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Risk = Uncertainty = Information deficit 

Risk is anywhere, anytime! 
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What is Risk about? 

FRisk stems from a situation of uncertainty 

regarding current or future situations, where 

information about the situationôs outcome is 

insufficient, lacking or simply wrong! 

F    

ÅInformation availablility is, in itself, a measure of risk 

(BOP, debt data, governanceé) 

ÅInformation scarcity then requires taking action that 

might produce negative and costly consequences 

(investigation time, transaction cost, delaysé) 
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Risk has to do with uncertainty regarding 

the future, hence the need of tackling the 

future prospects! 

XVI ° century Renaissance= « Modern time » =  

linear time of é Economic & Financial Time! 

« Ancient times » = circular time (until the Middle Age) 
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The « discovery » of risk 

Pascal 1654 Fermat 1654 

Markowitz 1952 M. Scholes 1997 B. Mandelbrot 

1703 
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Risk & Uncertainty 
F Frank Knight : 1921 Risk, Uncertainty and Profit: Risk stems 

from outcomes that are unknown but can be tackled with 

probability distributioné. Uncertainty stems from a deficit of 

information, hence randomness of results.  

F Markowitz :  Risk = probability of loss. It often means the 

historical volatility in returns as measured by standard deviation 

or Beta. But risk tolerance also matters! 

F Keynes: Treatise on Probability 1921: role of animal spirits in volatility 

spill-over and herd behavior. Non-linear nature of risks and 

danger of expecting the future as a simple projection of the past.  

F Ulrich Beck: 2010: « we live in a global risk society where 

current decisions and technological developments trigger long-

term global impact » (warming, terrorism, pollution, financial 

deregulationé) 
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Isaac Newtonôs Law! 
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Country risk analysis? 

 

FAssessment of a foreign entityôs ability and 
willingness to  meet its external obligations  

in full and in time   

 
F Foreign entity? Private firm, country government, bank, supplier, 

client, partner.. 

F Country risk is composed of a complex combination of  

political, financial and macro-economic risk  
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What country risk is NOT 

FCountry risk is NOT a monopoly of foreign creditors, 
exporters, importers, or investors 

FDomestic residents (households, investors, corporate 
sector) also face country risk from their own countryôs 
socio-economic situation 

ÅThe countryôs goverment can take arbitrary  decisions 
that will affect the residentsô situation 

Å The country can be contaminated by negative regional or 
global forces 

 

Å A deterioration in the risk perception by capital markets  and 
rating agencies will  feedback on domestic residentsô socio-
economic environment and well-being: capital flight!  
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Tackling country risk 

COUNTRY + RISK 

 

FCountry = sovereign entity, culture and values, 

geographical distance, national laws and 

regulations, socio-political parameters 

FRisk = lack of perfect information in real time, 

spill-over effect, abrupt changes 
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Country risk  

FCountry risk results from a set of complex 

and interdependent socio-economic, 

financial and political factors, specific for a 

particular country, that can quickly worsen 

given the countryôs global integration.   
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The interplay of country risk  with the 

global economy 

Macroeconomic 

Financial 

Socio-political  

Capital flows 

Exchange rates 

Interest rates 

IFIs 

Global trade 

Financial market access 

Rating agencies 

Global GDP 

Global terrorism 

13 Michel H. Bouchet/SKEMA (c) 2013 

How does Country Risk materialize? 

1. CREDITOR = Payment arrears, default, rescheduling, 
write down and/or write off 

2. INVESTOR = Capital control: Limits on dividend 
and capital repatriation 

 Contractual obligations and legal commitment : 
contract repudiation, bureaucracy, political upheaval 

 Business climate: corruption, weak infrastructure and 
institutions, strikes 

 Public guarantees: unilateral suspension 

3. TRADE PARTNER = Supply and purchases (imports 
of goods & services) = delays, defective merchandise, 
exchange rate overvaluation 

 Sales (exports of goods & services) = payment arrears 
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Risk Analysis and Project Evaluation: 

ñdoes a risky investment create value?ò 

F Evaluating alternative or simultaneous 

investment decisions in an efficient market: 

 

1. Payback period (cash inflows/cash outflows) 

2. Net present value (discounting future cash flows) 

3. Internal rate of return 

4. Profitability index 
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Risk Analysis and Project Evaluation 
Discount Rate? 

Example: 

 

F Assume an oil investment project with expected $100 in 

perpetual cash flows 

F If located in the OECD zone, the discount rate would be, 

say, 5% and  

     NP  Value= $100/0.05= $2,000 
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Risk Analysis and Project Evaluation 
Discount Rate 

Example 2: 
F Project is located in a ñriskyò country 

F If we reflect the country risk (rating, spread, secondary market debt 
price, volatility) in the discount rate, the rate might rise then to  20% in 
China 

          Value = $100/0.20 = $500 

ïDiscount rate for Ivory Coast risk? 60%? 

ï  Value = $100/0.60 = $166 

 

ïThe discount rate is one accounting way for reflecting country 
risk but the point remains to anticipate and assess country risk!  

ïHow to determine the appropriate discount rate? 
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É The NPV is an ñobjectiveò criterion: 

Õ If  NPV ² 0: The project creates value. 

Õ If  NPV < 0: The project destroys value. 

Calculating an investment return with 

Net Present Value (NPV)  

NPV =  Ɇ  

T  

t = 0 

CF t 

( 1 + r ) t 

Cost of Capital 

Cash Flow in t 

Number of Periods 
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Risk Analysis and Project Evaluation: 

ñDoes a risky investment create value?ò 

PROBLEM: 

 In emerging markets, the cost of capital is not 

the adequate discount factor 

Markets might no be « efficient »! 
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Main Country -Risk component 

ÁGlobalization= volatility + spill-over of risk components! 

Economic  

risk 

Overheating, inflation, recession, 

twin deficits, productivity, stop & go 

Price competitiveness and 

investment attractiveness 

Governance, corruption, bureaucracy, 

wealth gap, nationalization 

Liquidity & solvency, 

stock market bubble  

Regional contamination, & spill-over 
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Main components of global risk 

F Economic risk 

F Financial and transfer risk 

F Exchange risk 

F Commodity risk 

F Political risk  

F Cultural environment risk  

F Operational risk 

F Legal and contractual risk  

F (repudiation, confiscation, bribes...) 

F Regional contamination risk  

F (spill-over effect) 

F Systemic risk (global crisis) 

 

 

Quantifiable but ultimately 

judgmental 

Subjective,  

Insurable and diversifiable 
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Country risk assessment 

Reliable and updated information 

 = Economic intelligence  

F Robust risk analysis 
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Analysis and 

information sources 

IMF, World Bank & MIGA 

UNCTAD 

BIS 

OECD 

EBRD 

Coface 

Moodyôs, S&P, Fitch 

CIA & US State Dept 

Transparency International 

Hiscox 

DEFI www.developingfinance.org  
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Major sources of country risk 

intelligence 

DATA SOURCES 

Bilateral  Multilateral/IFIs  International banks Export credit agencies Research centers 

Official sources Private sources 

Paris Club 

Central Banks 

Government agencies 

CIA  

IMF  

World Bank 

BIS 

OECD 

UNCTAD 

UNDP 

Investment banks 

IIF  

Rating agencies 

Thinktanks 

IIE 

EIU 

NGOs 

Global Finance 

COFACE 

SINOSUR 

Hermes 

Ducroire 

ECGD 
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Economic Intelligence= Transforming Information 

into Risk strategy 

Macro-Eco 

Structures 

1950-70 1990 1980 2008 2000 

Debt  

& BoP 

Banking & 

     Finance 

Governance & 

Shadow Economy 

Capital Flight  

2010-15 

Regulation & 

Leverage 
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Risk Assessment 
F Is the risk high and is it acceptable? 

Risk Level 

Project profitability 

Unacceptable risk 

Tolerable risk level if anticipated 

Managed risk with proper 

hedging or insurance 

- 

+ 
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Most attractive emerging markets 

High 

Risk 

Low 

Risk 
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Global Crisis= Spill-over effect= volatile & aenemic growth 
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GDP growth rates % 

WORLD  

IMF-2013 

34 OECD 

160 EMCs 

GDP growth rates % 
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Assessing country risk 

=  Assessing LT opportunities 

 

The future global leaders? 

FThe BRICs: « Toward 2050 » : Goldman Sachs 

 Brazil, Russia, China & Indiaôs GDP > G7 in US$  

Challenge: how to forecast the « Top 10 » in 2050? 
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BRICsô ç catch up process » 

Goldman Sachs 2007 30 

The Top Global GDPs 1950-2050 

Michel H. Bouchet/SKEMA (c) 2013 World Bank, PWCs, Credit Suisse 31 

Nothing new on the West front: markets are shifting 

East outside the OECD 

Michel H. Bouchet/SKEMA (c) 2013 Source: Siemens 2013 32 


