
What did 40 years of CRA Research do for Entrepreneurial Investors? A. Freytag, G. Pehnelt and W. Schultze  

 1 

What did 40 Years of Country Risk Assessment Research do for 

Entrepreneurial Investors?
*
 

Andreas Freytag, FSU Jena 

Gernot Pehnelt, FSU Jena 

Wolfgang Schultze, University of Augsburg 

 

1. Introduction 

The global economy is characterised by an increasingly diverse production structure and a 

deep slicing of the value added chain. This implies that many enterprises independently from 

their size have to internationalize. The internationalization often takes the form of a foreign 

direct investment. As the risk of a foreign investment is higher or at least perceived as being 

higher than the respective risk of a domestic investment, investors need special information 

about potential host countries and the risk associated with an investment there. The impact of 

more or less country specific factors on the profitability of the investment is quite unique to 

each investment decision and relies on the very nature of the investment itself. Within the 

context of relevant factors, such as production cost, market demand, exchange rates, resource 

acquisition, social, political and environmental conditions, and others, investors weigh the 

risks and uncertainties of potential investment locations in their decision process.  

The question is how country risk assessment (CRA) can support the investment decision by 

providing precise information about the probability of certain events that could affect the 

success of the investment, either way. Because of very different motives and strategies 

regarding the investment decisions of multinational firms, one cannot expect an aggregated 

country risk index or ranking to provide useful information about the attractiveness for a 

country that is considered as a potential investment target for different investors. In other 

words, the investor does not exist and therefore the country risk score does not exist either. If 

a country risk assessment should be useful for investment decisions, it has to take into account 

the relevance of different country-specific risks for the very investor and, not least, the impact 

of certain events on the individual performance. This is because some risks might be 

irrelevant for the business activities of some investors. An event that is a serious crisis for one 

investor may not affect the business activities and returns of another and could even turn out 
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to be a stroke of good fortune for some other investors. Even military conflicts or a coup 

d’état, which are basically supposed to be detrimental to foreign investors, might leave some 

investment rather unaffected or could even turn out to offer new opportunities.  

CRA that is useful for foreign investors must take into account the individual risks for the 

very investor that stems from country specific factors. Therefore, in order to provide a decent 

basis for the investment decision, a CRA should not only be country specific but also investor 

and/or investment specific. In this article we analyze what investors can learn from 40 years 

of country risk assessment research. The current state of CRA is analysed and the application 

of the methods and instruments for investors, in particular small and medium-sized 

enterprises (SMEs) is discussed. It has to be acknowledged that the main indicators mirror the 

demand from financial investors to learn more about investments. In addition, this discussion 

has to be made against the background of the current global financial crisis, which has been 

spurred by rating agencies who obviously did not use their instrument properly.  

The remainder of the paper is organized as follows: In section 2, a brief overview about the 

general patterns of FDI is given. Section 3 is dedicated to an analysis of country risk as 

phenomenon. Next, we analyse country risk and its relation to FDI. In section 4, the literature 

on CRA is discussed, before in section 5, we argue that CRA is not useful for the decision 

making process of SMEs about FDI. Conclusions round off the paper. 

 

2. FDI – Motives and Strategies 

Firms have different motives for investing abroad, most notably to exercise existing 

capabilities, to exploit comparative advantages, to develop and conquer new markets, to 

leapfrog tariff barriers, and to build new capabilities by accessing knowledge located abroad. 

The enormous width of motives is very difficult to handle in a concise approach. .Different 

theories of internationalization have attempted to provide insights into the reasons why firms 

follow different strategies (Hymer 1976, Buckley and Casson 1976, Tesch, 1980; Helpman, 

2006).. The ownership, location and internalization (OLI)-paradigm (Dunning 1977) has been 

an early attempt to combine these theories and create an overall framework to explain why 

multinational enterprises choose FDI rather than serve foreign markets through alternative 

modes such as licensing or exporting. The OLI Paradigm states that a firm usually has a 

competitive advantage in its home market that can be transferred abroad and that the firm will 

maintain its competitive position by attempting to control the entire or at least a high share of 

value chain in its industry.  



What did 40 years of CRA Research do for Entrepreneurial Investors? A. Freytag, G. Pehnelt and W. Schultze  

 3 

This general – eclectic – approach has to be substantiated as it is not applicable to the same 

extend to different firms or industries over the life cycle of an enterprise or a product. First, 

Horstmann and Markusen (1987) show that the inability of a firm to control a licensee’s 

actions abroad (e.g. regarding the quality of services) can provide incentives for multinational 

activities of this firm. 

Second, Vernon (1966) suggests that the life cycle of products is the very basis of foreign 

direct investment. If the product cycle reaches a certain point it is no longer primarily the 

level of innovation, the flexibility of production patterns or the proximity to customers that is 

crucial for the success of the product, but rather economies of scale and the production cost in 

mass production. That is why the production of standardized products will move towards low 

income and low cost countries. Eventually, the country of origin will eventually turn from an 

exporter into an importer of the very product. According to this theory, the realization of cost 

reductions in mass production of products in the late stages of their life cycle is a main driver 

of FDI.  

A third strand of research explains the formation of multinational enterprises by differences in 

factor proportions between countries. Helpman (1984) shows that firms internationally 

separate the production process from headquarter activity as they have different factor 

intensities. The low-skilled intensive production should be located in the low skilled worker 

abundant country in order to equalize factor prices between countries. Taking up this idea, 

Helpman (1985) developed a model with multi-product firms and differentiated final goods. 

As these goods are produced with different factor intensities, factor-price-differentials allocate 

the production of these varieties to different countries.  

Firms also invest abroad in order to adapt products to local markets or to gain access to local 

knowledge by investments in R&D capacities. Other motives for foreign direct investors 

might be a favourable tax-system in the host country, government subsidies or other state 

driven incentives. Furthermore, FDI can be used to serve local demand by jumping over 

existing tariff barriers.  

However, these motives are always just means to an end – namely growth and profit. This 

short overview shows the diversity of firms’ motives to invest abroad. Given this diversity the 

potential investors may also have a totally different view of the risks involved with foreign 

investment. Therefore, it has to be asked whether the research on country risks is taking this 

diversity into account appropriately. Also, these approaches point at the different factors of 
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success of the FDI decision. Risk factors, therefore, should be such factors that influence this 

success (negatively).. 

 

3. Country Risk 

a) Towards a general definition of country risk   

The extensive and fast growing literature on country risk neither provides a conclusive and 

holistic definition of country nor does it put forward a consistent theoretical background or a 

stringent classification of country risk. Since there are many different types of risk and a 

broad range of more or less country-specific parameters, circumstances, and events that 

determine these risks, it is no wonder that there are at least as many definitions of the term 

country risk. In the face of this great variety of approaches to define and categorise country 

risk, our first concern is to find a comprehensive and concise definition of what country risk 

actually means from the perspective of international investors.  

In general, any business operation, domestic or international, is associated with certain 

strategic and operational risks, just to mention credit risk, liquidity risk, market risk, volatility 

risk, inflation risk, currency risk, and revenue risk. Following Miller (1992), the term risk 

refers to an uncertain environment which could be determined by general, more or less global 

factors, as well as firm-, industry- or country-specific factors. The focus of country risk 

assessments is on the latter, although these factors are not independent from each other. 

However, when business activities have an international scope, the nature and magnitude of 

risk may differ according to the country where the investment takes place. Therefore, one has 

to distinguish between the normal entrepreneurial risk and certain risks that are associated 

with country-specific circumstances. Investment decisions are made in situations of high 

complexity and uncertainty. The main purpose of country risk assessments is to reduce these 

uncertainties to prevent that the investor only relies on intuition. As Kahnemann and Riepe 

(1998) show, investors tend to make biased decisions when relying mostly on intuition. 

Common mistakes are overconfidence, exaggerated optimism, overreaction to certain events 

and errors of preference. Once the uncertainties about country specific risks can be reduced by 

appropriate CRA, the investor can make her decision on a more reliable basis which should 

reduce the bias.   

According to Meldrum (2000), country risk can be defined as follows: “When business 

transactions occur across international borders, they carry additional risks not present in 

domestic transactions. These additional risks, called country risks, typically include risks 
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arising from a variety of national differences in economic structures, policies, socio-political 

institutions, geography, and currencies. Country risk analysis (CRA) attempts to identify the 

potential for these risks to decrease the expected return of a cross-border investment.”  

This definition already provides a first categorisation of country risk according to their 

sources, which we will discuss later in this paper. However, it lacks one important aspect 

since it focuses on the country-specific downside risk associated with cross boarder 

investments. In this biased definition, which has dominated the country risk literature,
1
 

country risk is referred to as the possibility of business loss resulting from certain country-

specific factors. But, in correct economic terms, risk is defined as the volatility of outcomes or 

the deviation of the actual performance from the (expected) mean. Although some authors 

have considered this definition of risk,
2
 the variance approach has been heavily challenged in 

the country risk literature
3
 and is rather the exception in theoretical models and empirical 

studies. It has been argued that investors try to minimize their downside risk exposure while 

keeping or even maximizing their upside risk sensibility (Bouchet et al. 2003). This is not a 

good argument to treat the upside part of the variance of outcomes as irrelevant in country 

risk analyses, since the chance of achieving higher than expected returns obviously plays a 

role in the decision making process of investors. If country-specific circumstances or certain 

events are likely to have any effect on the profitability of an investment, both, the downside 

and the upside risk should be taken into account by investors.
4
  

Since the main task and goal of country risk assessments is to reduce uncertainties
5
 about 

future outcomes, it seems inappropriate to bias the analysis by neglecting one side of this 

uncertainty. The fact that most of the country risk literature rather overlooks one side of the 

story already sheds some light on the question of how traditional country risk assessments can 

                                                 
1
  See e.g. Robock (1971), Haner (1979), Simon (1982), Agmon (1985) and Roy and Roy (1994). 

2
  See e.g. Haendel et al. (1975), Kobrin (1979), Robock (1991) and Miller (1992). 

3
  See e.g. Agmon (1985), Harvey (1995), Reuer and Leiblein (2000). 

4
  Ithe face of improved management and accounting techniques we seriously suspect that the assumption 

that managers do not look at probability statistics or are not capable to notice the ambivalent character of 

risk (see March and Shapira 1987) is still valid. It may be true that risk behaviour is context-dependent and 

that managers tend to ignore unlikely outcomes regardless of high negative significance, as the authors 

suggest. Nevertheless, that does not mean that such tails in the distribution of possible outcomes – below 

AND above the (expected) mean – should not be considered when formulating investment strategies. 
5
  Risk and uncertainty, though often used simultaneously, are to be distinguished. Whereas risk implies that 

the probability of a well-defined event can be calculated on the basis of enough observations, uncertainty 

rather refers to situations where too few information and observations are available so that an analyst 

cannot develop a statistical function regarding the event. Since many events usually associated with 

country-specific risk are more or less unique and occur in an uneven and irregular manner, the statistical 

basis for the development of statistical functions and information about the distribution of these events is 

rather weak. This is why many country risk assessments are based on qualitative judgements and more or 

less reasonable estimates, rather than on valid probabilistic functions. 
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be used as a management tool to support the decisions on investment strategies. Country risk 

assessments that exclusively focus on the downside risk of cross-boarder investments and 

events that are likely to adversely affect the profitability of these investments do not cover the 

whole range of possible outcomes. Although this kind of CRA may help investors for 

scenario analysis, it is not an appropriate tool to calculate expected outcomes and therefore 

not unreservedly appropriate for the determination of investment strategies. However, the 

claim for an unbiased approach does not imply that traditional variance models are suitable 

for country risk analyses since the assumption of normal distributed outcomes might be 

violated if a serious crisis in the host country would cause a total loss or end in a similar 

disaster. It is absolutely reasonable to assume some sort of skewness in the distribution of the 

profitability of investments, especially in high-risk or radically changing environments.
6
 

From an investors’ point of view an unbiased concept of the term risk as performance 

variance seems to be preferable. Such an approach would be not only in line with traditional 

concepts in economics as well as in finance and accounting
7
 but would also enhance the 

usefulness of CRA as a management tool. In particular, one should be careful in interpreting 

the results of biased CRAs since the results of such studies could distort the risk perception 

and therefore the risk taking behaviour of managers. If the results of country risk assessments 

solely address the probability and possible impact of crises that would adversely affect 

corporate performance, managers may refrain from investments that not only imply downside 

risk but offer tremendous opportunities at the same time. To develop a more comprehensive 

management information system that introduces a useful CRA, we next discuss some 

methodological problems and the use of risk proxies in empirical studies.  

 

b) The use of risk proxies in empirical studies 

The first problem is to measure and quantify the complex phenomenon of country risk. For a 

traditional regression analysis one needs an adequate risk measure that is continuously scaled. 

Some studies have used measures for the solvency spread as proxies of country risk (see 

Edwards 1984, and Ciocchini et al. 2003). Unfortunately, the solvency spread is not only 

affected by country-specific indicators. Among others, Hajivassiliou (1987) has developed a 

                                                 
6
  A positive skew of the distribution of possible profitability (longer right tail of the distribution) would 

induce a higher “chance” of exceptionally good performance. A distribution with a larger tail on the left 

(negative skew) expresses larger risk for business losses.    
7
  As Miller (1992) correctly points out, this broader definition of risk is consistent with strategy researchers’ 

use of variance (or standard deviation) of accounting-based performance variables such as return on 

investment, return on equity or stock return volatility measures like betas. 
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model of credit constraints and analysed the relation between these indicators and loan 

demand, loan supply and arrears limitation. However, these proxies do not properly cover 

country specific risk and picture a rather limited area of possible sources of country risk. 

Since there is no comprehensive and adequate risk measure with continuous value, certain 

events like rescheduling, delays and defaults, civil conflicts or war serve as the dependent 

variable in the empirical estimations. The variables to be explained are binary and take the 

value 1 if the “risk” occurs (if, for example, a country reschedules its debt or slithers into 

arrears) and 0 otherwise. It is therefore the realisation of a downside risk in form of a certain 

event that is explained by these models rather than the country-specific risk itself.  

The vast majority of empirical studies uses probit or logit techniques to investigate the 

relationship between different indicators and events that signalise a crisis.
8
 For this kind of 

analysis a threshold for the event under investigation has to be defined. Are cases where a 

country reschedules one percent of its foreign debt or is behind payments regarding one credit 

line treated as rescheduling or arrear, or has the problem more serious (10 percent?!) to be 

treated as such? One way to overcome this problem is to use tobit techniques (Tobin 1958). 

Tobit regressions are able to handle truncated and censored distributions of continuous 

dependent variables and allow for a differentiation between observations according to the 

magnitude of the dependent variable.
9
 Tobit techniques that investigate the relationship 

between certain country-specific factors and risk proxies offer the advantage that the size of 

measure may convey more information about the actual event and is therefore a better proxy 

than binary variables values in the assessment of country risk.
10

 However, tobit regressions 

have been primarily used to explain very similar events as the binary techniques. Instead of 

the occurrence of a rescheduling, some authors use the rescheduling ratios
11

 as dependent 

variable.
12

 Easton and Rockerbie (1999) use tobit techniques to estimate the probability of 

                                                 
8
  Probit regressions have for instance been used by Rahnama-Moghadam et al. (1991); Balkan (1992); 

Odedokun (1995); de Bond and Winder (1996), and Eichengreen and Mody (2000). Feder and Just (1977), 

Morgan (1986), Kutty (1990), Lee (1991, 1991b), and Brewer and Rivoli (1997), among others, used logit 

techniques in country risk assessments. 
9
  Ordered probit models rank the dependent variable according to the magnitude of the underlying 

observation on an ordinal scale and provide some sort of differentiation between different degrees of a 

crisis. However, the problem of a more or less subjective classification of events remains. Ordered probit 

models have barely been used for country risk assessments (see e.g. Gonzalez and Minguez 2005).    
10

  As Gür (2001) correctly points out, there is a difference between a two percent rescheduling ratio and a 

twenty percent ratio, and should be treated differently when it comes to credit scorings and country risk 

assessments.  
11

  The ratio of the amount of debt rescheduled to the total debt. 
12

  See e.g. Lloyd-Ellis et al. (1989, 1990), Lanoie and Lemarbre (1996), Gür (2001). 
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arrears which they then use in a Heckman selection model (Heckman 1979)
13

 as dependent 

variable.  

Beside the versions of multivariate regression analysis there are other methods in use. One of 

them is (multivariate) discriminant analysis, which is related to variance analysis. This 

method is commonly used within a similar context, such as prediction of corporate 

bankruptcy (see for example Altman 1968, Hüls 1995 and Baetge et al. 1996). The objective 

here is not the creation of different risk groups like it is done in the cluster analysis, but a 

prediction of group membership on the basis of different variables characteristics. 

 

c) CR studies and their contribution to CRA as a management tool 

Indicators that have been found significant in explaining the occurrence of crises usually serve 

as proxies for country risk. Although most of the approaches outlined above may contribute to 

a better understanding of what factors influence the probability of certain events, they do not 

analyze or even explain country specific risk in the narrower sense. They rather deal with 

events like arrears or rescheduling. Such events can be referred to as realized risk or the 

occurrence of a specific crisis that might be able to affect the outcome for some investors, 

rather than country risk. However, the extensive empirical literature might throw some light 

on the relationship between certain indicators and the probability of certain events or crises.  

The difficulties in observing and measuring country risk have caused some authors to prefer 

analysing uncertainties, which are by definition not quantifiable. Miller (1992), for instance, 

points out that much of the risk literature deals with either political or other uncertainties, thus 

lacking a comprehensive framework. Not focusing on the term „risk“, he instead emphasises 

uncertainty and defines it as „the unpredictability of environmental or organizational variables 

that impact corporate performance or the inadequacy of information about these variables“. 

He develops an approach by taking an integrated risk management perspective and examining 

different kinds of uncertainties a global acting investor has to face. He considers three groups: 

general environmental uncertainties, industry uncertainties and firm uncertainties. However, 

we suppose that nowadays investors are well aware of these kinds of uncertainties and know 

that almost every decision has to be made under uncertainty, especially when it comes to the 

international level. It is necessary to qualify and categorise different types of uncertainties 

                                                 
13

  The Heckman method can be used as a correction for possible sample selection bias. Heckman selection 

models consist of two steps. In the first step a selection equation (probit model) is defined. The variable 

derived from the selection equation (inverse Mills ratio) is introduced into the initial regression model 

(second step) and serves as a control for the omitted variable in the regression model. 
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prior to a serious country assessment. However, this alone does not help very much in the 

decision making process of investors. The task of country risk assessments is to analyse the 

very nature and probabilities of the threats associated with uncertainties in order to provide a 

managerial tool that actually measures the magnitude of country risk, an investors exposure to 

this country risk and possible crises and, not least, to estimate country risk premiums. This is 

of special importance if the country risk is not diversifiable, because the very investor cannot 

globally diversify business operations or because the risk is highly correlated across the 

relevant markets.  

 

4. Country Risk Indicators and FDI 

In order to analyse how the findings of CRA studies can support investment decisions, we 

structure different country-specific risks according to their source and possible impact on the 

investor’s performance. Basically, country specific risk can be classified into three main 

groups: natural disasters, economic risk and socio-political risk. However, some events that 

may affect the profitability of direct investments cannot clearly be distinguished by these 

categories. A currency crisis, for instance, might be due to macroeconomic instabilities or 

explicitly caused by the government’s decisions. In many cases it will be a mixture of both. It 

is then rather unclear if it is an economic or a political risk. Therefore, it seems reasonable to 

set an analytical framework that focuses on certain events rather than on single dimensions of 

the possible sources of such events. We identify factors that – from a theoretical perspective – 

are likely to be related with certain events. In a second step we analyse the empirical findings 

on the relationship between certain indicators and events that turn out to be a realization of 

different kinds of risks. Finally, we bring this information together in order to show how the 

findings of 40 years of CRA can actually be used as an evidence based information tool that is 

useful for different kinds of investors. Such an evidence based management tool must on the 

one hand contain enough information in order to have a sufficient predictive power. On the 

other hand, it should be manageable in terms of clarity and practicability. Furthermore, it 

should allow for a customization in order to take into account the investor’s individual risk 

exposure and to cover those risk factors that are of special importance for the very investment 

decision.  

 

a) Natural Disasters and Force Majeure 
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Natural disasters such as major earthquakes, hurricanes, floods, or volcanic eruptions can 

seriously affect business activities and the probability of such events certainly varies across 

countries. Therefore, investors should take the probability of a natural disaster and the 

potential harm to the economy into account and may think about appropriate measures to 

insure their assets against such incidents. A country’s vulnerability to natural disasters, both, 

according to the probability as well as the expected impact may contribute to the assessment 

of the country’s overall risk. The latter might even be controllable to some extent by certain 

measures. However, for our analysis these risks are of rather minor importance since many of 

them cannot be predicted by economic or political indicators at all. Furthermore, most of 

these risks should be insurable for international investors. Therefore, we do not cover natural 

disasters explicitly, though referring to the link between the impact of such events and the 

political circumstances. 

 

b) Currency Risk in the narrower sense 

One – economic or political – risk is currency risk, the risk that revenues or an investment's 

value will be affected by changes in exchange rates. The returns a foreign investor will realize 

are not only affected by the change in prices, sales and costs but also by the change of the 

country’s currency against the currency of the investors home country or other major 

currencies, respectively. With internationally fluctuating exchange rates, the value of a 

successful investment could be dramatically reduced in the case of a currency crisis in the 

host country when the revenues have to be converted into the investor's home currency.
14

 The 

exposure to the currency risk widely differs across countries and investors. Closely related to 

the currency risk in the narrower sense is the transfer- or conversion-risk. This is the risk of an 

investor that the host country’s currency cannot be converted into the currency of the 

investor’s home country or the revenues cannot be legally transferred. However, a 

depreciation of a country’s currency can also be associated with increasing competitiveness 

on international markets. A depreciation of a country’s currency may therefore attract further 

FDI. Empirical evidence suggests a strong correlation between periods of a weaker domestic 

currency and FDI inflows (Blonigen 1997; Swenson 1994). Froot and Stein (1991), using an 

imperfect capital market approach, explain why the appreciation of a firm’s home country’s 

                                                 
14

  On the other hand, if the investor has borrowed funds in that country’s currency, the repayments in the 

investor’s home currency will decline. 
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currency may actually increase foreign investment by that firm.
15

 According to their findings, 

an appreciation of the domestic currency leads to increased firm wealth and provides the firm 

with greater low-cost funds to invest relative to the counterpart firms in the foreign country 

that experience the devaluation of their currency. Froot and Stein (1991) provide empirical 

evidence of increased inward FDI associated with currency depreciation. However, although 

some empirical studies suggest that FDI flows are relatively stable during times of sharp 

exchange rate fluctuations (Lipsey 2001) and that foreign investors seem to increase their 

investment, sales and assets significantly more than local firms during and subsequent to a 

currency crisis (Desai et al. 2004), a dramatic decline in a currency’s value may turn out to be 

detrimental for investors and could be perceived as a country specific risk, though it is a fine 

line between a maintainable depreciation and a currency crisis.  

There is no consensus about what a currency crisis actually is. Some authors define a currency 

crash as a nominal exchange rate depreciation of at least 25 percent that also exceeds the 

previous year’s change in the exchange rate by at least 10 percent (Frankel and Rose 1996). 

Others suggest that a currency crisis occurs when a weighted average of monthly percentage 

depreciations in the exchange rate and monthly percentage declines in reserves exceeds its 

mean by more than three standard deviations (Kaminsky et al. 1998). These definitions, 

though quite useful for empirical analysis, seem to be rather arbitrary. The discrepancies of 

the definitions of crises indicate severe problems in the ex-ante analysis of country risk. 

Hence, it is not surprising that rating agencies, which attempt to quantify the probability of 

currency or debt crises, have not come to a satisfying performance yet. The types of crises 

varied heavily in the past, and they will do so in the future. From an investor’s point of view, 

it is rather redundant to define a concrete threshold of what is a currency crisis. Basically, a 

dramatic depreciation of a country’s currency can referred to be a crisis if it is associated with 

negative economic effects such as a higher level of uncertainties, banking and business 

failures, increases in the inflation rates, reductions in investment, recession and 

unemployment, and overall losses in wealth (Breuer 2004).  

Regarding the latter, rather applicable definition, the question of what factors and indicators 

may increase the probability of a currency crisis arises. To develop an evidence based tool 

that is able to support investment decisions, the reasons for currency crises have to be 

identified. The literature on the sources and mechanisms of currency crises does not provide a 

comprehensive theoretical framework. Whereas the first generation models of currency crises 

                                                 
15

  In this imperfect capital market model the internal cost of capital are supposed to be lower than borrowing 

from external sources.  



What did 40 years of CRA Research do for Entrepreneurial Investors? A. Freytag, G. Pehnelt and W. Schultze  

 12 

referred to macroeconomic fundamentals and speculative attacks as the main sources of 

currency crises (Krugman 1979; Flood and Garber 1984), the second generation models rather 

focus on the contagious effect of a currency crisis. Contagion in this context is defined as a 

systematic effect on the probability of a speculative attack which stems from attacks on other 

currencies, and is therefore an additional effect above and beyond of domestic fundamentals 

(Obstfeld 1994; Cole and Kehoe 1996; and Eichengreen et al. 1996). The so-called third 

generation models explicitly combine the banking sector with the international currency 

market. These models point out that there might be a currency crisis even if the 

macroeconomic fundamentals are basically very stable and contagion does not occur. Reasons 

for the destabilization of a country’s currency (or a region’s currencies) could lie in a rapid 

liberalisation of the capital controls resulting in an increase in alternatives to lend to the 

domestic sector, including high risk alternatives and a higher competition, making the banks 

compete with high risk projects in order to increase their market share (Breuer 2004). Though 

providing very sophisticated theoretical explanations of various currency crises, together these 

theories are not able to theoretically identify certain indicators that reliably signal an 

oncoming currency crisis.
16

 Therefore, it seems more appropriate to work out the link between 

observable indicators and the probability of currency crises.  

Frankel and Rose (1996) suggest that the probability of a currency crisis increases when 

foreign interest rates are high, domestic credit growth is high, the real exchange rate is 

overvalued relative to the average level for the country, the current account deficit and the 

fiscal surplus are large as a share of GDP, and FDI is small relative to the total stock of 

external debt. Indicators that have the capacity to be particularly useful in anticipating 

currency crises include the behavior of international reserves, the real exchange rate, domestic 

credit and credit to the public sector as well as domestic inflation (Kaminsky et al. 1998). 

Empirical findings suggest that the domestic inflation rate is a strong indicator to proxy the 

probability of a currency crisis. De Bondt and Winder (1996) show that higher inflation rates 

are associated with a higher probability of a real effective depreciation of the domestic 

currency. Kaminsky et al. (1998) find that the inflation rate is highly significant regarding the 

occurrence of a currency crises. The foreign debt to GDP ratio also seems to be a reasonable 

proxy for the currency risk. Bordo and Meissner (2006) find that the debt to output ratio is an 

adequate measure for currency crises. The higher the foreign debt to GDP ratio, the higher is 

the probability of a currency crisis. However, the empirical findings on the relationship 

                                                 
16

  The recent global financial crisis is a case in point. Its emergence was not seriously considered until the 

failure of Lehman Brothers in September 2008. 
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between foreign debt/GDP ratio and currency crises are not conclusive. Kaminsky et al. (1998) 

do not find this indicator to be significant in explaining currency crises. 

 

c) Debt Default 

Closely related to the currency risk is the default risk regarding sovereign debt. If a country 

falls short in servicing its foreign debt obligations, the national currency usually gets under 

pressure. In other words, the sovereign debt risk and the currency risk are two sides of the 

same token. The interrelation of different types of crises is remarkable. Shapiro (1985) 

constructs a simple model that highlights the connection of hard currency borrowing and 

default risk. Lenders who try to stay independent from currency risk and thus lend in hard 

currencies disregard that the borrower cannot circumvent such risk and is even more 

dependent because of the foreign currency debt. Thus, by decreasing the lender’s currency 

risk, she increases the default risk. In the traditional country risk literature, the term country 

risk is often used simultaneously for the rescheduling or arrear risk. The probability of 

defaults or a rescheduling has been the dominating criteria in most CR studies.
17

 We have 

examined more than 40 empirical CR studies in order to identify those indicators or patterns 

that have shown to be closely correlated with or even good predictors of debt crises. In the 

following, we discuss some of these indicators. 

In a number of theoretical and empirical studies, the inflation rate has been identified as a 

possible predictor of debt crises. The higher the domestic inflation rate the higher is the 

probability of arrears, rescheduling or default. Interestingly, this indicator has been judged 

differently ex ante by different authors. Eichengreen and Mody (2000), for example, argue 

that a higher inflation rate increases the probability of balance of payment (bop) crises and 

thus the probability of default. Contrarily, de Bondt and Winder (1996) expect a higher 

inflation rate to cause real effective depreciation, thus improving the competitiveness and 

therefore rather preventing bop problems and arrears. As different the theoretical 

considerations are, as ambiguous are the empirical findings. Only six out of nine studies 

considered here find a significant relationship between the domestic inflation rate and the 

probability of a rescheduling or default. Surprisingly, the inflation rate has often been referred 

                                                 
17

  The actual problem is that such event may take on different forms, ranging from an outright default 

declared by an insolvent country on part or all of the stock of external or public debt, to debt-servicing 

difficulties determined more by illiquidity than by insolvency. These increasing debt servicing difficulties 

might well be signalled by the accumulation of interest or principal arrears (Detragiache and Spilimbergo, 

2001) or by a worsening of the market evaluation of a country’s creditworthiness, as measured by an 

increasing spread over US or Euro denominated bonds (Pescatori and Sy, 2003). 
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to as a “political indicator”. This is somehow misleading since the domestic inflation rate is 

an outcome of a complex economic process and – in the end – a result of a country’s 

monetary policy. Basically, inflation – at least in the longer rung – must be ultimately backed 

by money supply and is therefore a monetary phenomenon. Nonetheless, to develop a useful 

managerial tool for foreign investors, one should look for indicators that are able to predict 

the stability of the price level within target countries, rather than just taking the actual 

inflation as a political indicator. This has almost been neglected by the traditional country risk 

literature and is somehow surprising since there are a number of theoretical and empirical 

studies that investigate the relationship between certain economic and political conditions and 

the inflation rate. The traditional country risk literature does not cover central bank 

independence or other political circumstances as an indicator for the inflation risk that, 

eventually, may increase the currency and/or debt risk.
18

  

Some authors investigated the relationship between certain indicators that really do cover the 

political dimension. Citron and Nickelsburg (1987) refer to the stability of the government 

and find that a frequently changing head government impedes the incentive to serve debts and 

thus augments the default risk. However, Brewer and Rivoli (1997) did not detect a 

significant correlation between changes in head government and a country’s default risk. They 

rather reckon short- and long-term armed conflicts to explain the risk of a country to fall short 

in its debt service obligations. While Citron and Nickelsburg (1987) concentrate on changes 

in head government that were followed by de facto changes in politics and find out that this 

indicator is significant in explaining default, Brewer and Rivoli (1997) count the mere number 

of changes (including those that were not followed by changes in politics) and find this 

indicator to be insignificant. Ciocchini et al. (2003) identify the Corruption Perception Index 

(CPI) provided by Transparency International as a significant indicator to explain a country’s 

spread, another indicator of country risk. They argue that corruption increased the borrowing 

cost and lowered investment in emerging markets. Moreover, they examine other political 

credit rating variables, subsumed under "credit rating residual", an indicator that Eichengreen 

and Mody (2000) also perceive as significant in explaining a country’s spread. Other more or 

less “political” variables that have been mostly found to be significantly correlated to the 

currency or debt risk include the change of the inflation rate, the democracy level and 

instability. Overall, political indicators seem to play a less important role in explaining a 

country’s sovereign debt and currency risk than one would expect. De Haan et al. (1997) 

suppose that this might be due to the circumstance that political indicators are already and 

                                                 
18

  We will further discuss the issue of central bank independence later in this paper. 
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more concurrently contained in macro-economic variables. We suggest that the insignificance 

of some policy related indicators might be rather due to methodological problems since the 

vast majority of CR studies solely focus on the relationship between some of these indicators 

and actual arrears or defaults.  

Other indicators that are supposed to be good predictors of a country’s default risk are debt 

related indicators. A country's financial leverage tells about the extent the country's assets are 

financed with debt. It intuitively correlates strongly with the respective default risk, be it 

foreign debt or total debt. Nevertheless, even this indicator seems ambivalent at second glance. 

On the one hand, if the debt is used for consumption, or if the accumulated debt is larger than 

the repayment capacity (debt overhang), the borrowing will result in default. On the other 

hand, a country's borrowing will result in growth and stability, if the liabilities are well-

invested. Nonetheless, the (foreign) debt to output ratio is one of the most significant in 

explaining the probability of arrears or rescheduling. Although exports are the source of 

foreign currency and thus the means to repay foreign debt, Lanoie and Lemarbre (1996), 

regard the total debt per export ratio as insignificant, whereas Odedokun (1995) finds this 

ratio to be significantly positively related to the probability of rescheduling. Other indicators 

that were found to be significantly related to the default risk include the external debt to 

reserves and externally financed surplus to GDP ratios.
19

 

The group of debt service indicators consists of flow indicators. The indicator debt service to 

exports combines the financial obligations with the flow of earnings. Although this ratio is 

one of the most applied and most significant indicators for measuring sovereign debt risk, 

Somerville and Taffler (1994) correctly point out that it might be a little misleading: Firstly, 

"debt service" refers to the payment, while the interesting thing is the non-payment. Secondly, 

the ratio might fall after a debt restructuring, which in no way improves a country's credit-

worthiness. This applies to all debt service ratios, which nevertheless are popular indicators in 

CRA. On the other hand, Frank and Cline (1971) point out that, having a fixed debt service 

obligation, a shortfall in foreign exchange must be offset by import reduction. A high debt 

service to export ratio appears only sustainable if import demand is low or if the country has a 

good access to capital markets, thus financing the high ratio through a high level of borrowing. 

One might draw a distinction between the interest earned ratios like the interest payment to 

exports (target value) and the cash flow coverage ratios like debt service to exports (actual 

value). Some indicators related to debt rescheduling, like the number, value or maturity of 
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  See also Bouchet et al. (2003). 
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rescheduling, were found out to partly explain a country’s debt risk, while Lloyd-Ellis et al. 

(1989, 1990) in their balance-sheet approach find that the interest rate rescheduling was not an 

appropriate indicator for the risk of rescheduling. Feder and Just (1977) find that the capital 

inflow to debt service ratio played an important role in explaining payment delays. They 

argue that capital flows in the form of FDI, transfer payments, loans, etc. were crucial for 

foreign exchange receipts, which are needed to repay the debt. A higher ratio is found to be 

associated with a lower probability of default. 

Given the fact that emerging markets often exhibit a smaller debt to GDP ratio than 

industrialised countries but experience higher cost of capital, debt ratios alone may not 

explain sovereign debt risk
20

 or credit spreads (Hausmann 2003). The structure of a country’s 

debt might also be related to the default risk. The very nature and composition of debt might 

lead to vulnerabilities to external shocks. A large share of bank borrowing, for example, might 

be a disadvantage when banks decide to collectively withdraw their money from a country or 

region. Here, the respective interest rate is one often examined indicator. De Bondt and 

Winder (1996) point out that the external debt situation was only sustainable, if the respective 

GDP growth exceeded the real rate of interest. Moreover, the ratio of debt amortization to 

total debt seems to be closely connected to rescheduling, with a low ratio indicating 

predominantly long-term liabilities and thus the impossibility or disability to decrease the debt 

burden in the short run. All surveys that examined this indicator find a significant correlation. 

Other indicators of this group, including the ratios bank borrowing to bank deposit, 

unallocated credit to debt, long and medium term debt to total debt, undisbursed commitments 

to debt, interest to debt service and short term debt to exports also seem to be helpful in 

explaining the respective default risk. In contrast, the government debt to GDP and the IMF 

credit to IMF quota ratios - with the IMF quota being an indicator for a country's size and 

strength - seem to be rather insignificant.  

A country's ability to serve its debts is also determined by its international reserves. Thus, it 

seems apparent that a higher import cover - the ratio of reserves to imports - is a favourable 

liquidity indicator, especially for serving short-term obligations and maintaining the 

respective import level. Although not all reserves are liquid, and fixed reserves might mislead 

this group of indicators, the import cover and other indicators of this group, like the ratios 

reserves to IMF quota, debt and GNP, respectively, highly correlate with a country's 

                                                 
20

  It is not only the debt level that is relevant. The factor income to pay or to receive may also be of interest. 

If there is a systematic difference between returns abroad and at home, the country may have a net liability 

position and still show positive net capital yields. Such a situation has been claimed for the US and is 

described as dark matter (Hausman and Sturzenegger 2006). 



What did 40 years of CRA Research do for Entrepreneurial Investors? A. Freytag, G. Pehnelt and W. Schultze  

 17 

creditworthiness. Consequently, the import cover has been found to be significantly negative 

correlated with a country’s risk to fall short in its debt service obligations in the majority of 

empirical studies (Lanoie and Lemarbre 1996; de Haan et al. 1997; Brewer and Rivoli 1997). 

 

d) Current account and sudden stop 

Another category of indicators refers to the balance of payments. Indicators such as current 

account imbalances, capital flows or balance of capital yields identify a country's comparative 

advantage in today's or future production and should not, ex ante, determine country risk, as a 

current account deficit might just originate from a comparably high investment level in the 

respective country (Obstfeld and Rogoff 1994; Dluhosch, Freytag and Krüger 1996). 

Nonetheless, several surveys use the current account, normalised by either the country's GDP, 

GNP or exports as an indicator and roughly half of them arrive at the conclusion that this 

indicator does have explanatory power. In the wake of the current crisis, much has been 

written on the problem of sudden stop, implying that a current account deficit is not 

sustainable. In particular, the danger of a stop of capital inflows (or even a net capital outflow) 

has raised concern (Reinhart and Reinhart 2008). The problem associated with the reversal is 

that it can provide a negative investment shock and reduce liquidity, in particular if the net 

capital inflows are mainly short-term. According to Smit (2007, pp. 13f.) the danger of a 

sudden stop positively depends on the following determinants: 

• the size of the current account deficit; 

• the size of foreign debt; 

• the share of foreign currency denominated debt in all debt; 

• high share of short-term debt and of credits instead of equity; 

• unsound fiscal policy; 

• a closed economy; 

• a fixed exchange rate. 

For future research, disaggregation of foreign trade might be interesting: separating capital 

and consumption goods on the import side would most probably result in a higher level of 

significance of the effect of a current account deficit on a country’s sovereign debt risk. De 

Bondt and Winder (1996) also examine the current account deficit depending on the number 
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of years and thus come closer to the problem of the sustainability of a deficit over a long 

period. For the decade from 1983 to 1993 this indicator is statistically significant. 

A country's integration in the international division of labour should be a favourable indicator, 

as solid trade relations imply steady economic conditions. Although the growth rate of a 

country's exports may well be negatively correlated with the respective default or 

rescheduling risk, the overall performance of this group of indicators is rather poor. This 

might be due to the calculation of the growth rate that differs in the respective studies. Frank 

and Cline (1971), for instance use a four year average (insignificant), whereas Feder and Just 

(1977) use an eight year average of export growth (significant).The import to GNP ratio, 

which one would expect to be positively correlated with the default risk since the dependency 

on volatile commodity prices weakens a country's stability, seems to be an unreliable 

indicator. Here, again, a distinction between the imports of capital and of consumption goods 

would be favourable, as investments in future growth usually goes along with imports of 

heavy equipment from abroad (Kutty 1990). The weak significance of the indicators of this 

group also applies for the indicators export fluctuation and terms of trade. However, Pehnelt 

(2007) shows within a sample of 22 OECD countries that a better integration into the world 

economy has been closely related to the disinflation process in these countries during the last 

two decades. His findings indicate that economic integration tends to lower and stabilise 

inflation rates, which should lower currency risk. 

 

Summary: no clear picture possible 

In the face of literally dozens of different indicators that might be predictors of a country’s 

currency and/or debt risk, any investor will be rather confused what indicators she should 

actually look at when it comes to the very investment decision. In order to rule out some of 

the less reliable and inappropriate indicators, we examined the 10 most often used indicators 

in empirical CR studies with respect to the question of whether these indicators turned out to 

be good predictors for the default risk. Table 1shows that the GDP per capita growth, the debt 

service per exports ratio and the import cover are the most frequently used indicators.
21

 

Although the predictive power of these indicators reaches a sufficient level, the empirical 

results are rather mixed. The debt per GNP ration and the debt amortization per total debt 

ratio turn out to be the most reliable indicators in explaining a country’s sovereign debt risk, 

though not being used in many studies. 
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  A more comprehebsive overview about indicators in use in given in Table 2, Appendix. 
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Table 1: Top-10 indicators for sovereign debt risk 

Top 10 indicators for debt risk
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growth GDPpc
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import cover

growth rate exports

debt/GNP

debt amortization/total debt

interest rate

inflation rate

variability GDPpc

investment/GDP

Frequency (no. of studies) - N = 41

significant

insignificant

Top 10 indicators for debt risk
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growth GDPpc

debt service/exports

import cover

growth rate exports

debt/GNP

debt amortization/total debt

interest rate

inflation rate

variability GDPpc

investment/GDP

Frequency (no. of studies) - N = 41

significant

insignificant

 

 

5. The left-alone SME investor 

In addition to these contradictions, it is striking that mainly financial investments are 

supported by CRA research. The entrepreneurial investor has not much to learn from these 

findings. Overall, one could say that a combination of a high level of debt service per exports 

ratio, a low level of debt amortization and a high level of total debt per GDP indicates a 

relatively high possibility of debt and currency risk and ask for a respective risk premium of 

investors whose investments would be affected by a currency or debt crisis.  

However, as discussed above, the latter do not satisfyingly cover country specific risks 

investors are facing. The profitability of many investments – especially investments of non-

financial, middle-sized companies – will not be affected by a shortfall of a country’s debt 

service payments. Even if the default leads to a depreciation of the country’s currency, many 

investments might be left largely unaffected; some may even gain.
22

 So the search for tools to 

support the investment decision of – especially middle-sized – foreign investors must cover 

other dimensions of country specific risks. The political dimension of country specific risks – 

                                                 
22

  Nevertheless, a sharp depreciation of the national currency against major currencies may ask for a 

revaluation of certain assets in the balance sheet of foreign investors. 
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for instance – might be much more serious for many foreign investors than the currency or 

debt risk. 

 

a) Growth rate as a determinant for FDI? 

The structure of an economy is determined by various indicators that provide information 

about a country's strengths and weaknesses. The investment to GDP ratio tells about a 

country’s attractiveness for (foreign and domestic) investments. A higher investment leads to 

higher future output and growth. It is no wonder that this variable turns out to be negatively 

related to various measures of the currency or debt risk because it is, again, rather an outcome 

variable than an ex ante measure.
23

 Economic growth is an ambivalent indicator, standing for 

a sound economic situation on the one hand, but blinding out other important components of a 

healthy economy. A high GDP growth does not necessarily say much about how safe FDI in 

this country might be. Moreover, if the economic growth is build on public funds, the 

probability of arrears and rescheduling increases. Thus, the mixed empirical results for this 

indicator in explaining debt and currency risks are not entirely surprising. However, GDP per 

capita growth in one of the most frequently used indicators in CR studies. Other, less often 

observed indicators of growth indicators, like the variability of the GDP per capita, as well as 

the growth of both industrial production and stock exchange seem to be negatively correlated 

with the sovereign debt risk (Lee 1991; Bäcker 1992).  

 

b) Socio-political risk  

Most recently, socio-political risk has attracted much more attention and is probably the most 

intensively examined field in the context of CRA at present. As seen above, it is also directly 

linked to economic problems such as debt default. It is even more difficult to precisely define, 

observe and measure these kinds of risk than is it in the case of the currency or debt risk. 

Consequently, quite a range of different definitions of political risks have been provided.  

Basically, the definitions of political risk fall into different categories. On the one hand, there 

are actions by a government or sovereign and political events like changes in the head of 

government that cause risk. This is a rather narrow interpretation of political risk, as it refers 

to political action in itself. On the other hand, wider definitions of political risk include 
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  However, other outcome indicators like GDP per capita explain a country’s default or currency risk to a 

surprisingly little extent. 
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political and social surroundings and are thus more overt (Fitzpatrick 1983). This is an 

important distinction as it already suggests how different firms are affected differently by the 

same risks. Haner (1979) focuses on the sources of risk and differentiates between internal 

causes like fractionalisation and nationalism and external causes like the dependence on a 

hostile major power. Kobrin (1979) examines political risk from an analytical and operational 

point of view. He tries to detect certain political events that are crucial for risk and correctly 

points out: “Not the events, qua events, but their potential manifestation as constraints upon 

foreign investors should be of concern.” A further definition is provided by Simon (1982): “In 

terms of a definition, political risk can be viewed as governmental or societal actions and 

policies, originating either within or outside the host country, and negatively affecting either a 

selected group of, or majority of, foreign business operations and investments.” Again, not 

too many authors consider that political risk can result not only in losses but also in gains 

(Robock 1971). According to this view, that focus on performance variance rather than just 

negative outcomes, country risk refers to the probability of certain political decisions or 

events that are likely to change the prospects for the profitability of investments (Haendel et al. 

1975). However, today’s country risk analysts are mainly concerned by downside risks. 

Following Robock (1971), political risk exists in the case of discontinuities in the business 

environment, when these discontinuities are difficult to anticipate, and when they result from 

political change. He also distinguishes between macro and micro political risk. The former 

refers to changes within the political environment that affect all foreign business such as 

political turmoil or civil war. The latter is adverted to changes that affect only certain fields of 

foreign business, for example the nationalization of commodity mining industries. Stevens 

(1997) introduces a political risk framework by combining the approaches of Robock (1971) 

and Simon (1982). In his analytical system, he accounts for (1) societal-related actions that 

have effects on foreign business (e.g. nationalism, ownership control), (2) actions by the 

government regarding foreign business (e.g. discriminating taxes, joint venture pressure), (3) 

actions with effects on all businesses within a country (e.g. frequency of protests, 

demonstrations and strikes), (4) activities by the government that affect all business 

participants (e.g. regulatory policies, trade restrictions), and (5) variables that interfere with 

foreign business operations (e.g. ethical/religious turmoil). 

 

c) Lack of tailored indicators 
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Obviously, there is no comprehensive and conclusive classification of political risk and the 

different approaches sometimes lack of a clear cut theoretical basis. As Kobrin (1979) 

correctly points out, all categories of country risk are aligned and difficult to separate. Taking, 

for example, a look at the above mentioned financial risk, the transfer- or conversion-risk 

certainly depends on political decisions, i.e. if and how capital flows are restricted.  

Basically, economic policy risk refers to unexpected decisions or actions by the host country’s 

authorities regarding economic policy issues. These decisions by authorities like the federal or 

local government, certain bureaucracies, or other national institutions that are involved in 

economic policy may, intended or not, adversely affect the business opportunities and 

profitability of investors. The spectrum of such detrimental policy measures includes the 

introduction of distorting taxes, barriers or restrictions to trade or certain trade agreements, all 

kinds of regulations that affect business opportunities of investors, capital controls, just to 

mention the most frequently used measures. Contrary to some other political risks that usually 

occur in case of a regime change, economic policy risk is omnipresent to some extent in 

almost every country. However, gradual and slight changes of taxes, trade policies and 

regulation are not supposed to be problematic for the vast majority of investors. Therefore, the 

possibility of adjustments and reforms that are rather negligible with respect to their impact 

on the business environment are not subsumed under the term country risk in the narrower 

sense. Nevertheless, investors should be aware that political decisions can have tremendous 

impact on their business activities and the profitability of their investments, especially if the 

intervention explicitly bears on foreign investors and are of serious nature. These kinds of risk 

are by no means limited to developing countries and emerging markets.  

Economic crises, although latent because of fundamental imbalances, have frequently been 

triggered by political choice, such as the government’s refusal to service debt obligations, the 

introduction of foreign exchange controls or the like. That is why the government’s bias to 

undertake such actions together with fundamental macroeconomic conditions contributes to 

the country risk and should be taken into account in CRA analysis. 

Foreign investors are not just facing such general political risks that might affect the whole 

economy, but are also confronted with the risk of very selective policy measures that aim at 

foreign investors, the relevant sector(s) or even the very investment itself. This is why one 

cannot calculate a single figure that reflects a country’s political risk. In fact, the country 

specific political risk has to be estimated with respect to the very investor and the very 

investment. Strategically important assets like resource exploiting facilities or the media 
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might be much more seriously affected if a left-wing government or president takes over the 

political power than other firms. 

Economic risk is mirrored in indicators like inflation rate, interest rates, current account 

balance, government expenditures and export/import measures. Inflation risk reflects an 

investment’s sensitivity to (unexpected) changes in the domestic inflation rate. Stock and 

bond prices usually decrease in cases of inflationary shocks, affecting the value of portfolios. 

Revenues from direct investment maybe adversely affected by high inflation rates if the 

inflation influences relative prices and if consumer demand for specific goods and services 

decreases due to the inflationary shock. Furthermore, inflation may change the relative prices 

of necessary inputs and could affect business conditions or profit margins over a longer period 

of time. However, some economic activities and investment attract higher attention in times of 

high inflation rates. Thus, some investors might even gain from the inflationary shock. Again, 

it is the individual investor’s exposure to this risk that counts when it comes to an investment 

specific CRA. Another risk that can affect the financial performance of investors is the 

interest rate risk. An investment’s value can change due to changes in the level of interest 

rates or the spread between different rates. This is typically the case for investors that hold a 

country’s bonds. If interest rates increase, the value of the bonds and other fixed-income 

securities hold by an investor will decrease. Rising interest rates may also cause rising 

borrowing cost of variable-rate loans. An investor that shows a high exposure to increasing 

interest rates must take the probability of rising interest rates into account when calculating 

the country specific risk and the individual risk premium. 

It is not just those systematic policy risk dimensions that can be identified by analysing and 

using specific institutional arrangements and structures such as a country’s monetary policy 

agencies and rules. Many country specific risks that can seriously affect the profitability of 

investments – especially from abroad – stem from rather unsystematic political developments 

and often even single events that could have dramatic macroeconomic effects such as a 

revolution or a coup d’état, strikes and boycotts, civil wars, terrorist attacks or external threats. 

Such events can lead to expropriation or “nationalisation” of assets, a general recession and 

even a collapse of the whole civil and economic system. Such possible consequences of more 

or less politically induced events would most definitely affect many foreign investors. 

Therefore, any investor must assess the host country’s political structure and the probability 

of certain socio-political events. Simon (1984) points out that not only the power structure 

inside the host country, but also the country’s role in international affairs has to be considered, 
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since cross-border conflicts, wars or economic and political embargos could also be a threat 

for the profitability of direct investments.  

Furthermore, there are certain country- and investment-specific risks that are even more 

unsystematic than the events mentioned above. An expropriation can be very selective when it 

comes to a change in the national government. Cases like Zimbabwe and Venezuela have 

shown that especially foreign investors in certain sectors are likely to suffer from the 

“nationalisation” of strategic assets. The risk exposure of resource exploiting firms or energy 

providers might be much higher than the exposure of other investments. The same holds for 

local content regulation, distorting taxation or selective trade barriers – all political measures 

that will have microeconomic effects on the sector level. Most recently, the question of 

intellectual property rights (IPR) became the focus of international debates. It seems quite 

obvious that some foreign investors heavily suffer from piracy and counterfeiting, especially 

in developing countries and transition economies.  

 

6. Conclusions 

All of the risk factors described in the last section have been almost neglected by the 

empirical country risk literature, so far. Although there are some attempts to cover these 

socio-political risks in aggregated country risk indexes, there is hardly any systematic 

empirical investigation of the relationship between certain explanatory variables and these 

kinds of events, let alone the specific impact on different types of investments. The predictive 

power of country risk ratings and scoring approaches are remarkably low. This is, by the way, 

even true for financial crises that should be much easier to predict than rather unsystematic 

events. Not just since the Asian Crisis rating agencies have been constantly criticized for their 

poor ability to predict such crises.
24

 Oetzel et al. (2001) analyse the Institutional Investor, 

Euromoney, International Country Risk Guide (ICRG) and Political Risk Service and find 

that no one of these was able to predict periods of change in currency values. Sy (2004) 

analyzes the period 1990-2002 and finds that neither S&P nor Moody‘s were able to predict 

currency crises in emerging markets. Furthermore, Reisen and von Maltzan (1999) find that 

ratings generally suffered from a prediction lag: due to their market impact they intensify 

euphoric expectations during boom phases and generate panic by downgrading. Most of 

present-day CR indexes refer to surveys among business people and other so-called experts. 
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  The most recent financial crises and downturn in real estate in the US underpins the poor performance of 

rating agencies even in a relatively clearly laid out business environment. 
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Although they cover different dimensions of country risk
25

, the vast majority of these indexes 

or ratings mix up indicators, risk, events and opinions and come up with a single number that 

is supposed to represent the country specific risk for investors. This methodological approach, 

the lack of systematic empirical investigation and – most important – the disregard of the 

different risk exposures of foreign investors together with the aggregation of risk factors seem 

to be rather inappropriate to support the investment decisions of middle-sized companies that 

plan to invest abroad. In the end, any investor has to entrust a rating or consulting agency with 

an individual country study that is tailored to her specific needs. We are not sure if this is 

intended by the rating agencies that publish country risk ratings. However, what is needed is 

an evidence based tool that can be used by investors in order to estimate the individual 

country specific risk and the respective risk premium. Such an investment tool must be 

developed on the basis of a systematic meta-analysis of the existing empirical findings not 

just on country risk assessment in the narrower sense but also under consideration of other 

strands of empirical research regarding events that might affects the profitability and safety of 

foreign direct investments. Furthermore, additional primary empirical work seems to be 

necessary to develop a more comprehensive database for the intended management tool.   

Such a management tool must incorporate those – and only those – risks that are relevant with 

respect to the expected profitability of the very investment. Therefore, the investor (or the 

analyst/consultant) first has to analyze the investor’s exposure to the different risks such as 

currency risk, economic policy risk, ownership risk, stability risk, inflation and so on. In a 

second step, one has to identify events that cold occur and actually trigger a crisis for the 

investor. Next, the empirical findings regarding the relationship between certain structural 

parameters/indicators and the probability of these relevant events have to be incorporated into 

the investment tool. Finally, this evidence based management tool provides the very investor 

with individual country AND investment specific risk scores that reduce the uncertainties and 

set the basis for a prudential investment decision. 

 

                                                 
25

  The ICRG for instance covers three risk dimensions: political risk, financial risk, economic risk. Taking the 

scores or better single indicators of these sub-categories might help investors to get a more sophisticated 

impression of the different types of risks they are facing in the very country.  
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Appendix 

Table 2:  Currency crisis and selected indicators 

Political Indicators 

Indicator Risk / Event 
General 

Results* 
Selected studies 

Inflation rate / 

change of inflation 

rate 

Currency crisis / 

rescheduling and 

arrears 

+ 

Edwards (1984) 

Kutty (1990) 

de Bondt/Winder (1996) 

Kaminsky et al. (1998) 

Changes in head 

government 

Currency crisis / 

rescheduling 
(+) 

Citron/Nickelsburg (1987) 

Brewer/Rivoli (1997) 

Armed conflict 
Currency crisis / 

rescheduling 
+ + Brewer/Rivoli (1997) 

Corruption (CPI) Default risk  + + Ciocchini et al. (2003) 

Democracy level 

and instability 

Currency crisis / 

rescheduling 
± 

Balkan (1992) 

de Haan et al. (1997) 

Political regime 
Currency crisis / 

arrears 
(no) de Bondt/Winder (1996) 

Debt Indicators 

Debt-to-GDP ratio   

Currency crisis / 

rescheduling, 

default 

+ 

Edwards (1984) 

Lee (1991, 1991b) 

Balkan (1992) 

Lanoie/Lemarbre (1996) 

de Haan et al. (1997) 

Foreign debt to 

GDP 

Currency crisis / 

rescheduling 
+ + 

Lee (1991) 

Brewer/Rivoli (1997) 

Ciocchini et al. (2003) 

Total debt to 

exports 

Currency crisis / 

rescheduling 
+ 

Morgan (1986) 

Odedokun (1995) 

Lanoie/Lemarbre (1996) 

External debt to 

exports 

Currency crisis / 

arrears 
+ + de Bondt/Winder (1996) 

Debt service to 

exports 

Currency crisis / 

rescheduling, 

arrears, default 

+ 

Frank/Cline (1971) 

Feder/Just (1977) 

Feder et al. (1981) 

Odedokun (1995) 

Cooper (1999) 

Eichengreen/Mody (2000) 

Attitude towards 

rescheduling / path 

dependence 

Currency crisis / 

rescheduling 
+ 

Lloyd-Ellis et al. (1989, 1990) 

Bäcker (1992) 

Lanoie/Lemarbre (1996) 

Debt service to 

GNP 

Currency crisis / 

rescheduling 
+ + 

Rahnama-Moghadam et al. (1991) 

Odedokun (1995) 

Continued next page 
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Debt structure and characteristics 

Indicator 
Risk / Event / 

Measure 

General 

Results* 
Selected studies 

Interest rate 
Currency crisis / 

rescheduling 
+ 

Lee (1991, 1991b) 

Kutty (1990) 

Bordo/Meissner (2006) 

Debt amortization 

to total debt 

Currency crisis / 

rescheduling 
+ + 

Feder/Just (1977) 

Morgan (1986) 

Kutty (1990) 

Balkan (1992) 

de Haan et al. (1997) 

Short term debt to 

debt stock and 

exports 

Currency crisis / 

rescheduling, 

arrears 

+ + 

Bäcker (1992) 

Cooper (1999) 

de Bondt/Winder (1996) 

Variable interest 

loan to debt 

Currency crisis / 

rescheduling 
+ + 

Morgan (1986) 

Rahnama-Moghadam et al. (1991) 

Odedokun (1995) 

International Reserves 

Import Cover 
Currency crisis / 

rescheduling 
– 

Feder et al. (1981) 

Lloyd-Ellis et al. (1989, 1990) 

de Bondt/Winder (1996) 

Brewer/Rivoli (1997) 

Easton/Rockerbie (1999) 

Reserves to debt 

and GDP 

Currency crisis / 

rescheduling 
– – 

Edwards (1984) 

Rahnama-Moghadam et al. (1991) 

Odedokun (1995) 

Ciocchini et al. (2003) 

Balance of payment indicators 

Current account 

balance to GDP 

and exports 

Currency crisis / 

rescheduling 
± 

Edwards (1984) 

Balkan (1992) 

de Bondt/Winder (1996) 

Brewer/Rivoli (1997) 

Openness of Economy Indicators 

Growth of exports 
Currency crisis / 

rescheduling 
(–) 

Lloyd-Ellis et al. (1989, 1990) 

Kutty (1990) 

Bäcker (1992) 

Odedokun (1995) 

de Haan et al. (1997) 

Changes in the 

terms of trade 

Currency crisis / 

rescheduling, 

arrears 

(–) 
Odedokun (1995) 

de Bondt/Winder (1996) 

Imports to GDP 
Currency crisis / 

rescheduling 
(+) Odedokun (1995) 

Trade openness 
Currency crisis / 

arrears 
(no) Easton/Rockerbie (1999) 

Continued next page 
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Structural Indicators 

Indicator 
Risk / Event / 

Measure 
General Results* Selected studies 

GDP per capita 
Currency crisis / 

rescheduling 
(–) 

Feder/Just (1977) 

de Bondt/Winder (1996) 

Lanoie/Lemarbre (1996) 

de Haan et al. (1997) 

Investment to GDP 

Currency crisis / 

rescheduling, 

arrears 

– 

Edwards (1984) 

Somerville/Taffler (1994, 1995) 

Odedokun (1995) 

Lanoie/Lemarbre (1996) 

de Haan et al. (1997) 

GDP p.c. growth 

Currency crisis / 

rescheduling, 

arrears 

 – 

Morgan (1986) 

Citron/Nickelsburg (1987) 

Lloyd-Ellis et al. (1989, 1990) 

Lee (1991, 1991b) 

Cooper (1999) 

Eichengreen/Mody (2000) 

Ciocchini et al. (2003) 
 

* + +  significantly positive and robust 

+  positive but not always significant and not always robust  

(+)  by trend positive but not sufficiently significant  

– – significantly negative and robust 

 –  negative but not always significant and not always robust 

 (–) by trend negative but not sufficiently significant 

(no) no significant relationship  

±  mixed and inconclusive results 
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