t u rn , 
banks have increased thei r analysis of bo r row-
ing countr ies. (The largest U.S. banks may 
have large staffs engaged in this e f for t . ) The 
reason why banks analyze countr ies is that 
internat ional lend ing, in contrast to domest ic 
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Table 1 
EXTERNAL PUBLIC AND PUBLICLY 

GUARANTEED DEBT OUTSTANDING 
($ billions) 

1973 1979 
Percent Percent 

Total PFI* PFI Total PFI PFI 

97 developing 
countries 86.7 16.4 18.9 297.6 123.6 41.5 

80 non-oil export ing 
countries 62.9 9.9 15.7 194.0 70.3 36.2 

Latin America 
and Caribbean 27.4 10.1 36.9 111.3 70.8 63.6 

'Private Financial Institutions 

Source: World Bank, World Debt Tables, Volume I. 

Table 2 
DEBT SERVICE ON EXTERNAL 

PUBLIC AND PUBLICLY GUARANTEED 
($ billions) 

1973 1979 
Percent Percent 

Total PFI* PFI Total PFI PFI 

97 developing 
countries 10.8 3.1 28.7 48.6 28.8 59.3 

80 non-oil exporting 
countries 7.3 1.8 24.7 26.4 13.2 50.0 

Latin America 
and Caribbean 4.3 1.9 44.2 25.8 18.9 73.3 

"Private Financial Institutions 

Source: World Bank, World Debt Tables, Volume I. 

Table 3 
INTEREST PAYMENTS ON EXTERNAL PUBLIC 

AND PUBLICLY GUARANTEED DEBT 
($ billions) 

1973 1979 
Percent Percent 

Total PFI* PFI Total PFI PFI 

3.4 .9 26.5 18.3 10.6 57.9 
97 developing 

countries 

80 non-oil exporting 
countries 2.5 .6 24.0 11.1 5.8 52.2 

Latin America 
and Caribbean 1.4 .6 42.9 9.2 6.5 70.6 

bank lend ing, entails assuming risk apart f r o m 
the qual i ty of the commer ica l or credi t risk of 
the bor rower . This add i t iona l , un ique risk of 
lend ing internat ional ly is called " c o u n t r y risk." 

Coun t ry risk includes economic , pol i t ica l , 
or social factors wh i ch might make bor rowers 
ei ther unw i l l i ng or unable to repay thei r debts 
to fore ign lenders in a t ime ly manner. Nat ion-
al ization of fo re ign companies, repud ia t ion of 
debt by a gove rnmen t , wars, and revolut ions 
are examples of coun t r y risk. O the r examples 
w o u l d be inabi l i ty to obta in the needed 
amount of a fo re ign currency to service debt 
or government contro ls on fo re ign exchange 
transactions and capital movements . 

Insuf f ic ient or con t ro l led access to fo re ign 
exchange, o f ten prec ip i ta ted by a balance of 
payments goods and services def ic i t , or by 
capital f l ight , is o f ten associated w i t h "eco -
n o m i c " rather than "po l i t i ca l " or " soc ia l " r isk; 
in fact, these d i f fe ren t risks are o f ten inter-
related.3 

The economic e lement of coun t ry risk is of 
obv ious concern to lenders. It is, however, 
also a concern to the b o r r o w i n g deve lop ing 
economies wh i ch need to maintain a f l ow of 
resources f r o m abroad in o rder to achieve 
economic deve lopment object ives. Increased 
economic risk spells a s l owdown in the net 
f l ow of external capital to sustain or increase 
that g rowth . 

Count r ies may, of course, b o r r o w for 
reasons other than to f i l l a domest ic savings-
investment gap. They may, for example, 
b o r r o w in order to f inance cur ren t consump-
t ion . Or , they may bo r row to correct a 
temporary weakness in the balance of t rade 
due to bad weather, an unexpected increase 
in impo r t prices, or a w o r l d recession. 

As a general p r inc ip le , the re turn on the 
bo r rowed funds must exceed the cost. In 
o ther words , bo r row ing shou ld cause nat ional 
income to g row. In add i t ion , the stream of 
returns must also generate expor t revenues 
(or reduced impo r t spending) wh ich wi l l 
p rov ide the fo re ign currency needed to pay 
back the loan du r i ng the l i fe of the loan 
agreement.4 

"Private Financial Institutions 

Source: World Bank, World Debt Tables, Volume I. 

3 lt is not clear which ot these risk categories is most important. On the one hand, 
the recent growth of literature on political risk suggests increasing concern with 
the international environment. On the other hand, experience suggests that 
countries are unlikely to repudiate debt and thus cut themselves off from 
international credit markets. 

"There are exceptions to these guidelines. For example, countries may want to 
smooth out their consumption stream over time (borrow more now in anticipation 
of future revenues) or they may want to and may be able to roll over debt 
principal. 
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Assessing Economic Risk 

Assessing economic coun t ry risk is not easy. 
Examining a variety of cost and matur i ty 
prof i les and the associated returns over t ime 
f rom investment projects requires, in ef fect , a 
pro jec t ion of the fu ture economy. The prob-
lem is fu r ther c o m p o u n d e d because the 
degree of debt-serv ic ing d i f f i cu l ty is related to 
the availabil i ty of fu tu re capital in f lows f r o m 
abroad, wh ich is not solely de te rm ined by 
economic variables.5 

Count ry risk assessors typical ly examine the 
current and past economic s t ructure, just as a 
physician compi les a medical h istory and takes 
measurements w h e n examin ing a pat ient. 
Count ry risk analysts look at the background 
of the count ry — its quant i ty and qual i ty of 
physical and human resources. They look also 
at its technological base to see how and why 
the coun t ry has come to its cur rent level of 
deve lopment — at h o w it has been "nu r -
tured." Economic coun t ry risk analysis also 
entails the assessment of internal factors as 
wel l as external deve lopments wh i ch affect 
the domest ic economy. 

Internal Factors 

General indicators of cur rent deve lopment 
inc lude: 

• level and rate of economic g rowth — GDP, 
real GDP/capita6 

• social characterist ics — educat ion level, 
infant morta l i ty rate, fert i l i ty, literacy, 
income d is t r ibu t ion 

• government 's economic pol ic ies — spend-
ing, taxes, def ic i ts; money g rowth , credi t 
pol ic ies, in f la t ion ; env i ronmenta l con-
trols, tar i f fs, quotas 

The basic rat ionale for examin ing these 
internal indicators is that h igh and g row ing 

5The availability of capital will also depend on the political and social risk factors 
(and upon profitability conditions in other countries) which combine with 
economic risk to encompass "country risk." The requirements for assessing 
country risk are naturally even more complex than the assessment of economic 
risk. As Ingo Walter has written in an unpublished 1980 paper: "Given the nature 
of the problem, effective country risk assessment requires a true "renaissance 
man" (or woman), exceedingly intelligent, holder of multiple doctorates from 
respectable institutions in economics, political science, sociology, psychology and 
perhaps a few other fields as well, totally objective, with a great deal of common 
sense. In addition to being exceedingly well-traveled, he or she should be 
up-to-the-minute on developments in all countries of interest to the bank (and in 
other countries that might affect them), and be personally acquainted with key 
policymakers in each of them. Such individuals are not too easy to find." Paper 
presented at a conference on "Internationalization of Financial Markets and 
National economic Policy," Graduate School of Business Administration, New 
York University, April 10-11, 1980. 

6GDP, or gross domestic product, refers to the sum of the values of goods and 
services produced within a nation's borders. 

levels of economic and social achievement 
t o d a y — in terms of real GDP per capita and 
educat ion, for example — are corre lated w i t h 
past success in managing resources: the 
count ry has the ski l led people necessary for 
fu ture economic g rowth . 

If the economy also is we l l - endowed w i th 
natural resources, a sol id technological base, 
and developed f inancial markets, the potent ia l 
for con t inued expansion is ev ident . However, 
in order for this potent ia l to be real ized, the 
government 's management pol ic ies must be 
appropr iate. The quest ion is whe ther the 
government is encourag ing eff ic iency, invest-
ment g rowth , and o ther desirable goals or 
whether it is imped ing t h e m ; its answer has 
crit ically impor tan t impl icat ions for the 
country 's g rowth prospects. 

External Factors 

Having examined the internal s t ructure of 
the economy, the economic risk assessor 
turns to the external features. Ult imately, he 
wi l l begin to fo rmu la te judgments about the 
abil i ty of an economy to carry addi t ional debt . 

Because of the f requen t concern w i t h an 
economy's abi l i ty to generate fore ign 
exchange to repay deb t , economic risk ana-
lysts have tended to evaluate very careful ly a 
country 's external pos i t ion. They first analyze 
the balance of payments si tuat ion — the trade 
balance, the cur rent account balance, and 
capital f lows.7 They also careful ly analyze the 
country 's fore ign debt and its relat ionship to 
the balance of payments. Finally, coun t ry risk 
analysts examine the level of in ternat ional 
reserves and the availabil i ty of external 
credits. Their analysis emphasizes the 
fo l l ow ing : 

• exports and impor ts — absolute level and 
rate of g rowth ; diversity of expor ts ; abi l i ty 
to reduce imports 

• tour ism and t ranspor ta t ion service 
receipts, investment income, and transfer 
credits and debits 

• d i rect fore ign investment and shor t - te rm 
capital f lows 

• external debt — pub l ic and private, long 
and shor t - te rm, size, compos i t i on and 

7The trade balance comprises merchandise import and export transactions while 
current account comprises transactions in goods, services, and unrequited 
transfers; the current account thus excludes transactions in financial assets and 
liabilities. The capital account covers the net acquisition of financial assets, some 
of which may be used to finance current or other capital account transactions. 

34 JUNE 1 9 8 1 , E C O N O M I C R E V I E W 

Digitized for FRASER 
http://fraser.stlouisfed.org/ 
Federal Reserve Bank of St. Louis

June 1981



growth ; debt-service, size, g rowth , and 
repayment schedule 

• in ternat ional reserves 
The trade balance is examined to see if 

exports are g row ing in a healthy fashion and 
whether the coun t ry is dependen t upon , say, 
a pr incipal commod i t y expor t or has diversi-
f ied exports. An impor tan t aspect of impor ts 
wil l be the compos i t i on and g rowth of inelas-
tic components l ike energy and food . O the r 
components of the cur rent account — tour ist 
service receipts, investment d iv idends and 
interest, and private and publ ic transfers are 
examined for the i r g rowth , stability, and 
impact on the cur rent transact ions balance. 

The analyst examines the capital account as 
it covers the net acquis i t ion of f inancial assets. 
The capital account can serve as an indicator 
of investor conf idence (if fore ign di rect 
investment g rowth is healthy) or concern w i t h 
government pol icies (if capital is be ing pu l led 
out). 

Debt and debt-service g rowth w i l l typical ly 
be examined in connec t ion w i t h balance of 
payments deve lopments a long w i t h changes 
in reserves; the basic rat ionale of this proce-
dure reflects the fact that one pays for past or 
current resource use wh i ch is in excess of 
current income out of savings, by bo r row ing , 
or f rom outs ider investment . 

Ratios and Country Risk Assessment 

Count ry risk analysts have deve loped a set 
of summary indicators to predict shor t run 
debt-servic ing d i f f icu l t ies in advance. Analysts 
have tended to focus on ratios of variables 
associated w i t h the external side of the 
economy — exports , impor ts , deb t , debt 
service and its amor t iza t ion and interest 
components , in ternat ional reserves, Interna-
t ional Mone ta ry Fund credi t available, the 
current account balance (current ly or cumu-
latively), and so on . A list of some of these 
external indicators and what they at tempt to 
summarize is given in Table 4. The heavy 
reliance on ratios reflects a carry-over of 
f inancial analysis techniques used to assess 
the cred i twor th iness of commerc ia l bor-
rowers. Ratios also are usually more 
informat ive than variables discussed in 
absolute size. 

When measur ing long t e r m debt repayment 
capacity, on the o ther hand, analysts tend to 
look more at o ther economic variables; in 

part icular, they focus on the g row th of inter-
nal variables such as gross domest ic f ixed 
investment , the marginal capi ta l -output ratio 
as a product iv i ty measure, and such o ther 
ratios as capital impor ts to domest ic invest-
ment , domest ic saving to GDP, investment to 
GDP, government expendi tures to GDP, and 
so on (Table 4). 

Ratios, used singly or in comb ina t ion in a 
checklist system, have met w i t h l imi ted 
success. Extreme caut ion must be used in 
in terpretat ion, because a given ratio value 
may be high or l ow , depend ing upon such 
factors as the size, economic s t ructure, and 
level of deve lopment of a country. 

The debt-service rat io, for example, is 
def ined as amor t iza t ion plus interest (gener-
ally on publ ic and publ ic ly guaranteed debt 
for s impl i f icat ion purposes) as a ratio of 
exports of goods and services. It serves as a 
measure of a country 's bu rden of debt in 
terms of fo re ign exchange earnings and thus 
reduced impor t capacity. 

I l lustrative of d i f f icu l t ies w i t h ratios, how-
ever, there are a variety of p rob lems 
associated w i t h the debt-service ratio wh ich 
make it unadvisable to rely on it solely as a 
risk indicator. A country 's repor ted debt-
service ratio cou ld rise w h e n 
debt -management is improv ing or fall w h e n 
there is no improvemen t due to changes in 
available in fo rmat ion . It ignores o ther fo rms 
of fore ign l iabi l i t ies such as prof i ts on fo re ign 
investment. In in f la t ionary t imes, r ising 
nomina l expor t prices and f loat ing, volat i le 
interest rates make in terpre ta t ion of the ratio 
d i f f icu l t . Because of bunch ing of repayments, 
f luctuat ing exports and o ther factors, the ratio 
also is o f ten volat i le , r is ing and fa l l ing sharply 
even f r o m year to year. O t h e r ratios have 
similar idiosyncracies and requi re similar 
cautious in terpreta t ion. 

Conclusion 

Internat ional bank lend ing has g rown 
dramatical ly since the o i l -pr ice increases of 
1973-1974. The g row th of such lending, 
part icularly to the deve lop ing economies, has 
caused count ry risk to be an issue wh ich 
lenders, bor rowers , and regulators in the U.S. 
and other western economies take seriously. 
Analysts of the economic d imens ion of 
count ry risk (in s impl i f ied te rms, the abi l i ty to 
repay fore ign debt ) , take a hol ist ic approach 
in evaluat ing a country 's economic st rength. 
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Table 4 
Indicators and Ratios Frequently Used in Economic Risk Assessment 

INTERNAL 
Gross Domestic Product (GDP) — measure of the size of 
the economy 
GDP Composition — indicator of the overall structure of the 
economy 
Population — measure of the potential size of the market 
GDP/Population — measure of the level of economic 
development 
Savings/GDP — indicator of growth prospects attributable to 
domestic savings 
Investment/GDP — indicator of current commitment to 
future economic growth and productivity 
Capital/Output — marginal capital-output ratio measures 
productivity of new investment 
Government Spending/GDP — indicator of government 
involvement in the economy 
Public Sector Deficit/GDP — indicator of the financial 
management capabilities of the public sector 
External Public Debt/GDP — indicator of over all exposure 
to the international economy and long-term debt burden 
Money Supply Growth — measure of economic activity and 
stability of the currency 
Consumer Price index and/or Wholesale Price Index — 
measures of domestic inflation rate 
Unemployment Rate — measure of labor slack in the 
economy 

EXTERNAL 
Imports and/or Exports/GDP — measure of the openness 
of an economy 
Export Volume — indicator of growth of the external sector 
of the economy 
Exports/Imports — called the "coverage ratio"; indicator of 
economy's rate of growth 
Export Composition — indicator of vulnerability of foreign 
exchange earnings to price fluctuations 
Manufacturing Exports/Total Exports — indicator of 
diversity and stability of exports 
Oil Imports/Main Export — crude measure of the terms of 
trade of an economy 
Current Account Deficit/Exports — short term measure of 
possible balance of payments difficulties 
Total External Debt/Exports — long term indicator of 
country's liquidty 
Interest Payments/Exports — indicator of debt burden; 
reflects carrying costs of the external debt 
Total Service Payments/Exports — measure of external 
debt burden 
Amortization Payments/External Debt — measure of 
liquidity and (reciprocal) indicator of average maturity of debt 
Interest Payments/International Reserves — short-term 
measure of ability to meet debt servicing requirements 
International Reserves/Imports — measure of short-term 
liquidity 
International Monetary Fund (IMF) Credit Usage/IMF 
Fund Quota — measure of short-term liquidity 

Their me thodo logy is no t unl ike the physi-
cian's w h o assesses the healthiness of his 
patients by peer ing into the patient's back-
ground and env i ronment in add i t ion to taking 
various measurements of health. The objec-
t ive in count ry economic risk evaluat ion is to 
assess the col lect ive impact of a country 's 

evolv ing domest ic and in ternat ional economic 
relat ionships on the economy's abi l i ty to carry 
a heavier debt bu rden . Ident i f icat ion of 
potent ia l debt-serv ic ing p rob lem situations 
and assessment of economic risk requires a 
tho rough unders tand ing of the internal and 
external work ings of an economy. 

—William j. Kahley 

36 JUNE 1981, E C O N O M I C REVIEW 

Digitized for FRASER 
http://fraser.stlouisfed.org/ 
Federal Reserve Bank of St. Louis

June 1981


