Political Risk Assessment and Management

MNE’s face business risks, foreign exchange risks, and political risks.

Q: According to your text, what are the three levels of risk that political risk encompasses?

A:
1. Firm-specific risks


2. Country-specific risks


3. Global-specific risks

· Firm-specific risks (micro risks)

· Business Risk (Chapters 8, 9 & 10)

· Foreign Exchange Risks (Chapters 8, 9 & 10)

· Governance Risks – the risk that governments will impose constraints on the activities of private firms.  Arises from the conflicting goals of governments (goal: create value for citizens – state socialism – nationalism – religious views) and firms (goal: create shareholder value – free enterprise - internationalism).

· Potential Conflicts:

· Firm’s impact on economic development

· Perceived infringement on national sovereignty

· Foreign control of key industries

· Sharing (or not sharing) ownership and control with locals

· Impact on the balance-of-payments

· Influence on the exchange rate for the country’s currency

· Control over export markets

· Use of foreign versus domestic top management and employees

· Exploitation of national resources

· Honoring contracts

Q: How can a government protect its goals?

A:


Monetary policies


Fiscal policies


Balance of Payments


Exchange rate policies


Economic protectionism


Economic development policies

· Overseas Private Investment Corporation (OPIC) Insurance Coverage for political risks:

· Inconvertibility – the risk that profits, royalties, fees, other income, or original capital will not be convertible back to dollars. 

· Expropriation – the risk that the host government will take control of the property.

· War, revolution, insurrection, and civil strife – the risk that property will be damaged by these activities.

· Business income – the risk that political violence will damage the assets of the foreign enterprise.

· Questions to Ask:

· What are the risks that affect the MNE at the corporate level?

· Governance risk - How do the goals of the MNE and the host government differ?

· Anticipated risk – What are the potential political changes and how will they affect your firm?

· Investment Agreement:

· Remittance of dividends, management fees, royalties, patent fees, and loan repayments

· Basis for transfer prices.

· The right to export to third country markets

· Obligation to build, or fund, social and economic overhead projects, such as schools, hospitals, and retirement systems

· Methods of taxation, including the rate, the type of taxation, and means by which the rate base is determined

· Access to host-country capital markets

· Permission for foreign ownership and expatriate management

· Any applicable price controls

· Requirements for local sourcing

· Procedures for arbitration

· Procedures for planned divestment

· McKinsey Top Ten Governance Issues:

· Accountability

1. Transparent ownership

2. Board size

3. Board accountability

4. Ownership neutrality

· Disclosure and Transparency

5. Broad, timely, and accurate disclosure

6. Accounting standards

· Independence

7. Dispersed ownership

8. Independent audits and oversight

9. Independent directors

· Shareholder Equity

10. One share, one vote

· Operational Strategies

· Local sourcing

· Facility location

· Control of transportation

· Control of technology

· Control of markets

· Brand name and trademark control

· Thin equity base

· Multiple-source borrowing

· Country-specific risks (macro risks)

Q: What are the two main country-specific political risks?

A: 
1. Transfer Risk


2. Cultural and Institutional Risk

· Transfer Risk – limitations on the ability to transfer funds out of the country.

· Blocked Funds – When a government runs out of funds to support foreign exchange, they might impose restrictions on transfers of dividends, debt amortization, royalties, and service fees out of the country.

· To reduce transfer risk the firm can take preventative actions at different stages:

1. Prior to the investment – analyze the risk and the effect on expected return, financial structure, and links to subsidiaries.

2. During the investment – reposition funds.

· Repositioning techniques:

· Fronting Loans

· Create Unrelated Exports

· Special allowances for firms in desirable industries such as telecommunication, semiconductor manufacturing, instrumentation, pharmaceuticals, or other high-tech industries.

· Cultural and Institutional Risk

· Difference in allowable ownership structure

· Differences in human resource norms regarding labor laws and union contracts.

· Differences in religious heritage

· Nepotism and corruption in the host country

· Intellectual property rights – not all countries offer the same protection for exclusive use of patented technology and copyrighted creative materials.

Q: What are some examples of patented technology and copyrighted creative materials?

A: 
Patented technology 

· Unique manufacturing products

· Processing techniques

· Prescription pharmaceutical drugs


Copyrighted creative materials

· Software programs

· Educational materials

· Entertainment products

· Protectionism – an attempt by a national government to protect certain industries from foreign competition.

· Defense

· Agriculture

· Infant Industries

· Tariff barriers

· Non-tariff barriers

· Consider:

· The historical stability of the country

· Evidence of present turmoil or dissatisfaction

· Indications of economic stability

· Trends in cultural and religious activities

· Sources:

· Local newspapers

· Government publications

· Consultant reports

· Local radio & television reports

· Businessmen/women

· Country visit

· Global-specific risks

· Anti-globalization

· Environmental protection

· Poverty 

· Cyberattacks

· Terrorism and War

Example

Nike has been targeted by several groups, but Nike usually pays better, provides more fringe benefits, maintains higher safety standards, and works to educate employees to allow career advancement.

Example

Starbucks has been targeted by several groups, but Starbucks uses less than 1% of the world’s annual coffee crop.

Questions

1. Bring examples of anti-globalization, environmental or other publications from groups that might cause problems for your proposed project.

2. Go to the internet and type “Nike” and “sweatshop” and discuss the implications.

Final Project

1. How might the goals of your firm and the country in which you are investing differ? 

2. Go to www.transparency.org and find the rating of the country you are using for your final project.  Discuss the implications for your proposed investments.
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