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abstract

We assess and compare the country risk of Croatia, Latvia and the Euro zone by applying the scoring model (Fink, 1993). We find a worsening assessment for Croatia and Latvia, as well as for the Euro zone, which indicates that the respective country risk is increasing. The high levels of external debt and the widening current account deficits are mainly responsible for this development. On the one hand, we argue that a further appreciation of the euro against the US dollar is hardly sustainable for the Euro zone. On the other hand, the risk of a currency crisis is prevalent for countries with a Euro peg, like Latvia for example. Thus, we recommend a considerable decrease in the level of external debt, as well as an improvement of the export/ import ratio and the balancing of the budget.

Introduction 

The aims of this paper are the assessment and comparison of the country risk of two European countries, viz. Latvia, a relatively new member to the European Union (EU)
, and Croatia, a prospective EU member state
. In addition, the respective country risk of these countries will be compared to the Euro zone’s risk for further analysis. By this combination, we intend to investigate the adverse consequences of the euro’s appreciation for the country risk of the Euro zone, as well as for related countries. In order to achieve these goals, the scoring model (Fink, 1993) was applied. It allows for the identification of the respective country risk, as well as for a retrospect and an outlook. 

The countries under investigation were chosen so as to allow for a broad analysis of various indicators influencing country risk. While the Euro zone is a fairly large economic area with an important internal market shared among fifteen countries
, both Latvia and Croatia are relatively small and export-oriented economies, which depend on the Euro zone and have a euro oriented monetary regime. Since the end of 2004, Latvia has pegged its exchange rate closely to the euro and in May 2005 finally joined the Exchange Rate Mechanism (ERM) with a formal 15% band. As far as Croatia is concerned, the Croatian National Bank has been intervening regularly on the foreign exchange market through auctions since 1994 in order to stabilize the kuna against the euro (German mark prior to 1998) in a band of +/-2% (Egert, 2006). Now, the issues are whether such small economies, dependent on the Euro zone, as well as the Euro zone itself, could sustain a further appreciation of the European common currency against the US dollar.

We adopt a signaling approach to assess the country risk of Croatia, Latvia and the Euro zone. On the one hand, a risk rating can be an important source of information for companies or individuals wanting to invest in, or do business with, a particular country. On the other hand, it may be helpful for the countries’ institutions to determine adequate policies to improve their current situation and to obtain a better rating in the future. Our analysis is based on the application of the Fink scoring model (1993, 1995) that uses a medium size set of macroeconomic variables to assess the economic risk of a country and attributes a heavy weight to debt outstanding. The assessment is followed by a group wise comparison of the indicators used in the country risk model for Latvia, Croatia and the Euro zone. Based on debt, trade and currency movements, we conclude that if the euro continues to appreciate, the outlook for both countries and the Euro zone will not be bright for the 2007-2009 period.

For a better understanding, some theoretical background information on the applied scoring model, as well as information on the data used is given at the beginning. The main part of the paper includes the application of the model and the analysis of the respective country risk of Latvia, Croatia and the Euro zone, which is followed by a comparison of the individual results. Finally, the paper concludes with possible recommendations and a summary. The relevant tables and figures are to be found in Appendix I. A data overview of the most important indicators for Croatia, Latvia and the Euro zone is given in Appendix II.

Method
Since country risk varies in definition, there are many different methods for assessing it (see Lichtlen, 1997, 63). In general, scoring models are the epitome of qualitative-quantitative methods, which are characterized by a subdivision into a qualitative pre-analysis and a quantitative main analysis (see Gorbach, 2005, 37). In this paper, we use a scoring model developed by Fink (1993, 1995) in order to assess the country risk. It is largely based on macroeconomic indicators that relate to the competitiveness of nations, but also includes debt service, international liquidity and net capital flows (transfer quota). For an application and discussion of the predictive power of the individual indicators see for example Fink (1993), Fink (1995), Ciarlone/Trebeschi (2005) and Kaminsiky et al. (1998).

Based on economic data for each country under investigation, certain indicators are derived and grouped into four key ratios, viz. domestic economy, external economy, liquidity and transfer quota. The various indicators are assessed by means of certain weighting functions attributing a score of zero to 100 points to them. After the indicators have been weighted, an overall rating for each country’s risk, as well as for ratings focusing on its economic power, economic stability, debt burden and transfer quota, are compiled. Finally, the results are visualized via various graphs. A specific characteristic of the scoring model is the “projection process”, where the last available data is extrapolated up to a certain future point in time. Moreover, as the scoring model aims at assessing a country’s external debt, more importance is given to the key ratio “external economy” than to the “domestic economy” (see Fink, 1995, 459). The respective weights assigned to the scoring model’s indicators are summarized in table 1. The debt service ratio represents the most important indicator of all since it depends on all of the influencing factors, including the duration of credits and the interest level, and is therefore assigned the highest weight (see Fink, 1995, 458). 

While most key ratios are self explanatory, the transfer quota needs some explanation: In the long run, foreign debt is only sustainable if interest rates do not exceed the growth rate of exports. If interest rates remain higher than the growth of exports, an increasing share of revenue from exports has to be used for interest payments. The short-term transfer quota reflects the availability of new capital inflows. As long as interest payments are smaller than the current account deficit, a debt policy makes additional resources available for domestic use. When interest payments exceed the current account deficit, a country is probably in a debt trap when the current account deficit is large. 

The Fink scoring model (1993, 1995) is designed to give signals. Therefore, in addition to ex post analysis we employ projection, not forecasts or predictions. As mentioned above, we project the data with the last observed growth rates (or rates of change). This implies a ceteris paribus condition: growth of incomes, rate of inflation, interest rates, changes in real exchange rate, price and income elasticity are assumed to remain constant throughout the projection period. The projected exports and imports define the projected current account deficit, which in turn adds to the cumulated debt stock. Based on these projections, it is possible to assess whether the current development is sustainable or whether policy changes are needed. 
Data

Data for the years 1996 to 2006 (for Croatia and Latvia) was taken from various databases
, whereas certain figures for the last two years represent estimates made by the responsible organizations. The projection starts as of 2007.  To satisfy the special characteristics of the countries under investigation, the parameters for the following indicators of the scoring model had to be adapted in order to take the higher debt burden into account: debt/ GDP (if 100% or higher, 0 points), debt/ exports (if 200% or higher, 0 points) and debt service ratio (if 50% or higher, 0 points). For data availability reasons, the scoring model for the Euro zone covers the years 1999 to 2005 and the projection starts as of 2006.

The following shares were assumed for the Euro zone’s “external debt due within a year”: [image: image27.wmf]0
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These were calculated as follows: Data concerning the “external debt all maturities”, as well as the “external debt due within a year” for the thirteen Euro zone members was added up and the latter’s percentage in the former was calculated. An interest rate of 8% was assumed to determine the interest payments for the years 2006/ 2007 to 2011 and the maturity distribution was calculated using an average maturity of 8 years.   

In the process of gathering necessary data for the scoring model, data consistency for the Euro zone and across its members became an issue. We thus tried to standardize data definitions as much as possible. Another issue is the time horizon of the analysis, which is up to 2011 in the underlying model. As the scoring model extrapolates the data, future changes are not taken into consideration. 

Country Risk Analysis
Country risk of Latvia

The assessment of Latvia’s country risk between the years 1997 and 2011 is shown in figure 1 and gives an overview over the development of the scores of the main categories. The score ranges from zero to 100, zero being the worst and 100 the best assessment. In 1997, the country risk of Latvia was assessed with a moderate assessment of 50.1 points. Subsequently, there was a sharp drop to 34.1 points in 1999. After an increase in the following two years, the score decreased again from 2001 to 2006. According to the model, this decrease will continue in the future, resulting in a score of just 28.6 in 2011. Thus, the country risk of Latvia is worsening, which means that there will be a higher country risk in the future. This higher risk is mainly caused by the worsening assessment of debt burden. In the following, the development of the main categories will be further explained. 
Economic power

All in all, the assessment of economic power has developed very positively, as illustrated in figure 2. Starting with a point score of 34 in 1997, it increased to a point score of 67 by 2006. This positive trend was only interrupted by a short decline in 2002 and 2004. For the coming years, the score is predicted to stay constant at the level of 67 points with a slight increase to 68 points by the year 2010. 

As far as the single ratios are concerned, the investment/GDP ratio has been developing quite positively. Starting at 15.14, it has increased to above 40 by the year 2006, which is represented by the highest score of 100 in the assessment. GDP per capita, starting at USD 2853.62, increased to USD 6116.65 by 2006 and shows a positive trend in the projection too, resulting in more than USD 8000 in 2011. This also holds true for the development of the real change of GDP, which showed an upward movement until 2001, followed by a decrease until 2004 and an increase until 2006. From then on, the projection shows a constant level of 41.54%, which represents a point score of 89. Only the score of the export/import ratio is assessed at the level of zero during the whole period due to the high level of imports relatively to exports. Naturally, this figure lowers the total score of economic power. 
































































































































































































































































Economic stability

The development of the assessment of economic stability is shown in figure 3. All in all, it has been quite stable in the last few years. It started with a score of 55 in 1997 and fell to 39 until the year 1999. Afterwards, an increase to 48 points by 2002 was followed by a decrease leading to a score of 44 in 2005. Finally, the score amounted to 49 in 2006 and is projected to remain constant in the future.  

Taking a closer look at the individual indicators, we see what has been influencing Latvia’s economic stability. The country’s inflation rate amounted to 8.6% in 1997. After a fall to below two percent by the year 2002, when the assessment peaked at the score of 100, the inflation rate returned to above six percent, which resulted in a score of around 70. As far as the budget deficit/ GDP ratio is concerned, its score fell sharply between 1997 and 1999, but since then witnessed an upward movement. Only the current account/GDP ratio is assessed with the point score of zero during the whole period. This bad assessment is mainly due to increasing current account deficits, which are in turn caused by rising imports relatively to exports. Thus, the current account/GDP ratio has a negative influence on Latvia’s economic stability and lowers its total point score.

Debt burden

The assessment of Latvia’s debt burden shows an ongoing deterioration, which is illustrated in figure 4. Starting with a quite high score of 73 in 1997, it decreased to 21 points in 2006. Our analysis projects a further decline to ten points by 2011 and even a drop to zero before the year 2015 if no measures are taken. Consequently, Latvia may soon be confronted with a crisis. Additionally, the assessment of all key ratios of debt burden (external debt/GDP, external debt/exports, debt service ratio, foreign reserves (excl. gold)/ imports) has been worsening dramatically. From 2005 on, external debt/GDP and external debt/ exports were even assessed with the lowest rating of zero and as of 2007, the most important ratio of all, the debt service ratio, is assessed with zero as well.

Transfers

Finally, figure 5 shows that the score of transfers fluctuated between 50 and 54 between 1997 and 2006. 1999 represents the only exception with a point score of three. The projection suggests an increase to 61 by the year 2008 and from then on, a constant level of 50 is predicted. 

The assessment of the transfers’ two key ratios is quite different. The interest rates/ growth rate of exports ratio is assessed at a very high level near 100 in each year of the analysis except for 1999, due to a decrease in exports compared to previous years. By contrast, the short-term transfer quota ratio is assessed at a very low level and the projection shows that its rating will amount to zero as of 2009. This means that more capital flows out of the country than in. Consequently, the overall assessment of transfers is at a level between the assessments of the two ratios. 

Country risk of Croatia

As illustrated in figure 6, Croatia’s country risk was assessed with 38.8 points in the first year of the analysis. The main factor for this initially rather positive assessment was the good rating of the debt burden (23.6 points) compared to the ratings focusing on the transfer quota, the country’s economic power and stability. After a considerable decline, the country risk’s rating reached its low in 2000 with 21.5 points. Until 2003, Croatia witnessed a renewed increase in its rating and thus reached the second lowest level of its country risk, with a rating of 33.3 points, in the years under investigation. However, the situation has deteriorated slightly since. Although the ratings for stability and economic power will stabilize on a certain level as of 2006, those for transfer quota and debt burden will gradually decrease, finally resulting in an overall rating of 24.4 points in 2011. 

Economic power
The assessment of economic power (see figure 8) includes four key ratios that developed very differently in the period under investigation. The key ratio investment per GDP performed best, achieving the highest possible rating of 100 points in each year but one. This development testifies to a constant increase in investments to Croatia and can be best illustrated by the following figures: Amounting to 23.65% in 1997, the investment per GDP ratio nearly doubled in ten years and finally reached 43.43% in 2006. Secondly, GDP per capita also contributed positively to the country’s economic power. After a slight decrease in the first years of the analysis, the rating for this ratio registered a constantly slight increase as of 2000 and finally stabilized at 80 points. This positive rating represents Croatia’s rise in GDP per capita from USD 4466.06 in 1997 to USD 6344.74 in 2006. According to the Fink (1993) scoring model’s projection, this positive trend will continue, with GDP per capita amounting to USD 6846.75 in 2011. Although Croatia’s GDP increased constantly, the real GDP growth changed permanently throughout the years showing a very volatile development. The rating of zero points represents a negative real change in GDP (i.e. the economy decreased) due to a rise in the consumer price index (CPI). However, in 2002 the country’s real GDP growth amounted to 13.25% caused by a rather sharp decrease in CPI (from 127 to 118.4). As the latter started to rise again, Croatia witnessed another drop in its real GDP growth rate, which eventually settled at 1.53% (represented by the stable rating of 44 points). Finally, the export/import ratio’s negative performance needs consideration, as it is the most important indicator of the economic power of a country. Its rating of zero points can be explained by the fact that Croatia has imported constantly more goods than it exported. As of 2001, the country’s imports grew faster than its exports, leading to a constant rise in the goods account deficit from USD -4100.75 million in 2001 to USD -10376.05 million in 2006 (see figure 7). Taking the services sector into consideration, the picture looks rosier due to the important role and development of tourism in Croatia.

Overall, Croatia’s economic power, influenced by all of the above-mentioned developments, reached its peak in 2002 with a rating of 67 points after a rather volatile initial period. Subsequently, the rating deteriorated before stabilizing at 56 points (as shown in figure 8). 
Economic stability
A country’s economic stability is composed of its inflation rate, as well as the two ratios budget deficit per GDP and current account per GDP. As illustrated in figure 9, Croatia’s economic stability initially showed a negative and rather volatile development. After peaking in 1997, the rating deteriorated to reach its low of 24 points in 2000. Another period of ups and downs followed before the rating finally settled at 33 points in 2006. According to the scoring model, Croatia’s economic stability is projected to stabilize at this level. 
In the first years of the analysis, Croatia’s inflation rate evolved unsteadily before reaching very low levels in 2002 and 2003 (-6.77% and 1.77%, respectively). As low inflation rates are linked positively to a country’s economic stability, a score of 100 points is assessed. Furthermore, figures 8 and 9 are interconnected to each other by the negative correlation between inflation rate and economic growth rate: Croatia’s economy suffered from negative growth in years of high inflation (e.g. in 1998 and 2000), whereas it witnessed (rather) high economic growth in 2002 and 2003. The inflation rate is assumed to settle at 3.15%, represented by the constant rating of 85 points. The ratio budget deficit per GDP showed a disappointing development, especially between 1999 and 2005. In these years, Croatia’s budget deficit was worse than - 5% of GDP, the benchmark for a positive rating. Despite a slight improvement, the country’s budget deficit is projected to stay negative, amounting to     -4.11% of GDP. Croatia’s economic stability was even more weakened by the negative development of its current account, which registered substantial deficits in each year under investigation and is projected to increase constantly, finally amounting to USD -12957.41 in 2011. Therefore, the ratio current account per GDP was assessed a score of zero points.

Debt burden
Being the crucial part of the country risk assessment, accounting for 50% of the weighted scores, and considering Croatia’s already very precarious debt situation, the analysis of the country’s debt burden, as illustrated in figure 10, demands special attention. 

Except for the years 2001 and 2006, which saw an improvement in the rating of Croatia’s debt burden, the latter developed very negatively and registered a real slump in its rating, falling from 64 points in 1997 to 27 points in 2006. According to the scoring model, the rating is projected to decrease even further and to reach 18 points in 2011. 

Although the ratio foreign exchange reserves to imports evolved positively until 2006, peaking in 2003 when its rating reached 97 points, the outlook is not very rosy. The ratio’s rating is expected to drop by more than 20 points. Furthermore, the development of external debt to GDP is of special interest as it clearly illustrates Croatia’s growing debt problem. The country’s external debt rose from 26.49% of GDP in 1997 to 90.07% of GDP in 2006, and there is no prospect of improvement as the external debt is assumed to amount to 224.14% of GDP in 2011. This extremely negative development is reflected in a constantly worsening rating. In addition, the ratio relating Croatia’s external debt to its exports shows a similarly pessimistic trend, with external debt exceeding 200% of exports in each year as of 2002 (thus represented by a rating of zero points). Finally, the most important indicator of all, the debt service ratio, needs to be analyzed. Relating the effected debt service, comprising interest and principal payments, to the export of goods, the ratio is of paramount importance to Croatia’s country risk. Except for the first four years of the analysis, the debt service ratio constantly exceeds the model’s benchmark for a positive rating of 50% as of 2001 and was therefore assessed a rating of zero points. In 2011, the key ratio is projected to amount to nearly 95%. Given the importance of tourism to Croatia, we may have to account for the services sector in developing the scoring model further.

Transfers
The rating for the transfers’ key ratios, illustrated in figure 11, developed very positively at the beginning of the analysis as it rose from eight to a high of 54 points in 1998. Subsequently, it fell to very low levels before it registered a second steep rise to 53 points in 2003. After a short, rather stable phase the rating is expected to decrease gradually. 

The ratio interest rate to growth rate of exports had a particularly interesting influence on the country’s transfers. Overall, its rating experienced a pretty negative development since the interest rate in % of the growth rate of exports registered relatively high levels. Thus, it increased Croatia’s country risk and accounted for this fairly negative rating. The second influential factor, the short-term transfer quota, developed quite steadily with a rating fluctuating around five points after an initial drop. 

Country Risk of the Euro zone 

Although the Euro zone is not a country but a group of countries, the risk of the Euro zone will be named country risk in the following (the data is a sum of the data of the individual member states; for a model that relies on aggregate data on the supra-national level, see Dreger/Marcellino, 2007).
 In contrast to the analysis of the country risk of Latvia and Croatia, the assessment of the country risk of the members of the Euro zone starts in the year 2000. 

As shown in figure 12, the Euro zone’s country risk initially developed quite positively and thus accounted for an improving rating reaching its high of 44.7 points in 2004. However, the country risk of the Euro zone has subsequently increased persistently, leading to a constant deterioration in its rating. In 2011, the scoring model predicts the risk to be assessed with just 17.5 points, which represents a slump of 60% compared to its peak. Although the ratings for debt burden, as well as the Euro zone’s economic stability and power have developed disappointingly and have hence led to the overall worsening rating, the Euro zone’s transfer quota topped everything by accounting for a rating of zero points for all but three years of the analysis. 

Economic power
As illustrated in figure 13, the economic power of the Euro zone was rated very high at the beginning of the analysis. The rating reached its maximum of 87 points in 2001 and 2002, as well as a second peak of 80 points in 2004. Despite these positive initial developments, the Euro zone’s economic power has decreased ever since and its rating is expected to stabilize at 54 points as of 2008. 

The ratio GDP per capita developed extremely positively throughout the years under investigation, accounting for the highest possible rating. This upbeat performance is due to a constant increase in GDP per capita in the Euro countries, rising from USD 19352.81 in 2000 to USD 31628.02 in 2005 and finally reaching a projected level of USD 32274.23 in 2011. Moreover, investments in % of GDP accounted for a similar positive and stable development, although not at such a high level. Even though its rating declined from a peak of 88 to a low of 76 points in 2003, it slightly increased and is predicted to stabilize at 79 points, representing a ratio of 20.84% (down from 22.58 % in 2000). The real growth rate shows a rather volatile development. It peaked in 2001 at 4.29% before it registered a sharp drop to 0.65% in 2003. According to the scoring model, it is expected to stabilize at a rather low level of 0.98%, represented by a rating of 37 points. Finally, the export/ import ratio accounts for the most drastic development. After the ratio had been assessed 100 points from 2001 to 2004, its rating plunged to zero points within four years and is predicted to remain that low. Between 2000 and 2005 the Euro zone’s exports exceeded its imports; the export/ import ratio peaked at 113.96% in 2002. However, the scoring model predicts a severe change as of 2006, since the Euro countries are expected to import more than they export. Hence, the ratio will deteriorate and finally reach 76.74% in 2011. This exemplifies the negative impact of the euro rising vs. the US dollar on Euro zone exports. Due to this disadvantageous development, the economic power of the Euro zone will be increasingly weaker according to the model. 

Economic stability 

Figure 14 shows the development of the Euro zone’s economic stability which was initially rated very high but subsequently registered a decrease in its rating, at first a gradual and then a more pronounced one. Overall, it fell from 83 points in 2000 to 76 points in 2005 and is predicted to amount to 45 points in 2011.

The economic stability of the Euro zone has been positively influenced by the development of its inflation rate, which remained stable at around 2.1% and thus accounted for the high rating of over 90 points. By contrast, the budget deficit in % of GDP developed rather disappointingly as it declined from a slight surplus in 2000 to a high of -3.04% in 2003. Following a slight improvement, the scoring model predicts the budget deficit in % of GDP to remain constant at -2.47%. Finally, the current account/GDP ratio shows an extremely interesting but worrying development, hence negatively affecting the economic stability of the Euro zone. Up to 2004, the ratio evolved satisfactorily, accounting for positive figures and peaking at 1.43% in 2002. Nevertheless, the ratio subsequently registered a persistent decline, which is predicted to become even more pronounced. In 2010 and 2011 the current account/GDP ratio is expected to amount to -5.17% and -7.30%, respectively. This slump results from a constantly increasing current account deficit, which is in turn due to the deteriorating export/import ratio as explained above. As the Euro countries are expected to import far more than they export, their current account deficit is predicted to amount to USD -767615.41 million in 2011. The main reason for the deterioration of the current account balance is the appreciation of the euro, which has a negative impact on the competitiveness of the Euro zone as exports become more expensive. If the euro continues to appreciate, the current account balance might turn negative, which in turn will increase foreign borrowing.
Debt burden
The situation of the Euro zone’s debt burden is illustrated in figure 15. After a long period of a slightly, but constantly declining rating, the scoring model predicts a more pronounced decreasing trend as of 2008.  

The external debt/GDP ratio represents the best-rated indicator, although it registered a fall in its rating from 77 points in 2000 to 65 points in 2006. Moreover, it is expected to decrease even further, amounting to 45 points in 2011. The actual developments behind this deterioration are as follows: The Euro zone’s debt in % of GDP rose from 38.68% in 2000 to 47.89% in 2006 and will reach a (temporary) peak of 63.92% in 2011 according to the scoring model. As the external debt in % of exports accounted for extremely high figures, by far exceeding 200% in each year of the analysis (in 2006 it even amounted to 313.23%), this ratio’s rating was assessed zero points. This is justified by the higher export dependency of the European Union than that of the United States. The debt service ratio developed similarly disappointingly and thus registered a very low rating. However, the scoring model predicts a slight improvement as the ratio is expected to amount to more than 40% in the future, down from a high of 55.01% in 2005. Finally, the foreign exchange reserves in % of imports account for an extremely negative development as well. Since they have plunged from 15.01% in 2000 to 7.11% in 2005 and since this negative trend is predicted to continue, with foreign exchange reserves amounting to 3.76% of imports in 2011, the rating plummeted from 55 to zero points. This contributes considerably to the deterioration of the Euro zone’s country risk as dwindling foreign exchange reserves imply a higher debt burden. 

Transfers
As shown in figure 16, the key ratios for the Euro zone’s transfers have developed very negatively throughout the analysis, 2003 and 2004 representing an exception to the rule. Hence, the overall rating was assessed zero points except for the two years mentioned earlier when it amounted to 45 and 50 points, respectively. 

Since the interest rate in % of the export growth rate exceeded one percent in the first three years of the analysis, as well as in 2005, the ratio was assessed a rating of zero points. This represents the fact that the interest rate – partially by far – surpassed the growth rate of exports. For example, in 2001 the interest rate amounted to 10.39% and the export growth rate to just 1.43%, thus leading to a ratio of 7.27%. Nevertheless, the ratio was assessed a score of 90 points in 2003 and even 100 points in 2004 since the export growth rate registered high levels. As of 2006, the scoring model predicts a gradual improvement in the interest rate per growth rate of exports ratio, which is finally expected to amount to 0.98% in 2011. At last, the short-term transfer quota accounts for an entirely negative development and thus indicates that – due to current account deficits and high interest payments – more capital flew out of the Euro zone than flew in. This negative trend is initially predicted to continue before the situation will slightly improve in 2011. 

Comparison of the results

Figure 17 shows the development of the country risk assessment for Latvia and Croatia between 1997 and 2011 and for the Euro zone between 2000 and 2011. All three of them show a negative development at the moment and according to the model, this trend will continue in the future. As far as the Euro zone is concerned, there has been a considerably sharp decrease from 2004 on. Furthermore, Latvia has been performing better than Croatia over the whole period and the projection suggests that Latvia will have a better assessment than Croatia in the future. The results of the Euro area’s assessment are, however, surprising. One might expect a positive rating for the country risk of the Euro zone, but from 2004/05 on the assessment of Latvia has been better than that of the Euro zone. According to the projection, this trend will continue and as of 2006, the assessment of the Euro zone will even be worse than that of Croatia. The main reason for the low rating is the huge external debt burden. If it is correct to attribute – as the Fink (1995) model does – that half of a country’s risk score can be explained by debt burden, the low rating of the Euro zone is no longer surprising. In the following, we take a closer look at the components of the scoring model in order to get a better understanding of the moderate score of the Euro zone.

The comparison of economic power, shown in figure 18, illustrates that the Euro zone has had the best assessment up to 2006. However, the assessment will be worse than that of Latvia from 2006 on and worse than that of Croatia from 2008 on. Moreover, it can be seen that Latvia has been performing better than Croatia except for 1995 and 2002. 

As illustrated in figure 19, the Euro zone has clearly outperformed Latvia and Croatia in recent years in terms of economic stability. But nevertheless, the assessment of the Euro zone shows a negative development and according to the projection, the rating will be lower than that of Latvia from 2009/ 2010 on but will then stay constant. Latvia has been developing better than Croatia for the whole time. From 2006 on, the projection suggests a constant level for both Latvia and Croatia.

Figure 20 illustrates the development of the assessment of debt burden. It has been developing very negatively for Latvia and Croatia, as well as for the Euro zone, and will even reach the lowest assessment of zero before 2015. Latvia had a better assessment than Croatia in the late 1990s and also a better assessment than the Euro zone in the year 2000. But the situation changed in the early years of the new millennium. From 2003 on, Latvia has been assessed at a lower score than Croatia and the Euro zone. 

Finally, figure 21 shows how the score of transfers has developed in recent years and how it will develop in the future. Latvia has been performing best despite a sharp drop in 1999. From 2009 on, the rating will remain constant at a level above the rating of Croatia and that of the Euro zone. Croatia has been developing better than the Euro zone, which is assessed with a score of zero except for two years. However, the monetary union is projected to face an improvement in 2010.
CONCLUSIONS AND RECOMMENDATIONS
In a nutshell, Latvia, Croatia and the Euro zone will be confronted with a higher country risk in the future, which is especially caused by the increasing debt burden and widening current account deficits. Consequently, the rise of the euro against the US dollar plays a major role. As the country risk will be worsening if no measures are taken, it is highly recommendable to implement adequate measures to improve the situation in the future. 

In the case of Latvia, GDP growth has been especially strong in recent years, which has put pressure on prices to rise. The booming domestic demand has led to a rise of imports relatively to exports, larger current account deficits and higher external debt. To improve the situation, it is recommended to decrease external debt; reduce current account deficits by improving the export/import ratio; balancing the budget; and by boosting investor confidence using credible plans to realize the adoption of the Euro as national currency as soon as possible. The Latvian government has already implemented measures to curb inflation in order to improve the economic situation. 

As far as Croatia is concerned, an ambiguous picture is revealed. On the one hand, the country’s high GDP per capita and the very good development of its investment per GDP ratio positively influence its economic power, as well as its overall country risk. Especially the ratio’s good performance is a sign of Croatia’s perceived attractiveness by foreign direct investors. In particular, Austrian and Hungarian investors have been very active in exploiting the country’s investment opportunities. Since foreign direct investments contribute positively to the economic development (e.g. by enhancing productivity or generating employment), Croatia should focus on its role as an attractive investment target and try to lure even more investors, for example by offering investment incentives in the form of tax allowances. Moreover, the country’s inflation rate has been developing positively, hence offering a certain degree of stability. On the other hand, the country still has to face several severe problems. First of all, Croatia’s current account deficits are widening as the country’s imports exceed its exports by far. According to the scoring model, this trend will continue. However, unlike the current situation of a weakening balance of services, the model predicts this balance’s surpluses to widen in the future. Hence, Croatia needs to focus on its traditionally strong services sector by constantly improving its offer (e.g. with respect to tourism). Additionally, the country should try to curb down its imports and simultaneously improve the quality and competitiveness of its products in order to be able to export more. Furthermore, Croatia’s increasing interest rates have a negative influence on the country’s development by slowing down investments. Finally, the country’s most serious problem is its high level of external debt as exemplified by its soaring external debt per GDP and per exports ratio, which are expected to amount to more than 200% and 400%, respectively. Since these developments affect Croatia’s country risk assessment in an extremely negative way, the country is urged to take action. The measures taken by the Croatian National Bank are a first step towards improvement but will certainly not be enough. In particular, the private sector needs to be more disciplined. In summary, we recommend to give priority to the reduction of external debt by amplifying the measures initiated by the Croatian National Bank; to reduce current account deficits by improving the export/ import ratio; and to balance the budget by more austere budgetary policies. 

For the Euro zone the main indicators show a negative development at the moment, with debt burden and transfers performing worst.  Thus, in contrast to our initially ‘naïve’ expectations, the Euro zone scores modestly in comparison with Latvia and Croatia. One of the major reasons is a statistical effect following from the aggregation of data across the Euro zone’s member states. In our model, we treat the Euro zone like a single country. Since outside dependence of the Euro zone is much smaller than outside dependence of its member states, the debt to export ratio of the Euro zone is higher. If the European Central Bank could deliver more detailed debt statistics of the Euro zone, e.g. a breakdown of foreign debt by currency (debt denominated in euro, US dollar and other currencies), then a renewed assessment may sound less dramatic in terms of the level of the score as only non-euro debt would be considered in a country risk assessment. However, the perspective of a significantly deteriorating score in the years to come remains unchanged unless the real effective exchange rate of the euro starts falling. 

A special problem was the lack of publications of the European Central Bank on the actual level of the short-term external debt of the Euro zone. Therefore, we had to estimate a proxy from the existing data by individual member states. This estimate could be on the high side, but from a risk perspective it is of importance to signal upcoming risk, in particular, when no adequate data is supplied by official sources. Overall, an error in the estimate of the share of short term in total foreign debt does not contribute that much to the modest score as the high gross debt by itself.

Summary

The assessment of country risk, which is influenced by different factors, is the main purpose of this paper. It is assessable by various methods, but for the purpose of this paper the scoring model as developed by Fink (1993, 1995) was used, which assesses various indicators by means of certain weighting functions. Thus, an overall rating for the country’s risk, as well as ratings focusing on its economic power, stability, debt burden and transfer quota, are compiled and visualized via graphs. A specific characteristic of this model is the “projection process”, where the last available data is extrapolated up to a certain future point in time. The countries under investigation were Croatia, Latvia and the Euro zone. The assessments of the respective country risk, as well as a comparison of the results were provided. 

According to the analysis, the country risk of Latvia is worsening due to the aggravation of the country’s debt burden. The rating of Croatia’s country risk witnessed a rather volatile development in the years under investigation. Although the ratings for stability and economic power will stabilize on a certain level as of 2006, those for transfer quota and debt burden will develop negatively. From this year on, all key ratios of debt burden show a negative trend and those for transfer quota are expected to decrease gradually. As far as the Euro zone is concerned, its country risk has increased persistently, thus leading to a constant deterioration in its rating. The main reason for this is its high debt burden. During 2000-2004, the Euro zone’s country risk rating slightly improved, due to strong economic power and high economic stability. However, after 2004 the country risk rating has declined due to a decrease in real GDP growth and the investment/GDP ratio. The export/import ratio, and subsequently the current account, improved between 2000 and 2004. But by 2004 the overall rating began to fall due to a deterioration in the export/import ratio, which in turn is a consequence of the appreciation of the euro. 
The comparison of the respective country risk of Latvia, Croatia and the Euro zone shows that all three will develop negatively in the future. Latvia has been performing better than Croatia over the whole period and the projection suggests that Latvia will continue to have a better assessment. From 2004/05 on, the assessment of Latvia has been better than that of the Euro zone, and from 2006 the latter’s assessment will even be worse than that of Croatia.

As the individual country risk of all countries under investigation will be worsening if no measures are taken (mainly due to the high level of external debt and the widening current account deficits), it is highly recommendable to implement adequate measures to improve the situation in the future. Consequently, the authors’ recommendations for Latvia, Croatia and the Euro zone aim at decreasing the level of external debt, as well as at improving the export/import ratio. Hence, balancing the budget and trying to reduce the budget deficit should be of paramount importance to the responsible governments. 

Our projection gives a clear signal to policy makers in the EU. If the euro appreciated further, the Euro zone’s international competitiveness would be reduced. The projection signals declining exports, which theoretically could cause large current account deficits of up to 85% of GDP. This is certainly not economically viable. These projected current account deficits could exacerbate the increase in external debt. Currently, the high foreign debt of the Euro zone may not be a too serious problem as long as part of that foreign debt is denominated in euro or refinanced by strong inflows of portfolio investment. Relevant statistics are not yet published by the European Central Bank. A further appreciation of the euro is certainly not conducive from the Euro zone’s perspective.
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Appendix I

Table 1: Weighting of the indicators of the scoring model (Fink 1993, 1995)
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Appendix II
The following table comprises important indicators for Croatia, Latvia and the Euro zone and represents an extract of data underlying our analysis. For the first two countries the projection starts as of 2007, for the Euro zone as of 2006.
[image: image3.png]1999 2000 2001 2002 2003 2004 2005 2006 2007 2008 2009 2010 2011
Croatia
GDP, real change in % 4,86 317 041 1325 350 169 092 1,53 1,53 1,53 1,53 1,53 1,53
Expotts (in the broadest sense), change in % 617 741 1194 946 3961 1957 946 1083 921 927 932 9,37 9,41
Imports (in the broadest sense), change in % 617 0,77 1397 1911 3492 1479 11,67  1022| 11,77 12,04 12,31 12,60 12,89
Current Account Deficit, change in %* 620 3437 27,60 7600 17,75 599 23,88 721 2470 2429 23,96 23,67 2342
Gross Debt, change in % 0,08 901 18 3174 5427 2258 1413 429 1458 1582 1693 17,91 18,75
Foreign Exchange Reserves, change in % 743 1651 3345 2513 3918 693 048 3054 0,00 000 0,00 0,00 0,00
Latvia
GDP, real change in % 226 409 545 460 412 232 329 512/ 512 512 512 512 512
Expotts (in the broadest sense), change in % 7,67 1215 743 1005 2389 28,86 27,58 1672 13,66 14,04 1440 14,76 1511
Imports (in the broadest sense), change in % 6,88 503 1144 1096 3095 3808 2147 2929 2722 27,91 2841 2877 29,02
Current Account Deficit, change in % 348 2420 3580 1532 6329 7014 535  6941| 57,04 49,98 4536 42,12 39,71
Gross Debt, change in % 3038 1955 9,03 2862 2929 43,83 1987 4871 30,64 3517 37,82 39,00 39,20
Foreign Exchange Reserves, change in % 884 242 3500 807 1539 3348 1674  9504] 0,00 0,00 0,00 0,00 0,00
Euro zone
GDP, real change in % 239 429 363 065 155 098 098 098 098 0,98 0,98 0,98
Expotts (in the broadest sense), change in % 531 19 629 1811 2010 1001 7,08 717 727 135 7,43 7,51
Imports (in the broadest sense), change in % 957 2,12 141 1909 1944 1433 10,01 10,51 10,99 1145 11,89 12,30
Current Account Balance, change in %+* 237,12 181,59 27314 3,56 3134 -57,11| -114,45 -1058,65 -119,26 -69,74 -51,94 42,73
Gross Debt, change in % 406 725 243 1954 1822 2619 017 1,93 415 677 9,63 12,54
Foreign Exchange Reserves, change in % 4,10 495 385 1281 371 775 0,00 0,00 0,00 0,00 0,00 0,00

* Negative numbers indicate a decreasing current account deficit, whereas the opposite is true for positive numbers.

** In this case, positive figures specifiy an improvement in the current account balance of the Euro zone, whereas negative numbers point to its deterioration.
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Figure 18: Comparison of economic power





Figure 17: Country risk comparison





Figure 20: Comparison of debt burden





Figure 21: Comparison of transfers








Figure 19: Comparison of economic stability








Figure 16: Key ratios of transfers | Euro zone | 2000-2011





Figure 15: Key ratios of debt burden | Euro zone | 2000-2011





Figure 14: Key ratios of economic stability | Euro zone | 2000-2011





Figure 13: Key ratios of economic power | Euro zone | 2000-2011





Figure 12: Assessment of the country risk of the Euro zone | 2000-2011





Figure 11: Key ratios of transfers | Croatia | 1997-2011





Figure 10: Key ratios of debt burden | Croatia | 1997-2011





Figure 9: Key ratios of economic stability | Croatia | 1997-2011





Figure 8: Key ratios of economic power | Croatia | 1997-2011





Figure 7: Exports and imports of Croatia | 1996-2006





Figure 6: Assessment of the country risk of Croatia | 1997-2011





Figure 5: Key ratios of transfers | Latvia | 1997-2011





Figure 4: Key ratios of debt burden | Latvia | 1997-2011





Figure 3: Key ratios of economic stability | Latvia | 1997-2011





Figure 2: Key ratios of economic power | Latvia | 1997-2011





Figure 1: Assessment of the country risk of Latvia | 1997-2011
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NOTES


� Latvia entered the European Union in May 2004.


� Croatia has been granted an EU candidate status and the accession negotiations have opened in 2005.


� Since January 1, 2008, the Euro zone compromises 15 of the 27 member states of the European Union, viz. Austria, Belgium, Cyprus, Finland, France, Germany, Greece, Ireland, Italy, Luxembourg, Malta, the Netherlands, Portugal, Slovenia and Spain. However, the underlying analysis is based on the former Euro zone comprising 13 countries (i.e. without Cyprus and Malta).


� European Bank for Reconstruction and Development, European Central Bank, Economist Intelligence Unit, International Financial Statistics, Austrian Institute of Economic Research, Institute of International Finance, national banks and the Vienna Institute for International Economic Studies FDI database.


� In the following, we draw on Fink et al (2007).
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