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A Primer on the Risks
of International Lending
and How To Evaluate Them

Among recent changes on the U.S. banking
scene, surely one of the most dramatic has
been the surge in international lending. Loans
to foreign governments, firms, and individ-
uals have grown both in volume and in
earnings, and some aggressive international
bankers have found that their foreign earn-
ings actually exceed their domestic ones.

The steep upward trend in international
involvement, which is tied in with overall
trade expansion and new opportunities for
profit, has brought different kinds of risks as
well as substantial returns. The lender who
makes loans in foreign countries has all the
risks that he would have at home. But,
beyond these, he has to consider risks which
derive from the unique political, social, and
economic conditions of the country in which
the loan is placed.

These risks obviously are important to

*Janice M. Westerfield, who received her Ph.D. from
the University of Pennsylvania in 1974. writes frequently
on international finance and trade.
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bankers because banking is a profitmaking
industry and risk affects profit. Now that
international lending has become such a
high-volume business, the possibility that
foreign loan losses might have an adverse
impact on the American banking industry as
a whole has become a matter of concern to
government and to the public.

Even the most careful risk management
won't obviate all the hazards of lending in
foreign countries. But bankers are working
hard to identify, evaluate, and reduce the
risks that go with foreign lending. And those
who succeed in reducing their risks, through
geographical diversification of their loans,
or by other means, stand a good chance of
receiving returns that repay their efforts
abroad.

U. S. BANKS GO INTERNATIONAL

Since the beginning of the decade, U.S.
banks have moved decisively into interna-
tional finance, increasing their foreign claims
and their earnings from foreign assets.
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Growth . . . The statistics tell most of the
international lending story.

Foreign claims of banks in the U.S. have
grown from about $21 billion in 1972 to over
$92 billion in 1877—a compound annual
growth rate of 30 perceni. And foreign
branches of U.S. banks now have about
double that volume of claims on foreigners.
Earnings of foreign assets also are up sharply,
especially inrelation to domestic earnings. A
Salomon Brothers study of thirteen large
bank holding companies found that, from
1970 to 1878, their foreign earnings rose by
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about $700 million while earnings at home
grew Dy less than $40 million.1 Thus 95
percent of the increase in their total earnings
came from international operations. By 19786,
foreign earnings accounted for more than
half of total earnings for six of these bank
holding companies. For the whole group,
foreign earnings averaged 43 percent of total
earnings (see FOREIGN LENDING RISES...).

1Thomas Hanley, Salomon Brothers, 1976, U. S.
Multinational Banking: Current and Prospective Strat-
egies.

FOREIGN LENDING RISES STEEPLY IN THE 1970s

Short-Term and Long-Term Claims on Foreigners Reported by Banks in the U.S.
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. . And Its Causes. The growih of
international banking operationsisrelated to
a number of developments, especially the
overall expansion of U.S. trade with other
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couniries. Also important have been the
spread of multinational corporations, the
effect of government regulation on domestic
profit cpportunities, and the impeius for



financing trade deficits that changes in petro-
ieum prices have generated in some foreign
couniries.

U.S. trade has increased. American mer-
chandise exports rose from $50 billicn in
19872 to $115 billion in 1978, and imporis
showed similar growth. Much of this growth
in dollar value—part of ii real, part of it
caused by inflation—was financed by U.S.
banks, through letiers of credit and banker's
acceptances and through other instrumenis.
To take a simple iliusiration: An exporter
may ship goods in july and desire payment
immediately, but the imperter probably won’t
have the funds to pay until he receives the
goods in October. Under circumstances such
as these, both pariies may agree to have a
bank forward paymeni io the exporier and
lend money to the importer through creation
of a banker's acceptance during the time the
goods are in transit. Once the importer receives
and processes his shipment, he reimburses
the bank for the amouni of the acceptance
(including applicable interest). Trade finan-
cing of this sort has become commonplace
for U.S. banks.

Many firms that first incorporated in the
United Siates now operaie through subsid-
iaries in other countries and have a significant
percentage of their assets and employment
positionad abroad. As these firms have ex-
panded into foreign countries, they have
brought their bankers with them. In Europe
alone, for example, U.S. multinationals, with
substantial financing by U.S. banks, have
upped their divect foreign investment to over
$56 billion.

This investmeni has paid off. Over the
period 1966-75, sales by American affiliates
in Europe rose by about § percent per year in
real terms. And aithough reduced earnings
prodded U.S. businesses to cut their foreign
subsidiaries somewhat in 1978 and 1977,
there remains a significant amount of muiti-
naiional activity in Eurcpe, and in other
parts of the world, for U.S. banks to finance.

Interest in foreign banking operations
probably has been encouraged by the regula-
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fory environment at home. It's ¢ertain that
domestic banking regulations helped to shapse
the responses of U.S. banks i6 changes in
trading paiterns. In the 1960s, the Federal
governmeni imposed conirols on ouiflows of
U.8. financial capital. These controls encour-
agae¢ American corporations to finance their
foreign invesiments with foreign funds. But
in order to accommodate their corporate
customers, 1.S. banks set up foreign
branches that tapped foreign capital sources.
For this reason and others, branches of U.S.
banks became more firmly established abroad,
And this result was abetted by Regulation @3,
which, by limiiing the interest rates paid on
domestic deposits, further induced U.S.
banks to set up foreign branches to supple-
ment their iraditional sources of funds. The
number of overseas branches increased from
180 in 1965 to 732 in 1975,

Thus regulation, along with the interna-
tionalization of U.S. corporate activities,
helped spur the growth of overseas branches.
And despite some regulatory changes, there
remain considerable incentives for setting up
overseas offices to service multinational
corporate customers.

Finally, balance-of-payments deficits in
cther countries have played an important
role in the growth of U.S. bank claims on
foreigners. Especially since the quadrupling
of oil prices in 1973, many third-world coun-
tries have been unable to generate enough
export earnings to pay their oil import bills
without outside help. Among these countries,
the poorest have had little access to credit
markets; but others have found help in the
form of medium-term loans from U.S. com-
mercial banks. Substantial credits have been
extended directly to foreign governments or
their dependencies rather than to businesses
or individuals,

Thus American banks have been respon-
sive to large-scale develcpments in world
trade as well as to regulation at home and
paymenis shorifalls in other countries. And
they are siriving to consolidate the gains they
have made so far as well as {o explore new
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foreign profit opportunities. But their foreign
operations have brought new kinds of risks
—risks which deserve close scrutiny.

IDENTIFYING FOREIGN LOAN RISKS
The primary principles for foreign lending
are the same as for domestic—define and
assess risk exposure and then reduce the risk
that borrowers will default. But when a
prudent banker makes a loan abroad, whether
the borrower is an individual, a firm, or a
government, he'll be thinking about not only
these principles but also country risk.

Basic Risks. The chances that a loan will
berepaid in full are affected by many charac-
teristics of the borrower. The less sound the
borrower is financially, the greater the risk
that part of the interest or principal of the
loan will not be repaid. Thus an under-
standing of the financial condition of the
borrower is important for domestic and
foreign loans alike,

Besides the amount of repayment, the time
of repayment also affects risk. Just as his
domestic counterpart, the international lender
must consider what he needs to preserve the
overall liquidity of his portfolio. Liquidity —
the ability to meet day-to-day obligations—
may be impaired by having too much money
tied up in long-term investments. Loans
maturing in, say, five years cannot be used to
pay liabilities due in six months. Thus the
lender has to know not only how much of a
return he can expect on his loan but also
when he can expect to get it. And there are
circumstances which could make a lender
less confident of his expectations when he
deals with foreign borrowers than when he
deals with domestic ones.

Country Risk. There are cértain risks that
can attach to a loan just because it is placed
in a foreign country. One kind of country risk
is sovereign risk, which derives from the
unique mix of political, social, and economic
institutions that characterizes a sovereign
state. Another kind is currency risk—therisk
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that a loss will be caused by currency restric-
tions or trade barriers.

Default occurs whenever a borrower fails
torepay eitherthe principal or the interest on
a loan. Sometimes a borrower may want to
reschedule debt—to stretch out payments
because they can’t be met out of current
resources. When a loan is rescheduled, the
borrower usually must pay an interest penalty
to compensate the lender for the higher risk
of eventual loss. But the lender still may lose
out on part of his return; and even if he
doesn't, his liquidity may be reduced by
having his money tied up longer than expected.
A foreign government that can offer assur-
ances againstdefault and rescheduling of
loans to private borrowers and autonomous
government agencies will make such loans
more attractive to international lenders.

Sovereign risk is closely tied to political
developments, particularly the attitudes of
the government authorities towards foreign
loans or investments. Some countries attempt
to smooth the way forforeign funds, whether
those funds are flowing to public or private
borrowers. But others make it very difficult
to establish and maintain profitable lending
operations. Minor obstacles can appear in
the form of wage-price controls, profit con-
trols, tax and legal restrictions, and so on.
These forms of government interference
generally raise the costs of doing business
and sometimes reduce the chances that the
lender will be fully reimbursed. Further,
they may be signs that the borrower should
face up to the possibility of nationalization
of an investment, expropriation of assets, or
prohibition of foreign loan repayment—any
of which could change the risk picture. 2 Al-
though the chance of expropriation may be
small, the loss associated with it is so com-
plete that it cannot be ignored. Sometimes
partial compensation is offered, but even

There are few recorded cases of large-scale national-
ization by a foreign government. Chile and Cuba appear
10 be two examples.



this may be delayed for long periods while
host governments negotiate with foreign
investors or lenders.

Currency risk, which can occur by itself or
in combination with sovereign risk, hastodo
with currency value changes and exchange
controls. Some loans are denominated in
foreign currency ratherthan in dollars, and if
the currency in which the loan is made loses
value against the dollar during the course of
the loan, the repayment will be worth fewer
dollars when the loan comes due (though the
asset loss may be offset by liabilities in the
same currency). Because not all foreign cur-
rency markets are well developed, inter-
national loans sometimes cannot be hedged
to reduce this kind of currency risk. Credits
that are denominated in dollars, as most are,
also may be subject to currency risk. Ex-
change controls, which are relatively common
in developing countries, may limit the cross-
border movement of funds or restrict a
currency's convertibility into dollars for re-
payment. Or exchange rate changes may
affect the borrower's capacity to generate
sufficient earnings to pay off dollar loans.

Allin all, the lender who wants the returns
that go with foreign operations must be
prepared to make an extra effort to identify
his risks. But that’s only the beginning. Once
it's known what can happen, the lender has
to evaluate the likelihood that it willhappen.
And that takes information.

RISK EVALUATION

Lenders have different ways to evaluate
risk. In some cases they use in-depth studies
of foreign countries. In others they use statis-
tics that indicate a borrower’s financial con-
dition or checklists that pull together eco-
nomic, social, and political data.

In-depth studies usually are based on both
statistics and other information about a coun-
try’s economic and financial management.
Depending upon the extent of a bank’s inter-
national operations, its evaluations may be
quite comprehensive. Besides background
information on basic economic trends in the
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foreign economy, these evaluations often
contain careful analyses of inflation, fiscal
policies, trade and capital flows, debt accu-
mulation, political stability, and other vari-
ables.3 Since some circumstances that affect
country risk cannot be captured in statistics,
it is inevitable that practical judgment and
experience also come into play. And lenders
who maintain branches or representative
offices abroad may rely on their staffs not
only to generate business but also to help
them keep up with local developments that
aren't reflected in a timely way by indicators
and checklists. So the overall in-depth evalua-
tion of a country is likely to come from many
SOUrCES.

When bankers find it too costly or time
consuming to get in-depth analyses, they
may turn to on-site reports, checklists, and
statistical indicators—separately or in combi-
nation—for assessing the debt-servicing
capabilities of prospective borrowers. These
aids may not be long on theory, but they do
provide ways to get a grip on the information
that a loan officer has to grapple with.

Some of the statistical indicators are de-
signed to measure foreign exchange earnings
entering a country against outgoing expendi-
tures for debt servicing. The debt-service
ratio was the first such indicator to be used
extensively. This ratio states a country's
interest and amortization payments as a
percentage of its export earnings from goods
and services. Other indicators, such as the
current account deficit, net interest pay-
ments, and growth rate of real GNP, have
been developed to supplement the debt-ser-

3The way country risk is assessed will depend some-
what upon the purpose for which the assessment is to be
used. Bankers are interested primarily in avoiding debt-
servicing difficulties and in making profitable loans.
International institutions such as the International
Monetary Fund want country studies as background
information for annual consultations or for approving
drawings from one of the Fund's facilities. The World
Bank doesitscountry evaluation studies for the purpose
of deciding how much to loan and what kind of
technical assistance to provide to its various members.
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vice ratio. And sometimes, because any of
these individual indicators used alone may
be misleading, several of them will be com-
bined to construst composite indicators for
more reliable identification of problem bor-
rowers (see STATISTICAL INDICATORS).

Somewhat similar are the checklists of
economic, social, and political variables that
some bankers use along with their statistical
indicators. These checklists are designed to
yield supplementary information about a
country’s economic and financial manage-
ment. The checklists are not standard from
bank to bank, but they usually include vari-
ables about GNP, money supply growth,
foreign trade, debt accumulation, and so on.
The checklist items generally are not ratios,
as the statistical indicators are, but they can
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be assigned numerical ratings and aggregated
into a total score for each country.

Neither the checklists nor the statistical
indicators are reliable predictors of debt-
servicing difficulties. Often they signal false
alarms. Most of the indicators and checklists
describe conditions as they were a year or
two ago. Even when current, they describe
the situation only as it now is; they do not tell
how the picture will change in the future.
And predicting debi-servicing difficulties is
essentially peeking into the future. Neverthe-
less, these indicators may serve as warning
signals that a prospective foreign borrower
ought to be examined more closely.

Thus the lender has to decide how much
information he needs to negotiate a loan with
a prospective borrower, and thenhe hasto go

STATISTICAL INDICATORS

Several indicators are used by international lenders to gauge country risk. These indicators, and
the techniques of using them, do not have a high degree of reliability as predictors of debt-servicing
difficulties. But they still may provide useful information to lenders.

The debt-service ratio, which probably is the most commonly used statistical indicator, measures
foreign exchange earnings channeled into debt servicing against lotal exchange earnings from
(current account) expaorts.

The ratio of the current account deficit to export earnings from goods and services—the current
deficit-export ratio—measures temporary balance-of-payments difficulties and may fluctuate
considerably from year to year. When combined with the cumulative deficit-export ratioover, say, a
three-year period, the current deficit-export ratio can give a longer term picture of the amount and
rate of growth of a country's debt burden.

The interest-reserve ratio measures net interest payments on external debt against international
reserves in the most recent period. The interest payments reflect the debt interest burden forall debt
accumulated. [Amortization data, which is not comprehensive in any case, is excluded.] This ratio
measures the short-run ability of a country to meet its interest payments—out of international
reserves, if necessary. The focus is on reserves as a last source of funds to service debt.

A variant of this ratio which also uses net interest payments is the interest-export ratio. This
measures the debt interest burden against average annual export receipts and is a proxy for the debt-
export ratio.

Indicators such as these focus on a country's ability to repay its external debt out of current
account export earnings. But a reduction in these earnings needn’t lead to debt-servicing difficulties
or attempts to cut back imports, since grant aid, capital inflows, and international reserves may be
used along with export earnings to service debt. Thus a country may have more flexibility than is
suggested by external debt indicators.

Otherindicators, which chart both internal and external economic conditions, are used for overall
ranking purposes as well as forin-depth country studies. Some measures suggested by the literature
include economic growth rates of gross domestic product and money supply as well as export
earnings stability and level of economic development.
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outand getit. If the information simply is not
available, or if it indicates too high a risk for
the expected rate of return, the loan applicant
may be turned down. But even if the decision
is made to go ahead with the loan, the
prudent banker will want to reduce the risk
of loss.

METHODS OF REDUCING RISK

Bankers have several ways to cut risk.
They can seek third-party support in the
form of loan guarantees or management
assistance for borrowers; they can share risk
exposure with several lenders; or, most
important, they can diversify their loans
among several borrowers or areas. And the
regulatory authorities may be able to assist
international lenders in holding down their
country risk exposure.

Third-Party Help. One way fora bankerto
reduce therisk on aloanis to get a third party
to agree to pay back both principal and
interest if the borrower defaults. Foreign
governments and central banks sometimes
act in this capacity. But the guarantee is good
only so long as the backer is solvent and
adheres to the contract. And if the same
government or central bank guarantees sev-
eral loans, there’s a chance that its ability to
supply the required funds might be strained
if more than one cof these loans were to
require funds at the same time.

An alternative to the foreign government
guarantee is the external guarantee by a
parent company or outside institution. The
Overseas Private Investment Corporation,
for example, offers programs to insure bank
loans against the risks of war, expropriation,
and inconvertibility, as well as to finance
loansdirectly. Also, the U. S. Export-Import
Bank (Eximbank) guarantees medium-term
loans made by commercial banks against
both political and credit risk. And the Foreign
Credit Insurance Association, acting as agent
for member insurance companies and the
Eximbank, offers insurance against these
risks.

FEDERAL RESERVE BANK OF PHILADELPHIA

Another form of third-party help that many
bankers find reassuring is the presence of
institutions such as the International Mone-
tary Fund. The IMF does not assist the lender
directly. It does not, for example, provide
commercial bankers with its country reports.
But it can put the lender’s mind more at ease
by fostering conditions in a borrower country
that increase the likelihood of loan repay-
ment.

In the course of determining whether a
country that has balance-of-payments diffi-
culties is eligible to draw from its funding
facilities, forinstance, the IMF examines the
prospective borrower’s current condition and
economic policies. And it negotiates mea-
sures that the borrower must take to qualify
foreligibility. A country's adherence to these
measures, which the IMF monitors, can
increase the probability that the borrower
will be able to repay without difficulty. Thus
the international banker benefits indirectly
butimportantly from having the IMF on site.

Risk Pooling. When third-party assistance
isn't available, bankers still can cut the risk
forany oneinstitutionby making a participa-
tion loan. Under this kind of arrangement,
several banks combine their funds to reduce
exposure directly for individual banks. This
type of effort may include a sharing of
expertise among the participants, but gener-
ally eachbank wantsand is expected to make
its own assessment. Since participation loans
sometimes are large and involve big-name
banks, the country that gets them probably
will feel that its access to credit markets will
be served best by prompt repayment.

While third-party presence may reduce
default risk and pooling may lessen the
exposure of individual banks, there is another
strategy that deserves consideration. Instead
of focusing on each loan prospect in isolation
as it comes along, the banker can examine
each one forits effect on risk to the total loan
portfolio.

Diversification. The portfolio approach to
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managing assets is important to bankers
because they want to maintain a steady
stream of returns over time. The typical
lender does not want to put all his eggs in one
basket, where they all can be broken
simultaneously. And, in any case, he is
prevented from doing so by legal restrictions.
Instead, he diversifies the portfolio by in-
vesting in a variety of loans, so that, in case
one borrower defaults, the earnings from
other investments will minimize the effect of
the loan loss on the bank’s total earnings.

But whether diversification reduces risk
for a given portfolio depends on how the
returns on individual loans are correlated
with one another—to what extent they are
affected in similar ways by common condi-
tions or events. Diversification will be a
source of potential risk reduction if returns
on individual loans are not perfectly corre-
lated.4 Thus of two loans with the same rate
of return and riskiness, the one that is less
perfectly correlated with the rest of the
portfolio will be the more attractive; and it
may even happen that a loan with arelatively
low rate of return will be a useful addition to
a portfolio because it's imperfectly correlated
with the rest of the portfolio’s contents {see
Appendix].

Portfolio diversification can be pursued in
several ways, of which geographical disper-
sion may be the most obvious. When loans to
a foreign recipient are under consideration,
it’s usually the country-specific aspects of
the loan that are first considered. That is,
everything else being held constant—the
maturity, loan guarantee, characteristics of
the firm and industry, and so on—it's the
sovereign state that makes the difference.

4Citicorp states this point in its 1976 annual report (p.
25) as follows: “Overseas earnings, which contributed
over 70 percent of the total earnings in 1976, are derived
from doing business in more than 100 countries. Citi-
corp’s worldwide policy of broad diversification of both
assets and liabilities helps maintain earnings stability
and reduces the risk of excessive concentration in any
one particular country, currency, or industry.”
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This element in the choice among countries
is what is identified most commonly as
country risk.

But the choice among countries may ignore
another source of country exposure, and that
is loan concentration. A bank develops
expertise in certain countries and cultivates
sources yielding first-hand information,
which is essential to sound decisionmaking.
Furthermore, detailed knowledge of the bor-
rower is required in order to form opinions
about probabilities of repayment. The argu-
ment can be made that expertise built up ina
country overalong period ishard to beat. But
if several loans have already been generated
in, say, Country A, an additional loan in
Country A may actually be more risky than a
first loan in, say, Country B. Why? Because
risks of excessive concentration may not be
fully offset by first-hand information.

The risks of undue concentration stem
from the possibility that a common factor
may have an adverse effect on all the loansin
a given country. This is because the economic
and political management of a country influ-
ences all its economic units. If some adverse
development should occur, many units within
the country would be similarly affected.
Take the case of a country that depends on
two or three export products for its foreign
exchange earnings. Although foreign ex-
change may also be obtained from other
sources such as capital inflows or reserves,
many countries derive foreign currency
supplies primarily from export earnings.
When the export market for a country’s
products deteriorates and foreign exchange
earnings fall short, the government, its agen-
cies, and many businesses all may have
insufficient earnings to repay debts on sched-
ule.5s

Besides the effects of sovereignty and
concentration on country exposure, interac-

5A few countries rely mainly on earnings from just
one export to repay their debts. A fall in the price of this
export can produce debt-servicing difficulties and con-
sequent debt rescheduling.



tion effects between foreign and domestic
loans are important for diversification. Thus
a bank's portfolio ought to be considered in
its entirety and not analyzed in separate
foreign and domestic sections. Risk to the
overall portfolio probably can be reduced
when some foreign loans are added to a
predominantly domestic portfolio. The reason
is that the business cycles of most other
countries differ in timing and magnitude
from those of the U.S., and so foreign
borrowers and domestic borrowers are un-
likely to suffer from overall economic declines
at the same time. Thus diversification can be
construed broadly over country, currency,
industry, maturity, and so on.

Reducing portfolio risk for the same ex-
pected return (or else increasing the return
for the same risk level) is the benefit the
banker hopes to get through diversification.
It follows that international lenders have a
lot to gain by diversifying their loan portfolios.
Spreading out their loans to achieve a relatively
constant return is the best hedge against
crippling loanlosses. Eventhough there may
be great advantages to specializing in one
country and becoming thoroughly acquainted
with conditions there, bankers ought to be
willing to sacrifice some information advan-
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tage for the security of diversification.

How Regulators Can Help. The agencies
that regulate American banking have watched
international developments more and more
closely as the volume of lending has grown.
They recognize that geographical expansion
has brought a new kind of risk, and they are
interested in assuring the soundness of U.S.
banking efforts abroad.

The regulator’s position is a delicate one.
Mere acceptance of international lending
guidelines that banks set for themselves may
not provide an effective level of monitoring.
But imposition of uniform limits on the
volume of a bank’s foreign loans, for example,
could operate to restrict foreign profit oppor-
tunities severely, with consequent harmful
effects on the overall health of the American
banking system (see SUPERVISION AND
COUNTRY RISK).

The answer appears to lie in helping banks
improve their information on foreign bor-
rowers and avoid unusually large concentra-
tions of creditin a single country. At present,
the agencies with the heaviest involvement
in international lending—the Federal Reserve
System, the Comptroller of the Currency,
and the Federal Deposit Insurance Corpora-

SUPERVISION AND COUNTRY RISK

The growth of U. S. bank claims on foreigners and the increase of other capital flows are major
developments requiring assessment by the U. 3. monetary authorities. Because information about
happenings in the rest of the world often is incomplete, this task is a difficult one. The first step may
be to gather information about the magnitude and geographical distribution of foreign exposure.
The Federal Reserve, the Office of the Comptroller of the Currency, and the Federal Deposit
Insurance Corporation are doing just that in a semiannual country exposure report of more than 400
banks, their overseas branches, and subsidiaries. The detailed information on borrowers and
maturities is designed to assist these agencies in judging the risks that banks face in their
international lending.

Several policy proposals are being discussed now, such as guidelines that would guard against
excessive loan concentration in one country in relation to a bank's total capital. Others involve
closer monitoring of bank internal procedures. Further, last January the Comptroller of the
Currency issued a ruling on loan concentration designed to clarify the interpretation of banking law
which limils national bank loans to individual borrowers to 10 percent of total bank capital. This
ruling attempts to define the conditions under which governments, their instrumentalities, and their
agencies can be considered separate borrowers.
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tion—are moving deliberately forward with
such an approach. They are developing a
data collection system that will help banks
track their foreign exposure by recording the
volume and maturity of lcans in a given
country, whether the loans have external
guarantees, and whether they are denominated
in local or nonlocal currency (usually dollars).
This approach provides an analysis of loan
concentration by countiry with respect to a
bank’s overall financial capital. With this
information in froat of them, bank managers
and examiners are in a position to evaluate
lending procedures and portfolio risk.6

SUMMING UP

Lending to foreigners involves country
risk exposure and requires an assessment of
risks of government policies and risks of
currency or trade restrictions. Commercial
bankers perceive that the profitability of
their foreign operations and thus a substantial
portion of their earnings vary directly with
how well they evaluate foreign risks. Gov-

63ee "A New Supervisory Approach to Foreign
Lending,” Quarterly Review, Federal Reserve Bank of
New York, Spring 1978, pp. 1-6.
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ernment authorities, as well, siress the impor-
tance of a careful analysis of country risk to
ensure sound banking practices.

Because of the problems asscciated with
incomplete information, bankers, regulators,
and other concerned parties have developed
a mix of qualitative and quantitative methods
to evaluate risks associated with foreign
claims. Yet, in the past, these measures have
tended to focus on a single country and its
political, economic, and social fabric. While
these indicators are useful, they generally
ignore how a single event might adversely
affect a whole country. Nor do they recognize
how countries depend on one another in the
trading, financial, political, and other spheres.

Since these common relations are reflected
in returns onloans, appreciable gains may be
made from examining how an individual
claim fits into the overall portfolio. Diversi-
fication of loans is essential if risk to the total
portfolio is to be kept at an acceptable level.
And imperfect correlation of returns is the
key to successful diversification. As inter-
national operations continue to grow, bankers
can be expected increasingly to explore the
benefits that diversification could bring to
the world of foreign lending.

APPENDIX
DIVERSIFICATION CAN REDUCE RISK

Supposethata U. S. bank hasdecided to allocate $1 million of its funds to foreign loans in Country
A or Country B. The bank feels it has developed some expertise in Couniry A, and it already has
made several loans to public or private borrowers there. It has no loans outstanding in Gountry B.
The maturities of the loans will be the same in whichever country they're placed.

The bank’s international experts know the rate of return over the maturity of each loan and the
probability of default. Using these basic data, they can calculate both the expected return and the
variance of return. (Variance of return measures risk and is a function of the probability of obtaining

a return that differs from the expected return.)

The loan to Country A would have a yield to maturity of 10 percent and a default risk of 2 percent.
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The calculation for the loan's expected return then is:

E(R ,) = 0.98(0.10) + 0.02(0) = 0.098,

The calculation for its variance is:

2 2
var(RA] = 0.98[0.10 - EERA]] +0.02 (D - E{RA]] = 0.00033.

Note that a 2-percent default risk means that the bank has a 2-percent chance of receiving no
payment on its loan and a 98-percent chance of receiving the full 10-percent yield.

The loan to Country B would have a yield to maturity of 10.2 percent and a default risk of 4
percent. Calculations will show that the loan to Country B would have the same expected return as
Country A's—0.098—but a higher variance—0.00040. Thus the whole picture would be as follows:

Yield to Default Expected Variance
Maturity Risk Return of Return
Country A 10.0% 2% 0.098 0.00033
Country B 10.2% 4% 0.098 0.00040

Assume, however, that the bank wants to diversify by splitting the $1 million 50-50 between the
two countries instead of lending the full amount to the country with the lower variance—Country A.
Further, assume that the returns on the loans to Country A and Country B move together somewhat
and have a correlation coefficient ¢ =0.4. Finally, assume that the portfolio has an expected return
that is equal to the expected return on the loan to Country A while the variance is less than it would
be if the full amount were loaned to Country A:

2 2
var[RP] = XA var(RA} + X var[RB] +2¢

B ABXAXB?A%B

= 0.000286.

The loan to Country B has the same expected return as, and a higher variance than, the loan to
Country A. But when Country B is added to the portfolio, the variance of the portfolio as a whole is
less than the variance of either individual loan. Thus the variance of return on the individual loans
has been offset by the less than perfect correlation among the returns. Diversification has reduced
portfolio risk for the same expected return.

If the bank desires to find out what percentage allocation to Country A would minimize the
variance of the portfolio return, this percentage (X A*) can be computed as well.T The minimum-
variance portfolio turns out to have 58 percent loaned to Country A and 42 percent loaned to Country
B. Again, diversification reduces portfolio risk for the same expected return, although the
variance—var(R p*) = 0.00025—is only marginally less than that of the 50-50 portfolio.

TXA' = [var{R + var (R

B] - Cga GBOAINar [RA} B] -2 c3a’R%A

= 0.58.
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