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Chapter 14
Country and Political Risk
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• Country risk
• Political and economic risks of operating in a country

• Country recession, labor strikes, clashes
• Sovereign risk

• Risk associated with government defaulting on bond payments
• Financial and economic risk factors

• Ratio of a country’s external debt to its GDP
• Ratio of a country’s debt service payments to its exports
• Ratio of a country’s imports to its official international reserves
• A country’s terms of trade (export / import prices)
• A country’s current account deficit

14.1 Country Risk Versus Political Risk
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• Political risk factors
• Expropriation / nationalization – worst-case scenario
• Contract repudiation
• Taxes and regulation (i.e., hiring / firing, environmental standards, repatriation of funds)
• Exchange controls (e.g., Argentina in 2002)
• Corruption and legal inefficiency

• Transparency International Corruption Perceptions Index for more than 170 countries
• Ethnic violence, political unrest, and terrorism
• Home-country restriction

14.1 Country Risk Political Versus Risk 
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Exhibit 14.1 Legal 
System Quality
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• The Debt Crisis (1980s)
• Origins of the debt crisis

• Mexico announced in 1982 they could not repay their foreign debt; by the end of the year 24 other 
countries followed suit

• Managing the debt crisis: The Baker plan (1985)
• Loans by banks/World Bank in exchange for agreeing to follow economic advice
• Debt overhang issue

• Debt and debt service-reducing operations
• Debt buyback (at a discount)
• Debt-equity swap

• MNC buys discounted debt to invest – helps country and is cheaper way for companies to invest in 
developing nations

14.1 Country Risk Political Versus Risk 
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Exhibit 14.2 The Origins 
of the Debt Crisis
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• The Brady plan (1989)
• Options available to the banks:

• Buybacks: the debtor country was allowed to repurchase part of its debt at an agreed discount
• Discount bond exchange: the loans could be exchanged for bonds at an agreed discount, with the 

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

interest rate than the one on the original loans
• Conversion bonds combined with new money: loans could be exchanged for bonds at par that 

yield a market rate; banks had to provide new money in a fixed proportion of the amount 
converted

14.1 Country Risk Political Versus Risk 
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• Consider an asset that pays a coupon or dividend of C per period, and has a final value of M 
at maturity after n periods:

• First, in the case in which the spot rate is a constant, r

• When the spot rate is not constant, we write:

Calculating Present Values
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• Now suppose that the probability each period of getting paid nothing at all is p(t), and 
otherwise the asset pays its promised value. Then (assuming no correlation with the market 
return), the value of the asset is given by:

• For example, suppose that there is a constant probability of default each period of p, but that 
once default occurs, no further payments will be made. 

• The probability of a payment in period j is the probability no default will have occurred by period j

Calculating Present Values under Default
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• Almost always when there is default, something is repaid, just not the full 
amount. That is, there is some “recovery”.

• Let R(t) be the amount that is repaid when there is default. 
• Again assume a constant probability of default, p, but now once default occurs, 

the recovery value is paid in the period of default, and nothing after that.
• So, in period j there is a probability of             that the full amount will be repaid. 
• The probability that the default occurs in period j is                .
• Then the expected payment in period j is 
• Even more generally, let the promised payout in period j be 

Calculating Present Values under Default
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• Allowing for some recovery in the period of default, we get:

• If we know the price of the bond, V, all of the spot rates,        , all of the promised 
payments,         , and all of the recovery payments,         , we can use this equation 
to back out the probability of default, p.

• You can’t solve that by hand. You would need a computer program. 

Calculating Present Values under Default
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• The PRS Group’s ICRG Rating System
• Financial and economic risk factors

• Assessing a country’s ability to repay foreign debt
• Objective inputs

• The political risk components
• Stability based on government
• Subjective inputs

14.3 Country and Political Risk Analysis
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Exhibit 14.4 Risk 
Attributes and Political 
Risk Analysis
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Exhibit 14.5 The ICRG 
Risk Components
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Exhibit 14.6 Country and Political Risk Ratings for 
Selected Countries
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• Country Credit Spreads
• Difference between yields of international bond and government bonds of the developed 

country
• Sovereign credit ratings – Moody’s, S&P, Fitch
• Why is sovereign credit risk different?

• Cannot take a country to bankruptcy court
• Still, there are consequences

• Assets may be seized
• Country will not be able to borrow so easily going forward
• International trade could be impacted
• Default could make economic crises worse

14.3 Country and Political Risk Analysis
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Exhibit 14.7 Sovereign 
Credit Ratings by 
Standard & Poor’s
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• Taking Governments to Court
• Bilateral investment treaties (BITs)

• Beneficial?
• International Center for the Settlement of Investment Disputes (ICSID)

14.3 Country and Political Risk Analysis
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• Brady Bonds
• Valued like other fixed-income securities but have special features

• Principal collateral: all par and discount bonds are collateralized by US Treasury zero-coupon 
securities

• Interest collateral: the government issuing Brady bonds deposits money w/ NY Federal Reserve 
Bank in amounts covering 12 – 18 months of interest payments

• Sovereign portion: The remaining cash flows are subject to sovereign risk

• Valuing Brady Bonds
• You first calculate the value of the collateral, using the formula from before. The stream of 

payments from the collateral has a probability of default of zero.
• Then you value the promised stream of payments that are not backed by collateral (and therefore 

subject to default), again using the previous formula.
• This is called the “stripped value”

14.3 Country and Political Risk Analysis
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• Computing political risk probabilities
• Country credit spreads

• Do not just add to discount rate
• Uncover default probabilities 

• Political risk ratings
• No evidence of predictive ability
• Could be lagging (and not leading)

• Political risk insurance premiums

14.3 Country and Political Risk Analysis
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