  COUNCIL ON FOREIGN RELATIONS ROUNDTABLE

     COUNTRY RISK ANALYSIS IN THE POST-ASIA CRISIS ERA

   IDENTIFYING RISKS, STRATEGIES, AND POLICY IMPLICATIONS
 KEY   RECOMMENDATIONS FROM DISCUSSIONS 10/98-9/99

In the two years since the July 2, 1997 devaluation of the Thai baht, countless commentaries have been advanced on the causes of and remedies for the Asian crisis.  Yet remarkably little attention has focused on the undeniable weaknesses of the country analysis process itself: Why did virtually no analyst in either the investor or policy communities foresee the depth or duration of the Asian crisis and its far-reaching consequences for the Asian countries, other emerging markets, and the industrial countries? What can be done to improve our ability to assess vulnerabilities, risks, and channels of contagion, enabling investors and policymakers alike to minimize the economic, political, and social costs of future financial crises?

Leading members of the country risk community conducted a series of Roundtable discussions from the fall of 1998 through the fall of 1999 under the auspices of the Council on Foreign Relations, with the objective of developing recommendations for how to improve the quality of emerging market country risk assessments utilized by investors and policymakers. Participants included leading country risk practitioners (from rating agencies and other country risk services, commercial banks, and the investor community), as well as government officials and analysts (from the International Financial Institutions, the U.S. government, and borrowing country governments).

The recommendations set forth below are intended to provide a summary of the most important observations and suggestions made by members of the Roundtable. Since the purpose of the  Roundtable was to provide a forum for a wide-ranging exploration of issues and solutions, no effort was made to reach complete consensus on the wording of specific recommendations.  However, members expressed strong general support for the  thrust of the conclusions below, and not one participant dissented on major points.  

The recommendations are  in three principal areas: Analytical Country Risk Methods; Structure of the Country Risk Profession; and the Use of Country Risk Analysis in Decision-Making. The recommendations cut across the entire panoply of market and regulatory structures, strongly suggesting the need for a serious collaborative approach in improving analysis and its use in the decision-making process. Roundtable participants urge key decisionmakers in both the private and public sector to consider these recommendations seriously, as the increased use  of high-quality, relevant country risk assessments by investors, lenders, and policymakers promises to decrease excessive market volatility and improve policymaking, serving to minimize the economic and social costs resulting from financial crisis.

ANALYTICAL COUNTRY RISK METHODS - Analytical capacity in the country risk profession has been outpaced by developments in the global environment, given the unprecedented changes across economies, political structures, and societies, amplified by increased global, regional, and interregional interdependencies. While some improvements have been made to analytical methods and data collection over the last twenty-four months by a number of country risks analysts, the speed and depth of the historic transformations occurring in our global environment require far greater modifications.  Following are a number of concrete steps that our group identified to improve the analytics of country risk assessment:

1) All country risk analysts and investors should routinely utilize analytical frameworks that explicitly recognize the increased complexity, interdependency, and uncertainty of the global environment. Specific measures include the following:

· Standard usage of qualitative assessment techniques that incorporate uncertainties and interdependencies, such as development of scenarios, threshold stress testing, and mapping sensitivity to changes in key risk variables;  

· Explicit identification and testing of key assumptions embedded in country assessments, especially those related to exchange rates, political structure, policy options and constraints, and the global environment;

· Qualified use of quantitative methods and models--such as Value-At-Risk-- with explicit recognition of assumptions, limitations, and uncertainties; 

· Expanded use of quantitative and qualitative variables related to private sector, economic linkages, and exogenous variables such as commodity prices and market liquidity; and

· Systematic identification and incorporation of political risk and country vulnerability to shifts in investor and creditor sentiment. 

2) Country risk services and analysts should expand beyond the traditional focus on country reports to routinely include global, regional, sector, and instrument reports that facilitate more targeted identification of portfolio concentration risk.  A more precise identification of risks requires that the International Financial Institutions (IFIs), rating agencies, and other country risk services that routinely prepare reports recognize more macro risks, as well as how those risks relate to different sectors and instruments. Analysts need to focus reports on the following: a) global scenarios that identify key uncertainties, systemic risks, and potential implications for regions and countries; and b) global industry sectors and instruments (such as bonds), identifying  risks specific to those instruments and sectors. 

3) Primary government providers of data and analysis, such as the IMF, the World Bank, the BIS, and country governments, should collaborate more closely with country risk analysts, investors, and lenders to identify priority gaps. Specific taskforces should be organized around this objective, and should include private sector analysts, with the goal of augmenting the individual analyst’s risk assessment capacity through the improvement of data and analysis from mulitlateral and government sources.  Key areas of focus for the Taskgroups include the following loan risks: currency and maturity mismatching; vulnerabilities in a country’s balance of payments profile,  including breakdown on debt profile and debt amortization by instrument; and a country’s economic interdependencies, the health of its private sector and banking system, global competitiveness, political and social cohesiveness, and overall sustainability of policies. Such timely and relevant data and analysis should be made available through expanded web sites.

4)   The IMF, the World Bank, and country governments should enhance their communication with investors and creditors, by providing more comprehensive and timely rationales for country policies and performance assessments, and by explaining significant country developments.  The use of Internet technology would facilitate the dissemination of and access to information by all groups, improving the investor community’s capacity to analyze and exchange views on  key issues. Specific recommendations include the following:  a) enabling more user-friendly downloading, graphing, and analytics applications; and b) constructing private Web Intranet sites to facilitate open collaboration and interactive dialogue on data and analyses.
5)  Analysts and investors should expand the range and depth of the independent analytical sources they use for analysis. Specific steps include the following: appropriate use of rating agency output, with an understanding of intent and scope; expanded use of other independent analysts--such as academics, journalists, consultants and  corporate and banking sources--to assess private sector health and competitiveness; explicit input from technical experts on global industry issues such as commodities; stakeholder analysis to assess political systems, including opposition and vested interests; and full utilization of IMF and World Bank analysts, analyses, and data.

THE STRUCTURE OF THE COUNTRY RISK PROFESSION - The structure of the country risk profession has evolved to support securitization, decreasing the individual analyst’s capacity to openly provide independent, long-term assessments of country fundamentals and systemic risks. Profit motives and other vested interests have led to increasingly biased  assessments. As a result, even when data is sufficient and warning signals are ample, a correct and timely assessment may not be forthcoming. The result is an amplification of the costs of the crisis.  To correct this problem, a number of definite structural and collaborative measures are required:

1) Investors and lenders need access to  more independent country risk assessments for their analyses. Independent providers must compete against free sell-side research that is provided as a marketing function to private-sector clients. To encourage the growth of independent country risk services, as well as lower their cost, policymakers should collaborate with the private sector in the following steps:

· Review how the private sector can be rewarded for use of independent analyses through changes in regulation and supervision; 

· Provide public- and private-sector funding for independent assessment services (e.g., government outsourcing, government funding of research projects and professional organizations, collaborative industry funding of shared research, etc.); and

· Determine the appropriateness of regulatory and other measures to enhance the objectivity of sell-side research (e.g., separate research and marketing functions at investment banks, clearer definition of Chinese Wall, etc.).

2) IFIs should focus analytical resources  on building the relevant economic and financial databases and overall analyses needed to  support the investor and policymaking communities. To accomplish this, the IFIs need to  partner with the private sector through ongoing collaborative fora involving country risk analysts in key institutions. These fora should  leverage profession-wide expertise in identifying potential risks and preemptive strategies. Immediate next steps for the IFIs include the following:

· Establishing focus groups and panels, including the private sector, governments, and academics, to collaboratively define data and analytical specifications;

· Setting forth an analytical framework for data collection, including identification of areas of global dependence (e.g., trade dependencies, vulnerability to shifts in market sentiment, etc.) and possible channels of transmission and contagion;

· Enhancing existing standardized databases on national accounts, BOP, debt structure and amortization schedules, financial sector health and developments, social and political indicators, and adding data fields as needed; and

· Elaborating on conceptual frameworks to guide user analyses of data.

3) IFIs and country risk service providers should enhance their capacity to provide interdisciplinary analysis on all potential sources of country risk. Further advances need to be made in the establishment of objective criteria and data provisions for evaluating critical aspects of each country (such as systemic and global interdependencies, global competitiveness, policy issues and tradeoffs, strength of the national banking system, adequacy of the country’s regulatory regimes, independence of the legal system, independence of monetary and interest rate policies, resiliency of the political system, etc.).

4) Country risk analysts need to institute a professional group that would serve to establish and disseminate “Best Practices” for the country risk profession. Critical functions would include the following:

· Establishment of guidelines through collaborative fora and published materials;

· Promotion of such guidelines in university graduate and executive training programs;

· Provision of data and analytical specifications to private sector, governments,  and IFIs;

· Updating “Best Practices” on an ongoing basis, providing for feedback to educational fora; and

· Promotion of an interdisciplinary approach, which incorporates political, social, economic, and financial analysis.

THE UTILIZATION OF COUNTRY RISK ASSESSMENTS IN DECISION MAKING - Even when available, quality country risk assessments are often  inadequately integrated in decision making processes because of two factors: the large role of externalities influencing market behavior, as well as inadequate interfaces between assessments and decision making processes.  To the extent that market behavior is commonly affected by these two factors, they are the potential source of mass-market movements, reversals and systemic risks. Significant action steps are urgently required:

1) Industry leaders and associations should revise performance benchmarks, incentive systems, and accounting regulations as needed to reward fundamental assessments and reduce costly market volatility.   Immediate measures include:

· Setting up research projects on the above topics with wide participation of the investment community, policy makers, and academics; 

· Establishing taskforce(s) with participation of fund managers, commercial bankers, and policymakers to review research results and propose revisions; and 

· Engaging the  accounting community in the review of how mark-to-market accounting rules can be revised to reduce market herding and panic selling.

2) IFIs and governments need to review how national and international regulatory regimes might better reinforce quality, fundamental long-term assessments. Key next steps include the following:

· Review regulatory exposure guidelines for international commercial banks, insuring disclosed exposures correctly reflect risk profile and do not spur regulatory-induced exposure reductions unrelated to fundamental assessments of risk;

· Evaluate recent changes in  BIS capital allocation guidelines, insuring loan decisions are not skewed on the basis of capital allocation guidelines rather than fundamental assessments of risk; and

· Revisit existing U.S. government regulations on pension fund regulations, such as ERISA.

3)
Regulatory authorities, private sector professionals, country risk service providers, and multilaterals should collaborate  in enhancing a) the relevancy of the framework utilized in risk management models; and b) the actual usage of assessments in decisionmaking. Immediate implementation of the following is recommended:
· IFIs and independent country risk services provide greater coverage of alternative global scenarios and analysis of possible high-impact events, which  can be utilized by market participants.

· Private sector participants modify current risk management models to include scenario overlays, political uncertainties, and possible systemic risks as identified by their own analysis and by others. Pricing decisions should be explicitly tied to risk judgments.

· Regulatory agencies monitor overall performance of internal risk management models in adequately testing for risk concentrations and high-impact events.

· All parties insure basic credit payback analysis of individual transactions--clearly identifying the source and vulnerabilities associated with servicing of interest and principal--is fully integrated into the analysis of portfolio and risk concentrations. 
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The recommendations provided above are to be further developed in a second series of Roundtable discussions to be held at the Council from November1999 through June 2000.  For more information, please contact the Roundtable’s Project Director, Barbara Samuels (phone 212-358-9660; e-mail samuels_barbara@ bah.com), or the Roundtable’s Research Associate,  Caroline Wadhams (212-734-9492; e-mail cwadhams@cfr.org).
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