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Risk Measures Prove To Be Excellent Forecasters

- Of the Rise and Fall of Markets Abroad

= Gene Epstein

EVALUED CURRENCIES, COUPS,

failed economic plans and other

financial and political shocks

are difficult to predict and can
have disastrous consequences for portfo-
lios invested abroad.

But there’s good news, at least for
equity investors. Professor Campbell R.
Harvey of Duke University’s Fuqua
School of Business, along with two co-au-
thors, has found that the International
Country Risk Guide, a monthly publication
of Political Risk Services, provides infor-
mation that has great predictive value
with respect to future’ equity returns
around the world.

By far the most reliable single indica-
tor is economic risk. This isn't really
surprising, Harvey says, because “the
fundamental economie situation in a coun-
try is closely linked to future performance
of equities, The economic risk is not like
what happened to industrial production
last month. It’s very forward-looking. And
that is exactly the sort of thing you like to
study in finance — because equities are
forward-looking, too.”

For each of the 130 countries it follows,
the International Country Risk Guide
tracks ~ and quantifies ~ three kinds of
risk: political, financial and economic. It
also includes a number that is a composite
of the three. Just what falls into each
category is highly subjective, which makes
it all the more surprising that they should
each perform so well.

Political risk is a measure of instability.
It covers a range of overlapping factors:
economic expectations versus realities,
economic planning failures, political lead-
ership, external conflict risk, corruption in
government, the influence of the military
and organized religion in politics, law-and-
order tradition, racial and ethnic tensions,
political terrorism, chances of civil war,
developments within political parties, and
the quality of the bureaueracy.

Financial risk evaluates the threat
posed to foreign lenders and investors by
official attitudes or actions that could have
a negative impact on cash flow or asset
disposition. It covers loan defaults, unfa-
vorable loan restructurings by govern-
ments, delayed payment by governments
of suppliers’ credits, repudiation of con-
tracts by governments, losses from a
government-imposed devaluation of ex-
change rates, and expropriation of private
investment.

Economic risk indicates how foreign
investors’ cash flow could be affected by
conditions within a country’s economy. It
covers inflation, foreign-debt service as a
percent of exports, international liquidity
(the level of current reserves that the
government has to finance imports), for-
eign trade collection experience (a gauge
of how well foreign lenders and traders
have been able to collect payments from
the government), the current account bal-
ance of trade as a percent of exports, and a
parallel foreign exchange-rate market in-
dicator (the difference between the offi-
cially approved exchange rate and the rate
on the parallel market).

Political Risk Services has 250 senior
advisers and country analysts stationed
around the world. The analysts evaluate a
country’s status based on the rigk indica-
tors. The results are published every
month in the International Country Risk
Guide, which has been around since 1981.

Harvey took the 47 countries that have
equity markets and evaluated how indexed
portfolios would do, based on the political,
financial and economic risks tracked by
ICRG, plus the composite index of risk. To
index his portfolios, he used a combination
of the Morgan Stanley Capital Interna-
tional Indexes and the International Fi-
nance Corporation Indexes.

Because the portfolios were caleulated
in dollars, they each suffered or benefited
to the degree that the dollar fell or rose in
relation to the currency of the country in
which it is invested. The portfolios were

“...So the Congress balanced the budget in seven years, reduced taxes,
increased Medicare and we all lived happily ever after.”

weighted so that an equal number of
dollars was invested in, say, the U.S. and
Argentina.

Portfolios were separated into two
categories: “upgraded” and “down-
graded.” For instance, take economic risk.
Harvey began in January 1984 and waited
six months to determine whether it rose or
fell. If it climbed for a particular country,
that nation was put in the upgraded
portfolio. If it fell, the country went into
the downgraded portfolio. From then on,
at six-month intervals, a country would
stay in the upgraded portfolio if its index
remained the same or rose. It would be
shifted to the downgraded portfolio if its
index fell. Similarly, a country would stay
in the downgraded portfolio if its index
remained the same or fell. And it would be
shifted to the upgraded portfolio if its
index rose.

As Harvey puts it: “There are two
different strategies. One is you are buying
all the upgraded countries, and the other

- one is you are buying all the downgraded

countries. All we are doing is taking a look
at the performance of these two portfolios.
If there is no difference in performance,
then there is no information in these
ratings.”

But for the economie index, at least,
the difference is significant. From June
1984 through June 1995, the average
return on the downgraded portfolios was
18.6% per year; for the upgraded ones, it
was 25.8%.

Comments Harvey, “If I heard those
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numbers, I would say it’s no big deal,
because my guess would be that the 25.8%
portfolio is a lot riskier. But it turns out
the risk is less on the upgraded portfolio,
no matter how we measure it. In terms of
volatility, the downgraded portfolio has a
measure of 21.6% per year, while the
upgraded portfolio has a measure of
18.1%. So the upgraded portfolio is much
less volatile. And if you don’t like volatility,
you like beta. The beta is less for the
upgraded porfolio.” So according to these
two measures of risk, the upgraded portfo-
lio does much better. (Beta measures how
much an individual stock or portfolio
typically moves when the total stock mar-
ket of which it is part goes up or down.)

Harvey got similar results for eco-
nomic risk when he looked at the perform-
ances of 21 developed countries (e.g., the
US,, UK., Germany, France) and 26
emerging-market countries (e.g., Argen-
tina, Brazil, Thailand, Korea). For the
developed countries, the average perform-
ance was 14.8% versus 19.9%, while for the
emerging nations, the performance was
19.3% against 29.3%. In all cases better
performance also brought lower volatility
and lower beta.

But the results were different for
financial risk and political risk. For politi-
cal risk, the average return was slightly
better for the upgraded portfolio, but the

" volatility and beta were higher. For finan-

cial risk, the average return was slightly
worse for the upgraded portfolio. How-
ever, when all three measures of rigk are
combined into a composite measure of
risk, the results are slightly better than
using economie risk alone.

What about the December *94 debacle
in Mexico, when the stock market tanked?
All three of the risk factors anticipated it
by November '94 or sooner.

Says Harvey, “We were very intrigued
by these results. These ratings have been
available, but nobody has locked at invest-
able strategies based on them, Our find-
ings really point to the benefits of these
expectational measures.”

» FRIDAY, THE LABOR DEPARTMENT RE-
ported that nonfarm payroils in February
had grown by a whopping 705,000. This
overwhelmingly reversed January’s 188,-
000-position decline. For January and
February combined, the net monthly in-
crease in jobs was 259,000. In 1995, in
contrast, the average was 144,000.

The biggest advance was in the serv-
ice sector, which showed a net gain of
552,000. Manufacturers added 26,000 jobs
in February, but this wasn’t enough to
reverse January’s loss of 75,000 jobs in
this sector.

The unemployment rate fell to 5.5%
from January’s 5.8%. w




