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Introduction

International Business is characterized by its Janus Face: representing both negative and

positive developments. Risk reflects the negative facet of International Business.  and

international trade and investments reflect opportunities or the positive facet of International

Business. In the globalized economy. risks broadly refer to those activities that are harmful to

business profitability. West and Hamel (2005) describe the last decade as a period of flux for the

international investment community. One could argue that economic slumps, political instability

and financial crises define the era. Major financial crises in Mexico, East Asia. Russia and

Argentina inhibited the growth ofthe global economy and deterred investors from venturing into

some emerging markets. International conflict. such as the terrorist attacks in New York. Madrid

and London as well as the Iraq War. eroded consumer confidence and economic growth. World

oil prices have risen steadily since the end ofthe first Gulf War in  1991. but spiked recently.

partly due to political instability in supplier countries such as Nigeria. Saudi Arabia and

Venezuela. The scourge of HIV/AIDS and the threat of looming pandemics. e.g.  SARS.  Bird

Flu, exposed international businesses to loss of intellectual capital and other operations risks.

The positive side of the Janus-Face is represented by the business opportunities in a

globalized economy. The globalization of markets and production. stimulated by the

liberalization oftrade and investment regulations. has fostered increased international trade and

cross-border investments. (He. Elahee, Engle. Nehrt & Sadrieh, 2007) These developments were

particularly fueled by high growth rates  in the US economy and the emergence of China as a

fast-growing economy. Institutional developments. such as the WTO. EU. NAFTA and other

free trade agreements. have generated global "rules-of-the-game". This accommodated the

internationalization of firms. the opening ofnew markets. and the advancement of free market



ideology in countries which were formerly subjected to command economies or excessive state

intervention.

Despite the opportunities for increased profitability. international firms may still

encounter an array of environmental risks which will impose unanticipated costs and reduced

expected profits. Such risks entail

(1) the deepening of regulatory regimes due to domestic pressure for protectionism that plagues

developing as well as developed countries:

(2) unpredictable policy changes in unconsolidated democracies where renewed government

intervention in the economy comes at the expense of privatization and market entry for foreign

firms: and

(3) tlie growing dispute between developing and developed countries over piracy of intellectual

property rights in the former and protectionism of the agricultural sector in the latter.

The Janus-Face analogy represents the context of risk in international business and ofthe

five essays in this study. The five essays are also placed in a research context. Almost three

decades ago. Kobrin (1979). in his seminal work. posed five research challenges for the study of

political risk. He called for

1. empirical analysis ofthe conditions under which. and the process through which. political

events affect businesses.

2.  more data on the effects themselves.

3.    additional and more systematic studies oftlie assessment and evaluation of the political

environment of multinational firms.

4.   in-depth case studies. and

5. interdisciplinary research.
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The five essays in this analysis address many of Kobrin's challenges.  Chapter 1  sets the

stage by investigating the political sources of international business risk. This essay outlines

a  sequential  flow of the formation of business risk embedded  in a macro-system's analysis of

politics. The analysis is interdisciplinary since it integrates. in a single framework.

management theories of risk  and risk management with political science theories of the

political system.

The essay in Chapter 2. HIV/AIDS as a business risk in South Africa. embraces the

Kobrin challenge more fully. The framework of analysis developed in Chapter 1 is utilized

for an in-depth case study  of the pandemic as a business risk in South Africa.  This is an

appropriate case since South Africa is the country with the highest HIV/AIDS prevalence in

the world. The politicization ofthe epidemic in the South African political system exposed

the business community. both domestic and foreign. to a range of new and challenging risks.

In Chapter 3. another case study is explored. which deals with the impact ofexternal risks

on the global supply chain  of the chemicals industry. The level of analysis utilized is

industry-specific, global in location and focuses on an essential business function. i.e. supply

chain management. The essays in the first three chapters highlight the importance ofthe

effect of risks.  i.e. loss ofprofitability. The importance of risk management is also

emphasized. Risk management choices are taken on the strategic level. i.e. make-or-buy. and

on the policy level. i.e. decision choices to mitigate risks.

In Chapters 4 and 5. the focus is. in line with Kobrin's challenge. on empiricism and

interdisciplinary analysis. Empirically. the two studies utilize multivariate polynomial

models to analyze a pooled cross-country time series dataset of developing countries.  The

studies are also interdisciplinary in that explanatory variables were drawn from institutional
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theories which cover management. political and social sciences. and macroeconomic

theories. However. the issues addressed in Chapters 4 and 5 differ. Chapter 4 analyzes the

impact of explanatory variables. including risk. on foreign direct investment. This study

represents the Janus-Face of international business by dealing with both risk and opportunity.

In Chapter 5. the impact of various institutional changes on political risk is investigated. This

is compatible to the processes. conditions and environments of risk formation to which

Kobrin refers to above.
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Chapter 1: Political Sources of International Business Risk

The conceptual literature stream of political risk (PR) is well endowed with definitions as

well as efforts to distinguish  PR from related. if over-lapping. concepts  such as instability and

uncertainty. (Brewer. 19838: Fitzpatrick. 1983; Kobrin. 1979) The empirical stream of PR

literature has extensively investigated the relationships between political risk and a variety of

other business risks such as exchange rate fluctuations (Cosset. 1985: Siokis & Kapopoulos,

2003). private investment in developing country infrastructure (Doh & Ramamurti. 2003).

strategic risk (Slywatzky, 2004; Noy & Ellis. 2003), modes of entry into foreign markets

(Ahmed. Mohamad. Tan & Johnson. 2002). portfolio investments (Cosset & Suret. 1995).

industry and macro-risks (Jones. 1984). international stock exchange listings (Cheung & Shum.

1995), and foreign direct investments (Chase & Walther. 1988).

Given the poor predictability  of PR assessments. often as part of country risk. Brewer

( 1983b) has challenged scholars to explore more fully the political context of PR. A useful

approach is to explore the political sources of international business risk that will bypass the

artificial separation of PR from other business risks such as financial. macroeconomic and

operational risks. Such an approach to political sources ofbusiness risk also raises the issue of

causality. Cause-and-effect is one ofthe most intriguing dilemmas ofthe social sciences.

(Dessler,  1991) Even a cursory analysis of PR definitions reveals cause-effect relationships. Such

causes include ' discontinuities: -political events". "unpredictable change". and "political

decisions. events or conditions". Effects focus on adverse impacts on the firm or industry such as

"potential for significantly affecting the profits or other goals of a particular enterprise". "cause

of loss of profit potential and/or assets in an international business operation". and "investors
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will loose money or not make as much money  as they expected when the investment was made".

(Robock. 1971: Root. 1972: Howell. 1992)

The analysis of the sources of PR lies in the nexus between political science and

management science. In this analysis. the political science concept ofpolitical system may be

fused with the management science concepts of risk and risk management to explore causality in

international business risk. The argument investigated is that business risk formation is a

sequential process that evolves through the functioning  of the political system  as an input-output

model.

This study is organized into three parts. The first part outlines the notion of political

system as a conceptual framework for the analysis of the political sources of international

business risk. The second part illustrates that the various functions of a political system are

inexorably linked to the process of business risk formation. This process may be viewed as a

number of sequential steps. The third part suggests various policy options available to the

international  firm to manage risks emanating from political sources. A number of propositions

are deduced from the discussions in parts two and three for future investigation.

Sources and Impacts: A Political Svstem Analvsis

The concept of political system refers to the political activities and processes of a

society.2 The concept is not constrained by the legal and institutional content of terms such as

state. nation or government. The distinctive functional characteristic  of the political System

includes all interactions that affect the  use or threat of use of legitimate physical coercion. Easton

(1953) speaks of "authoritative allocation of values" and Dahl (1963) of "power, rule and

authority': This implies that the political system has legitimate sanction: the rightful power to

punish. to enforce or to compel. Although coercion is the distinctive quality  of the political
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system. it will not solely rely on force or compulsion to set miles of society. In political systems

with high levels legitimacy. the government will rule with the consent of the ruled.

The various functional parts of a political system are interdependent. Interdependence

means that when the properties of one component of a system change in magnitude or quality.

the others are subject to strain and to transformation: the system changes its pattern of

performance. the unruly component is disciplined by regulatory mechanisms. or the system may

suffer from dysfunctionalities if its coping mechanisms are inadequate. In political systems. for

example. the successful emergence ofnew forces. such as a competitive market economy, mass

political parties and freedom of political communications. will change the performance of all the

structures  of the system and. thereby. influence the general capabilities  of the system  in  its

domestic and foreign em ironments. Such system transformation may take a while to consolidate

since new political structures may co-exist with existing structures.

The political system is embedded in its environment with penetrable boundaries. A

political system has boundaries toward other systems: social, cultural. economic. other political

systems. and regional. international and global systems. Due to many boundary-crossing

activities. the boundaries of a political system are subject to relatively large fluctuations. For

example, in an election. boundaries greatly extend. as voters become politicians for a day.

Organizational Aspects of the Political System

Role and Structure

The concepts role and structure are important in understanding boundary-crossing

activities.  Role and structure. rather than office or institution. are preferred because of their

reference to observable behavior instead of referencing more limited legal rules and ideal norms.

The most basic activity  of an individual is called a role. Individual activities involved in political
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processes are referred to as political roles such as voter. lobbyist. party activist or legislator.

Individuals perform roles  in a variety of systems other than the political system such as business

manager. consumer. church member or parent in a family. A particular set of roles that are

related to perform a particular function is a structure. Thus. judgeship is a role and a court is a

structure of roles.

From a business perspective. roles such as consumer and supplier may have political

relevance. The introduction ofprotectionist measures by government in response to the demand

of local producers for protection against foreign competitors is. in essence. a political action.

This will impact on domestic consumers who wililikely pay more for the protected products or

services. and whose choices will likely be limited.3 A firm may also be regarded as a structure.4

From a shareholder perspective. a firm is a private and non-political structure. However. from a

stakeholder perspective. a firm may have many constituencies often with definite political

involvement. such as NGOs. labor unions and government agencies. State-owned enterprises

(SOEs). in contrast to publicly traded or privately owned firms. are overtly instruments of

government policy. SOEs are often monopolies which eliminate or constrain competition thereby

limiting price competition and the choices of consumers and suppliers.

Structures may cross the boundaries of the political system if they pursue political goals.

For instance. i f a trade association or a firm undertakes lobbying. it crosses the boundary from

the economic environment into the political system. Related and interacting structures refer to a

subsystem. for example. the various committees of a legislature. A multinational corporation

may be regarded as a subsystem. The subsidiaries of MNCs operate in the business environment

of various political systems. In addition. the segmentation of a MNC's value-creation chain may

mean that R&D. production. assembly. and marketing and sales may be located in different
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countries. For the MNC to coordinate all these functions. it operates as a subsystem cutting

across the boundaries of many political systems. in short. political systems are characterized by

ever-changing role and structural differentiation.

Political Culture

The actual performance or behavior of the political system has underlying psychological

properties called the political culture. (Almond & Verba,  1963) It consists of attitudes. beliefs.

values and skills that are current in an entire population. Political culture also captures notions of

political and economic ideologies regarding the desired nature ofgovernment and/or the

economy. Although the impact of cultural differences on international business is well

established. the political dimensions of culture have been under emphasized. Hofstede's (1994)

seminal work on comparative cultural dimensions focuses on important structural levels of

analysis (family, school. work place) and orientational levels of analysis (individualism.

collectivism). However. he did not analyze the impact of culture on the political system. This

analysis aims to rectify that omission.

Political culture refers to a sense ofnational identity or. in the case of transitional

societies. the process of secularization to develop such an identity. Secularization means that a

set of codified. specifically  political  and universalistic rules has eclipsed rigid. ascribed and

diffused customs of social interactions. For international firms. secularization enhances

transparency. predictability and low risk: conditions conducive to trade and investment.

Almond and Verba (1963) distinguish three broad types ofpolitical culture: parochial,

subject and participant. In parochial systems. individuals manifest marginal awareness or

participation in national political life. Other associations (ethnic groups. regions. local

government) may supersede a sense of national identity. In Africa. for example. such parochial
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identification hinders the development of secularization and national identity. In subject political

cultures. individuals have awareness of the political culture and the impact which its outputs may

have upon their lives. but they are not oriented to participate in their input structures. For

instance. in contemporary Russia. the growing concentration of economic and political power  in

the executive branch of government has diluted the advances in political and economic

liberalization.  The result has inhibited input of demands in the political system. In China, the past

decade has witnessed advances in the secularization of the economy and the business

environment: however, the political system remains entrenched in authoritarianism and a subject

political culture.6 In a participant political culture. individuals are oriented to the input structures

and processes of the political system. Individuals engage  in. or view themselves as potentially

engaging in. the articulation of demands and the making of decisions.  This  is more  in line with

orientations in developed countries where choices in political. economic and social life underpin

the behavior of roles and structures.

Political culture. from a business perspective. refers to the political-economic ideology of

a country. particularly. the involvement of the political system in a society's economic life.

Political and economic life may be differentiated or the boundaries between politics and

economics may be diffused.  In the case of differentiation. a free market ideology will more likely

prevail. In the case of diffusion. the political systems penetration ofthe economy may be

pervasive as in centrally planned economies or predatory dictatorships. On this differentiated-

diffused continuum. various permutations of a mixed economy may be found. In developed

countries. the pendulum swings more towards differentiation and. in developing countries. it

swings more towards diffusion. However. the impact of globalization has often  stimulated

protectionism and greater political intervention in the market place of developed countries. In
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contrast, the pressures of globalization are powerful drivers of trade liberalization in those

developing countries that endeavor to maintain or to improve comparative advantage in an

increasingly competiti\'e global market place.

A subculture refers to the psychological orientation of distinctive groups within the

population such as ethnic groups. social classes and religious affiliations. Some societies display

fragmented political cultures when various groups dispute the desired properties of the political

culture. often resulting in competing or hostile subcultures.

Functional Aspects of the Political System

The political system has various functional processes: inputs. conversion. system

maintenance and adaptation. and outputs.
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Inputs

Thus far. the political system has been described as consisting of interacting roles. structures and

subsystems. and an underlying political culture that affects these interactions. The first functional

process is inputs. Inputs may originate from other systems present in the environment or from

within the political system itself. Two types of inputs may be identified: demands and supports.

A variety of demands may be made upon the political system including demands for goods and

services. demands  for the regulation of behavior. demands for participation in the political

system. and demands for communication for information and affirmation ofnorms. The

realization of demands depends upon supports such as resources (payment oftaxes).

participation (voting). and the legitimacy ofthe political system. Generally speaking. demands

influence the policies or goals of the political system while supports provide the means to

effectuate its goals.

Conversion Process

The conversion process involves the conversion of inputs into outputs. A number of

distinct functions may be identified. The first conversion process is interest articulation which

represents the process whereby pressure groups. lobbies and NGOs make demands on the

political system. Various kinds of interest groups may be distinguished: anomic interest groups

such as riots. demonstrations and consumer boycotts: non-associational interest groups based on

ethnic. class and kinship ties: institutional interest groups such as legislative committees.

bureaucratic agencies and the military: and associational interest groups such as trade

associations and professional bodies. Successful interest articulation is predicated on appropriate

access to decision-makers. The foreignness of international firms in host countries is an inhibiter

to interest articulation. For firms, the development of lobbying access will be strengthened by (1)
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personal contacts with elites and (2) the development of networks. especially the sharing of

information with decision-makers and interest groups with common goals.

The second conversion process is interest aggregation which combines demands into

alternative policies by political parties or movements competing for political power. The

business orientations ofthe ruling party and opposition parties (potential rulers) are powerful

clues to the nature ofthe business environment which exists or may potentially emerge in a host

country. Therefore. the interest articulation efforts of trade or business associations are often

directed at political parties to promote favorable business conditions or to mitigate potential

business risks.

The third conversion process entails those functions normally associated with

governments, i.e. authoritative rules are formulated (rule-making), rules are applied and enforced

(rule-application). and these rules are adjudicated in individual cases (rule-adjudication). The

three rule functions refer to government functions performed by legislatures. executives.

bureaucracies and the judiciary. respectively. For the rule functions. it is important to distinguish

between regime and political authorities. (Easton. 1965) A regime refers to basic procedures

and rules. regularized methods for ordering political relations and a structure of authority in a

political system. Ultimately. for the outputs of the political system to be accepted as binding.

members of a society (polity) must accept some basic procedures and rules related to the means

through which controversy over demands is regulated and settlements forged. A regime

embraces values. norms and structures of authority. Values reflect principles. rights and

ideologies. From a value perspective. regimes may be classified as democratic. authoritarian.

modernizing autocratic. and military. Regime norms refer to procedures that are expected and

acceptable in political conduct ofrole incumbents. i.e. transparent versus opaque behavior. The
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structure of authority refers to the division and organization of power. for example a workable

constitution, independent judiciary. etc. The general acceptance of regime values. norms and

structures by society confers legitimacy on a regime. Regimes that fail to meet such expectations

or support are illegitimate in nature. Political authorities refer to the current incumbents of roles

in the rule-making structures. such as parliaments. ofthe system. For example. Italy had  18

changes of government (political authorities) between  1970 and  1995. but that had little impact

on business risk because the countrys regime (rules ofthe political game) remained intact. The

Italian political system displayed high legitimacy characterized by an open conversion process

and political participation that facilitated the transformation of inputs into outputs. (Maher. 2005)

In contrast. changes in political autliorities in Venezuela. whether by elections or

unconstitutional means (coup d'etats). unleashed actions to create a new regime (such as a

constitution). In countries such as Venezuela. there is no clear distinction between political

authorities and the regime. Such political systems have not resolved legitimacy problems.

Political systems with low legitimacy will often block inputs and frustrate the demand process

(gate keeping). In such systems. opponents ofthe incumbent political authorities may revert to

conflict or civil strife to compete for power. The result is unpredictable political processes.

political instability and even system failure. Therefore. it is no surprise that foreign firms doing

business in Venezuela often encounter breach of contracts since a new incumbent government

may not recognize contracts signed by a previous government. (Makhija. 1993)

The fourth distinct conversion process is political communications. This function occurs

when all the above functions are communicated both within the political system and between the

political system and its various environments. In democracies. this process may be open when

the means of mass communication are privately owned or unencumbered by government
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prescription. Political communication in democracies is therefore conducive to the free-flow of

information in a competitive society. In authoritarian systems. political communications are

controlled by political authorities and often manipulated for propaganda purposes.

System Maintenance and Adaptation

Another function  of the political system is system maintenance and adaptation conducted

through political recruitment and political socialization. Political recruitment refers to the

function by which the roles of political systems are filled or vacated. Filling the roles of political

authorities is particularly crucial since they have a strong stake in power or the authoritative

allocation of values. Recruitment may be based upon universalistic criteria. such as democratic

elections. or based upon particularistic criteria. such as group membership or patronage in

authoritarian systems. Political socialization  is the process whereby incumbents of various roles

(legislator. party activist. tax official) learn how to perform such roles. Political socialization is

closely related to the nature of political culture in a society.

Output Functions

The final function  of the political system describes its overall performance  in  its

environment and refers to the outputs or capabilities  of the political system. A political system

has regulative. extractive. distributive. responsive and symbolic capabilities. Regulative

capability refers to the political systems exercise of control over behavior of individuals and

organizations. This is the distinguishing capability of the political system. i.e. the employment of

legitimate coercion or persuasion to control behavior. The spectrum of government regulations

may cover many business activities including competition. pricing. product liability. human

resource management and environmental protection. The extractive capability entails the range

of system performance in drawing material and human resources from the domestic and
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international environments. For firms. this entails the payment of corporate taxes. licensing fees.

duties and other forms of taxation. The payment of bribes may  also be regarded as a  form  of

extraction. The distributive capability refers to the allocation ofgoods. services and

opportunities to individuals and groups within a society. For firms. corporate social

responsibility (CSR) is a powerful tool to strengthen relations with stakeholders in a host country

through distribution ofjobs. infrastructure development and community service. In its extreme

form. CSR may become a risk as the firm becomes an object of societal demand. This is

especially prevalent in host countries where the outputs ofthe political system fail to meet input

demands. International firms with a strong resource base then become a surrogate for the

political system in the provision of public goods. The cost of such distributive output of the firm

may erode expected returns and profitability.6 The responsive capability refers to a situation

wherein outputs are affected by inputs of demands from groups in the political system.

Democracies are generally considered as having a higher responsive capability than authoritarian

systems. Responsiveness may reduce risk. i.e. when governments heed domestic demands for

economic liberalization. Responsive may increase risk. i.e. when governments succumb to

domestic demand for protectionism.

The capabilities mentioned thus far are all tangible outputs. However. symbolic

capabilities are important for a political system to reaffirm values and to tap into popular beliefs,

attitudes and aspirations that flow from the political system into society and the international

community. Government policy statements about its commitment to free market principles. i.e.

currency stability. trade deficits, protectionism. free trade agreement. are examples of symbolic

Outputs. Such policy statements may impact  on  the predictability  of the  business  environment.

Outputs may be symmetrical or asymmetrical. hi symmetrical outputs. benefits are equally
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distributed among competing interests. In contrast. asymmetrical outputs mean that some

participants will be winners and others losers. Asymmetrical outputs generally result in more

adversarial interactions.

A feedback response occurs when outputs do not satisfy demand input expectations or

when new conditions change the utility of outputs; whereupon, political structures may activate

new demands.

Puttine Politics Back into Political Risk

The political sources of risk develop as a sequential process. The notion that risk is the

result of a sequential process is well established in various management literature streams such

as business continuity planning and scenario planning. According to Zsidisin. Ragatz and

Melnyk (2005). business continuity planning focuses on multiple drivers of threats and

vulnerabilities. the impact of such threats in the form of risk exposure of the firm: and

managerial policies to mitigate risk such as awareness creation. prevention. remediation. and

knowledge management. Scenario planning creates plots exploring possible futures. By

combining factual data. experience and creativity. managers may identify the emergence of risks

and opportunities within scenarios (Schoemaker. 1991: Schoemaker, 1993). Miller and Waller

(2003) combine scenario planning with real options. They argue that scenario planning may help

managers identify. categorize and track uncertainties such  as risk through the scanning of a

continuum of environmental contingencies.7 Howell (2002) identifies three steps in risk

formation: sources. events and losses. The sources have some similarity to the systems

embedded in the environment ofthe political system. His notion of losses may be compared with

the outputs ofthe political system. However. the events element lacks the nuance which the input

18



and conversion processes of the political system provide to understand the sequential process of

risk formation.

In  Figure 2. a basic sequential flow model of risk formation is outlined. As demonstrated

below. the sequential flow of risks is closely linked to the various processes and related functions

of the political system.

The sequential  flow of the political sources of risk may be broken down into a process

that moves from conditions to events to threats and. finally. results in risk. The final element of

the sequential flow is how firms manage the entire risk formation process. The formation ofrisk

has a timeline. Firms that understand the processes ofthe political system will have a window of

opportunity to develop viable and timely responses to the formation process before it actually

becomes a business risk:

Figure 2 Simple Flow Model of Risk Formation

Conditions Events + Threats + Risk Management

6 +
Time

------------------,

Conditions

Risks typically emerge from conditions which brew primarily in the political system of the host

country which may be unfavorable to international business. Increasingly. such conditions also

exist in the political system ofthe home country. These conditions are essentially antecedents

and the first step  in a process that may  lead to the appearance of eventual PR. Conditions which

may serve as political sources ofbusiness risk will either emanate from inside the political

system or outside the political system  in the environment of the political system.  From the
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perspective of International Business, risks that germinate in the political systems of the host and

home countries. and their context environments. are dominant. Risk emanating from the regional.

international and global environments are important. but may seldom be enforced due to the lack

of power of these systems. The thrust ofthis analysis is therefore focused on the political

systems ofthe host and home countries while inputs from the international, regional and global

environments are regarded as secondary. albeit important. inputs. Inputs from the international.

regional and global environments only become relevant once they cross the boundaries ofthe

political system.

Conditions inside the political system: One condition of concern is political

socialization. i.e. the process of learning political values. Political socialization may generate

ideologies alien to free enterprise that may generate potential risks for firms. The emergence and

popularity of anti-business ideologies create the psychological climate from which hostile

actions against firms may arise. These ideologies include anti-globalism. radicalism. socialism,

economic nationalism and greater state intervention in mixed economies or even predominately

free market economies. Governments. political parties, NGOs. regional trade groupings and even

transnational organizations may promote these ideologies.

A second condition of concern is political recruitment. the process by which political

systems fill rule-making roles and structures. which may also create risk-generating

circumstances. Replacement of political authorities favorable to free enterprise with those

embracing anti-business ideologies will indicate worsening conditions for international business.

More seriously. countries with political systems that lack regime legitimacy will. at a minimum,

stimulate unpredictability and opaqueness and. at a maximum. foster conflict. civil strife and

increased market intervention. Such political systems will have poor capacity to provide public
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goods and will tend to extract resources for redistribution purposes from the business

community. At the worst. as Howell (2002) observed. MNEs operating in such countries may

become objects of regime support. i.e. a surrogate for government in the provision of public

goods and services.

A third condition of concern is the political culture in a host country. If the

political culture espouses values such as religious fundamentalism. parochialism and/or

nationalism. the secular orientation ofbusiness may be undermined. This. in turn. may foster

suspicion. skepticism or even opposition to foreign investment or trade. In such circumstances.

international firms may be viewed as organizations that unfairly exploit national wealth or

promote consumerism which runs counter to established values.

Proposition 1: The more intense the opposition to,free mcirket ideas/MNCs, the i,iore

likely that conditionsfor riskfonnation ivill be activated.

Conditions external to the political system: Contextually. the political system. both of

the host and home countries. is embedded in an environment which encompasses other systems.

From a functional viewpoint. these include economic. social. cultural. technological and natural

systems. From a level-of-analysis perspective. international. regional and global systems may be

distinguished. Conditions in the complex environment ofthe political system may generate

issues and activities which could serve as stimuli or sources of eventual PR. 9

The international environment is concerned with the impact of foreign policy behavior

and interstate war on the business environment of the international firm. 10
Tallman's ( 1988)

findings show that cooperative foreign policy behavior between host and home countries is

strongly associated with FDI inflows in developed countries. Conflictual behavior has a negative

impact. but not at a significant level. Interstate war has a severe impact on international business:
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apart from the destruction ofphysical facilities. war disrupts global supply chains and diverts

resources from the economy to war usage. The regional environment may also generate sources

of PR such as trade diversion instead oftrade creation activities of free trade agreements and

protectionist regulations ofregional economic organizations. According to Howell and Chaddick

( 1994). bad neighboring states have a contagious impact resulting in losses to firms in host

countries.11 The global environment incorporates those developments that transcend national

boundaries. Factors such as international financial system instability, oil price fluctuations and

worldwide recession may adversely impact on the political systems of host and home countries. 12

The  activities of political structures. such as anti-globalization NGOs and terrorist groups. may

cross the boundary from global to national systems and expose international firms to risk such as

asset impairment and the disruption ofproduction operations. (Teegen. Doh & Vachani. 2004:

Held & MeGrew. 2002) Transnational organizations. such as the UN. WTO. IMF and World

Bank. may often produce symbolic outputs that influence the environment of international

business. Although the WTO may fine member states for protectionism. the latter may accept

retaliatory tariffs rather than alienate domestic producers and consumers. 13 These outputs are

usually codes of conduct guidelines on CSR regarding human rights. labor arrangements. health

pandemics. the physical environment. protection of intellectual property and transparency.

(Christmann. 2004: Hartman & Wokutch. 2003: Wrage & Wrage. 2005)

Proposition  2:   Hostile  relationships  betiveen  host  and  home  coimtries ivill  ge,terate

co,iditions fo,* riskformation that will likely increase the risk exposure offoreigi,jinits.

Risk may also originate in other systems. This is a broad area of inquiry. but some

recent trends may be identified. The politicization  of health issues. such as AIDS and SARS. has

led to input demands and system outputs which impose increased spending on the firms' CSR
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(Rosen. S.. Simon. J., Macleod. W.. Fox. M., Thea, D. & Vincent. J.R.. 2003). The rise of

populist ideologies and property ownership disputes. particularly in Latin America and Africa.

have increased international firms' exposure to extractive and redistribution policies of host

countries. The expropriation of private property by the Chavez government in Venezuela is  a

current example of populism in action.14 The cultural tolerance of bribery and intellectual

property piracy has also had an adverse impact on the profitability of international firms. Finally,

changes in the technological environment have shifted the power from MNEs to host

governments. For example, IBM's technological leadership initially compelled governments in

emerging markets to yield to the firm's demand for wholly owned subsidiaries. However. the

emergence of competitive technologies has strengthened the hand of host governments to

demand joint ventures instead (Wells. 2005).

Proposition  3.   There  is  a  positive  correlation  behveen  the  politicization  of,1011-political

issues and the emergence of conditions conducive to riskforniation.

Events

The second stage ofthe development ofrisks moves from the perceptual or

dispositional level to the behavioral level. i.e. conditions are transformed into events. This may

be regarded as the politicization of an issue by a political structure such as an interest group,

political party, parliamentary faction or bureaucratic agency. In this stage, demands are made on

the political system and support resources are sought in an effort to convert an input into an

output. The conversion process is goal seeking through political action. The event or behavioral

phase may occur due to boundary-crossing activity or with inputs. Boundary-crossing activity

occurs when a political structure embraces a non-political issue and transforms it into a demand

for the authoritative allocation of values. For example. a political party may turn economic
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issues, such as poverty and unemployment. and a social issue. such a class disparities, into an

aggregated demand for the redistribution of wealth and opportunity. Such demand will  seek

outputs  such  as the extraction of resources (taxes) or the redistribution of asset ownership from

MNEs.

With inputs are demands that emerge inside the boundaries ofthe political system. For

example. interest groups. such as trade associations and labor unions in a host country, may

demand that the government introduce protectionist regulations to save jobs in the face of strong

competition from international firms (Kobrin. 1979).15 NGOs in the home country of a firm may

demand that such a firm divest from its business operations in a host country with an unsavory

human rights record. Actions may include protest marches. consumer boycotts and even legal

action. This form of interest aggregation may also gather support from NGOs operating in the

international or global environments. Finally, change of government (political authorities) may

bring changes in policy (i.e. regulations. taxation. compensation) due to the demands and

influence of institutional interest groups. These events may heighten concerns about

environmental uncertainty among businesses.  Even of greater concern are regime changes that

place governments in power with negative views of foreign firms. Such events will likely  lead to

demands for adverse policies including asset seizure and contract repudiation. thereby elevating

risk exposure. (Chubik. 1983)

Proposition 4: When demands are widerpi,med by appropriate support, the likelihood of

risk fon,iation  (conditions  transforn,  into  events)  i,icreases.

Threats

The third stage of risk development is when the actions of political structures pose a

threat to the operations, opportunities or interests of an international firm.  In this stage.
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politically based threats may expose a sense of uncertainty among businesses. The term

uncertainty. as used in strategic management and organizational theory. refers to the affect of

unpredictability of environmental or organizational variables that negatively impact on corporate

performance. It may also refer to the inadequacy of information of these conditions. (Miles &

Snow.  1978) A threat may be viewed as an expression of intention by a political structure to

inflict damage or harm on a business firm as retribution or punishment for something done or left

undone.  In this stage of the conversion process ofthe political system. there will be many early

warning signals that political structures have harmful intentions toward companies or industries.

Indicators of the probability  of risk may include (1) public statements of intent by political

structures such as speeches. threats for industrial action such as strikes. messages and blogs

posted on websites; (2) media reports on the probability of harm: and (3) the introduction of bills

in the legislature to inhibit business operations.

Changes in the style of interest articulation and aggregation may also provide clues that

politicized events have degenerated into threats (Almond & Powell. 1966):

•    A change from latent to manifest behavior: mood clues such as vague grumblings

change to explicit demand claims for action

•   A change from diffused to specific behavior: dissatisfaction without specific

means of correction (i.e. MNEs are bad) changes to specific request for legislation

(i.e. limits on foreign ownership ofnational mineral resources)

•    A change from general to particular behavior: general demands couched in class

or associational group terms (i.e. reform large estates) while particular demands

entail specific action (i.e. nationalize large estates)
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•    A change from affective to instrumental behavior: affective behavior in the form

of a verbal expression (i.e. anger. disappointment. hope) of an interest group may

change into instrumental demand such as a threat of withdrawal of support (i.e.

finance. vote) contingent on a particular action (i.e. acceptance of legislation)

A threat may  also be viewed as a failure of the host government's policy to create or to

sustain a viable business environment. Such policy failures may include a deterioration of

infrastructure and macroeconomic policies that increase inflation. currency instability and poor

management of foreign debt repayment.

Scenario planners that routinely scan the environment for early warning signals epitomize

the benchmark for threat recognition. In SWOT analysis. weakness and threat are similar to the

way threat is used here. For business risk managers. this is the time to distinguish. in the view of

Kobrin (1979). between subjective and objective uncertainty. Decision-makers should monitor

unfolding events to make judgments regarding the most important outcomes and the likelihood

of the occurrence of disruptive and harmful events. Often threats have a long timeline which

provide firms with adequate time to respond. For example. since its election  in  1998. the Chavez

government in Venezuela has threatened to seize idle plants. However. when the government

seized such a plant from food producer HJ Heinz & Company in 2005. the company expressed

shock that it had not been notified. This was despite the fact that the government had previously

seized other plants. (Maher. 2005:  Wall Street Joi,rnal AVS.0. September 7. 2005. A 14) Threats

(demands) backed by support (government power) should be regarded as credible threats.

Proposition  5:  Tlie  higher thefreqi,ency  and  intensity  of threats,  the,itore likely  Stich

deniands will degenerate into business risk.
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Business Risk

The critical component that changes a threat into a risk is that risks become

actions by political structures. notably governments, which will adz·ersely impact on a foreign

firm's profitability. International business risk in this regard is similar to strategic risk. (Simons.

2000: Slywotsky. 2004) Tlie underpinning ofthreatening demands by appropriate support

(physical resources, political commitment) makes threats credible and converts them into

harmful actions. As outlined above. business risk occurs when a firm's profitability is adversely

affected by politics. A firm's profits should not be viewed in isolation. but relative to the activity

or investment required to generate such profits. Profitability is a measure of a firm's overall

performance on a relative basis of relating various measures of profit to either sales or

investment (Lewellen. Halloran & Lanser. 2000). Risk exposure. therefore. means variability in

profitability that falls short of expected returns such as ROI and ROA (Butler & Joaquin.  1998:

Click. 2005). Table  1  outlines a taxonomy of harmful actions or outcomes. with real world

references. which adversely impacts on the profitability of a firm.

27



Risk Description Cases

• Physical Damage to Assets Mining company Sector Capital Corp. suffered damage worth $78OK
due to various civil strife activities in Colombia.
In tlie 9/11 terrorist attack on tile World Trade Center. the brokerage finn

•    Harm to Human Resources Cantor Fitzgerald lost 658 of its  1000 employees
Freeport McMoRan's copper production in Jaya, Indonesia disrupted

•      Disruption of Production/Value-added for three days due to civil strife & ethnic tensions.

Damage to Assets Processes & Sales
• Large Scale Theft of Inventory Shell reported 71 cases of bunkering (illegally siphonilig oil from pipelines)

by organized critne gangs in 2004 & 88 cases in 2003 in Nigeria. Tlieft of
10OK bpd occurred.

•      Sabotage of Information Systems
UNITY, a radical Islamic website, downed Israeli ISPs & e-commerce
sites causing an 8% dip in the Israeli Stock Exchange in 2001.

• Nationalization, Confiscation, in the mid-199(Is Saudi Arabia, Kuwait & Venezuela nationalized

Expropriation of Assets/Resources their oil industries

Indian gov-t expropriated assets of GE EFS India Holdings & Bechtel India
•       Limitations of Foreign Ownership of

Ownership Restrictions Business
Power Investments worth $2OM in power industry

• Ownership Restricted in Certain Foreign ownership of airlines in US restricted to 25% or less
Sectors In Indonesia, foreign ownership of private or special broadcast

institutions is prohibited. Foreign investors are prohibited from
investing in film production. technical filming services. export or
import of movies, film distribution and screening as well as film or
video distribution via subsidiaries.

•      Restrictions on Gov't Procurement Gov'ts like Brazil that are not signatories to the WrO Government
Procurement Agreement are more likely to discriminate against

•     Restrictions on Hiring Foreign foreign suppliers.
Microsoft severely constrained to recruit highly skilled foreign workers due

Personnel to H-1 visa policy of US gov't.
•        Corruption of Gov't Officials A Gallopsurveyof US companies commissioned by the American

Operations Restrictions Chamber of Commerce of the Philippines found that corruption was
the greatest impediment to business in the ASEAN region.

•     Efficiency of Transportation & According to the ElU. the poor infrastructures of Nigena. Indonesia.
/1 Kenya. Kazakhstan, Pakistan & Nicaragua pose the highest risk to foreign

4' Logistics System mvestors

"                                                               •    Restrictions on Marketing Strategy
China banned direct sales (1998-2005). forcing companies such as

 



<3\Amway Corp & Avon Products to alter business models by operating r'l
retail stores

Taxation Discrimination •     Formal & Informal Tax Policies that UK taxed British companies' foreign earnings at higher rate than
lead to Bias against Int'l Business domestic earnings as incentive for higher domestic investments

French gov't singled out airline tickets for tax to finance UN's program
against global poverty

•     Formal & Informal Rules regarding In South Africa, foreign firms with gov't contracts > $1OM must invest
the Repatriation of Profits, Dividends at least 30% in local black owned companies. For defense contracts,
& Investment Capital local investment increases to 50%.

Remittance Restrictions
In 1993. Japan's National Tax Administration filed claims against 50•     Restrictions on Transfer Pricing foreign finns, alleging underpayment of $492,n in Japanese taxes due to
improperly calculated transfer prices.

•    Gov't Interference with Terms of Chavez gov'tin Venezuela unilaterally changed contracts with major
Contracts oil NINEs.

Breach of Contract
• inadequate Enforcement of Contract US State Del)artinetit issues background note on Ukraine stating that while

Law foreign trade & investment are encouraged. complex laws & regulations

and weak enforcement of contract law by courts continue to stymie FDI.
• Formal Policies & Informal Practices US grain company, Continental Grain. incurred losses of $2m due to

that Inhibit Converting Local inconvertibility of Brazilian Real in  1992.
Inconvertibility US MNEs, Philip Morris. Citibank & Chase Manhattan Bank. suffer lossesCurrency to Foreign Currency

of $6.Sm due to inconvertibility of Dominican  Republic  m  1980s(normally a firm's home currency) US energy company, Philippine Geothermal, suffers losses of $1.32m
due to war damage in the Philippines in 1987.

• Permissive Environment for Theft of Worldwide violations of patent rights cost computer software industry
Patents, Trademarks, Copyrights an est. $13.08bn in revenues in 2002.

Piracy of intellectual US industry estiniates that in 2003-2004 lost sales resulted from piracy iii

Property india o f US motion  pictures, sound recordings. musical compositions.
computer programs & books totaled approx. $50()m

•       Lack of Legal Protection, Poor Law International Intellectual Property Association finds that while
Enforcement Romania has strong laws to protect IP, poor enforcement of those laws

remains a serious problem.
World Intellectual Property Organization notes that while China has added
tough new laws & regulations and has allocated more resources to criminal
enforcement, poor enforcemetit combined with weak punishmetit ineatis
that IPR violations remain rampant.

North Korea gov't produces 2bn packs ofcounterfeit cigarettes p.a.,• Counterfeit earning between $80-160nL
• Financial Costs (tariffs) imposed on Removal of tariffs & subsidies on agricultural products would raise

Imports global economic welfare by $128 annually.Trade Barriers
and restrictions on Exports to Third



Country Markets
• Other Regulations that Restrict Hong Kong based Esquel Company, world's largest manufacturer of

Imports such as Ouotas, Licensing & mens' cotton shirts, frequently moved production facilities to

Administrative Policies circumvent US & ED import quotas. The firm moved facilities from

Other Import Barriers Hong Kong to China, Malaysia, Mauritius, Maldives & Jamaica.

•    Gov't Subsidies for Local Industry Local agricultural industries receive large gov't subsidies as protection
against foreign competition: in 2002, $43bn in EU & 5180bnin USA.

Payment Delays -     Punctuality with which Gov't & In  Nigeria. two-thirds  of all payment delays are owed by state gov'ts
Private Importers Pay Foreign Constrained capital expenditures are due to mappropriate infrastructure

Creditors based on Gov't Policy development projects and corrupt tendering procedures

Corporate Social •    Gov't Policy & Political Pressure on Subject to "moral-suasion" by South African gov't. industries have been

Firms to Provide Public Goods to compelled to set up charters to further black economic power within a

Responsibility given timeframe Firms must meet quotas for black equity ownership.
Employees & Communities

executive control, employment. and affirmative procurement & supply
Firms also must mcrease spending on the transfer of skills. corporate social
investments in disadvantaged communities & the development ofblack
entrepreneurship

•    Fines for Legal Transgressions Baxter Int'l fined $6.6m for violating the US Anti-boycott Law in 1993.
o    Extraterritorial Laws Largest investor in Owl Securities & Investments. Ltd fined $60K &

imprisoned under the FCPA for paying $1M bribe to Costa Rican Officials
to obtain land for a development project

Legal Liabilities Doe vs. Unocal, suits filed under the ATCA in US federal and state
o Human Rights Abuse courts by human rights groups and 15 individuals alleging that the

multinational energy corporation Unocal used Burmese villagers as
slave  labor  in the pipeline Yadana Project. After 8 years of litigation.
settled for undisclosed amounL

Sources: EIU.2004.2005: Griffin & Pushtay. 2005: Hill.2006: Howell.2002: Howell & Chaddick. 1994: O'Sullivan.2005: Political
Risk Services.2005: Trendle. 2002: Van Wyk & Custy.2004: Van Wyk. Dahmer & Custy.2004: WTO.2003: World Watch.2005:
Footwear News. 01/12/04: Managing Intellectual Property. 04/01/05: Philippine Daily Inquirer, 06/30/05: US Fed News. 08/01/05:

Vanguard(Nigeria). 08/20/05: WSJ. 08/18/05. 08/29/05. 08/30/05. 01/30/06: Washington Times. 04/28/05: www.ummah.net/unity:
www.unocal.com/myanmar: www.ustr.gov: www.wto.org: US vs. King. 2003.
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Simon ( 1984) made a valuable contribution by indicating that the  flow of the political

sources of risk may emerge from different environments and may follow a direct or indirect

sequential path until adversely impacting on a firm or industry's profitability. One suspects that

such flow may be more multifaceted than a mere one or two-step process due to the globalized

nature of international business and the internationalization of domestic politics. Hypothetically.

for example. damage to business assets by an Islamic terrorist group may. on the surface. appears

to be a one-step event. However. closer examination suggests an intricate. multidimensional

process may be at work: terrorists receive moral and symbolic support through the political

communications of state-owned mass media in the Islamic world: they receive financial support

from Islamic nonprofit organizations: they receive material support (arms. training facilities.

intelligence. safe havens) from governments that act as patrons of terrorism: they are socialized

in Madrassas and Mosques in the Jiliad-ideology: and they are recruited and socialized by other

terrorist organizations and political movements with operations on a global level. (Nayyar &

Salim. 2003: Gannon. 2005; WSJ. 8/19/05:All: 8/24/05: A9) A real world example is the

introduction of tariff and nontariff barriers by governments to protect domestic firms against

foreign competition and to save jobs from outsourcing. Such regulatory output is usually an

indication  of a government's responsive capacity  in the face of demands from labor unions. trade

associations. NGOs. role incumbents in the legislature and political parties. In turn, such import

restrictions often lead to retaliation by aggrieved governments that will increase risk exposure for

international firms in their home base.

31



In Simons (2000). the nature of strategic business risks are similar to Porter's analysis of

the strategic business-making environment. The political environment (Simons' term is

regulators) is somewhat underdeveloped. Almond and Powell's ( 1966) analysis of the outputs of

the political system. although it did not address PR per se. offers greater analytical utility. The

category of risks. outlined in Table  1 and discussed below. overlaps considerably with the

Simons' classifications as well as that of Almond and Powell.

Damage of assets is in  line with what Simons called the physical impairment of assets.

i.e. the physical destruction of key processing or production facilities. Political system outputs

did not address such risk. However. anomic behavior. which may occur during the conversion

process. deals with destruction caused by civil strife, internal war. protests and boycotts.

Ownership restrictions have reference to a number of system outputs. For example.

nationalization  is  a  form of redistribution. Restrictions on foreign ownership of strategic

industries are a regulative output or even an output responsive to domestic demands to keep

national wealth and assets in the hands of citizens.  With some latitude. ownership restrictions

may be regarded as a competitive risk in Simons' analysis. This is particularly relevant since

governments may change competitive regulations to protect local industries or SOEs.

Operations restrictions are similar to Simons' operations risk. Although he did not

explore government restrictions. apart from product liability on business operations. Simons. is

cognizant of the unanticipated costs of system down-time and unexpected variance as causes of

operations risk. As a systems output. it is clear that operations restrictions are related to the

regulative capabilities of the political system.

Taxation discrimination is clearly an extractive capability ofthe political system.

Simons. however. did not address tax discrimination as a strategic risk. Remittance restrictions
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and  inconvertibility  are both regulative outputs  of the political system. From Simons    strategic

risk perspective. they are both forms of asset impairment, particularly financial impairment.  In

this sense. inconvertibility may be viewed as a sovereign risk.

Breach of contract as a strategic risk is a form of asset impairment. particularly  a

counterpart risk. 1n a counterpart risk. the other party to the agreement may be unable to honor

its contractual obligations.  From a systems viewpoint. breach of contract may  be the result of

poor regulative capability.  i.e. the judiciary may lack resources to uphold contract law. The

motivation for contract breach may be politically motivated: that is. in countries with low regime

legitimacy. a new government may not honor contracts between MNCs and previous

governments.

Piracy of intellectual property also indicates a lack of regulative capability

(adjudication) of the political system. In some political systems, the demand for protection for

patents and brand names may be low due to a permissive political culture. According to Simons.

impairment of intellectual property is a form of asset impairment. Simons points out that the

market value of software and drug manufacturers is not a function ofthe size oftheir balance

sheets, but rather reflects the estimated value of future cash flows related to their intangible

intellectual resources.

From a strategic risk perspective. trade barriers are a form of competitive risk. Simons

refers particularly to recent regulatory changes in trade. As a systems output. tariffs and other

administrative fees levied against foreign companies are a tax or an extractive capability. Often

such extractions result from the government's responsiveness to demands for protectionism.

According to Simons. legal liabilities are franchise risks which include pending lawsuits

or legal action. Simons also referred to reputational risk. i.e. where the value proposition
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(products. brand names. corporate image) of a firm is viewed unfavorably by stakeholders such

as the media. customers or the government. As a systems output. legal liability is a form of

regulative outputs.

Finally. corporate social responsibility (CSR) may  be  influenced by outputs of the

political system which will co-opt international firms to distribute goods and services. Such

distribution may not only target stakeholders. but also other constituents in the political system in

the form of health care. education and infrastructure development. The inadequacy  of the

political system to convert inputdemands into outputs may set international firms up to act as

surrogates  for the distribution of public goods and services. Simons did not address CSR per se

as a strategic risk.

Finally. the list of risks outlined in Table 1 has both an upside (opportunity) and a

downside (further deterioration). The contraction of risk indicates an upside in the  form of new

opportunities. This is often brought about by an increase in the liberalization and transparency of

the business environment and ascendance to power by pro-business governments. For example.

Chinese regulators are considering raising the permitted levels of FD1 in Chinese banks above

20% for a single investor and above 25% for all foreign shareholders. (WSJ. 09/15/05: A18)

Improved protection of intellectual property by the Chinese government has led to fines against

Chinese firms for trademark and counterfeit piracy.16 The downside is usually in the form of

deterioration that will result in increased risk exposure. Many conditions will stimulate a

downside movement in risk, notably domestic demands for protectionism. new boundary-

crossing events. deterioration of political legitimacy and output failure. An example of such

deleterious movement is the consideration by the French government to expand the number of
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strategic industries that will exclude M+A activities from foreign firms. (WSJ. 08/30/05: A3:

09/01/05: A12)

Proposition  6:  The higher  the deniand for protectionis,it  in  a  host  cotmt,y,  the  higher  the
probability that international jir,its ,vill  be Subject to business risks.

Proposition  7:  The ireaker  the  legitimacy  of the political  syste,ii  of the  host  cotintry,  tile  higlier
the probability that international jinns will  be subject to business risks.

Risk Management

Risk management may be viewed from both strategic and policy levels.

Strategic Level

On the strategic level. the dynamics of risk management face the make-or-buy decision.

International firms may treat risk management as a value creation activity performed in-house or

may outsource it to another entity. The make decision has the following advantages: cost

efficiency. i.e. utilizing existing resources: specialized investments in resources unique to a firm

or industrys value proposition. i.e. the development ofpropriety risk management software: and

organizational integration of all activities related to risk management. The advantages of the buy

decision (outsourcing) include strategic flexibility to deal with diverse risk environments in

different markets: lower costs due to suppliers which have efficient and proven risk management

products available; and offsets. i.e. outsourcing to host countries may enhance location

networking and may also pave the way for new markets and new product offerings. 17

The buy-or-make decision may be linked to a firm's global strategy. Bartlett. Ghoshal

and Birkinshaw (2004) distinguish among multi-domestic. international and transnational

strategies. Firms with multi-domestic strategies have superior intelligence about host countries

and. thus. are better positioned to conduct risk management in-house. However. such firms may

be less attuned to risk formation in the home country and should consider outsourcing there.
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Firms with an international strategy which are more dominated by a home country orientation

should manage risk in-house in the home country. However. such firms are less attuned to

differences in host countries and should outsource risk management in those locations. Firms

with successful transnational strategies  are  skillful  in the transfer of knowledge for value creation

activities throughout the global network of their organizations. i.e. marketing and sales strategies.

new product development. managerial culture and the utility of information technology. (Fink &

Holden. 2005) Knowledge gained with risk management in one country may be transferable to

another country. The poor predictive value of country risk evaluations casts some doubt about

the utility of such outsourced products and services. (Hoti & McAleer. 2005) However.

similarities in the environments of different host countries may provide powerful cues for

functional transfers in transnational strategies. Risk formation  may be a product of similar levels

of economic development. forms of government and legal systems. levels of human

development. regional location and culture.

Proposition  8.  Tlie more  knowledge  or  expertise  that a,fin,i develops  1vith  regard  to  tile

host a,id/or countries, the more effective that ji,7,1 will be in implementing buy or i,take

strategies.

Policy Level

On the policy level. firms may employ various means to manage the political sources of

business risk. In the risk management literature. financial risk is better developed than PR.

Hilbert and Jones (2004) developed a parsimonious framework of financial risk management: the

identification ofvarious kinds ofrisks: their shock impact on business: and various policies to

mitigate each risk type. in a similar vein. Lhabitant & Tinguela (2001) outlined a framework

focusing on types of risk. the process of risk identification and policies to manage financial risk.
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The focus in this study is on managing the political sources of international business risk.

Iankova and Katz (2003) developed an interesting framework for risk mediation in Bulgaria. The

framework distinguishes between a low and a high involvement strategy based upon a number of

factors: level of investment exposure (narrow. wide). mediation strategies (JVs. stakeholders,

lobbying). and the goals of risk management creating a stable business environment or stable

political environment. Minor (2003) outlined basic techniques to mitigate PR: contractual

undertakings with the host government, notably dispute resolution via international arbitration;

joint ventures with private partners rather than SOEs in host countries; community relations, i.e.

provisions ofpublic goods and educating the public on the benefits of FDI;  and the purchase of

PR insurance.

Table 2 summarizes selected risk management frameworks. The policy options are an

extension of the ideas of Burmester and Tayeb (2000) to accept. shift, share. shrink or avoid risk.

The frameworks of Howell (2002) and Miller (1992) are compared to policy options.

Table 2 Risk Management Frameworks

Policy Howell Miller

Avoidance Avoidance Avoidance
Withdrawal n/a Divestment

Absorption Offset Flexibility

Diversification
Sharing I)eterrence Insurance

Cooperation
Transference Outsource physical n/a

Protection of assets
Anticipation Process management Forward & future contracts

Control (lobbying)
Flexibility

Remedy Compensation Imitation
Protection Flexibility
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Risk Avoidance: This is the most conservative policy option available to international

firms. Avoidance of markets based upon appropriate risk assessment is obviously the product of

prudent decision-making. In contrast. risk avoidance based upon managerial inflexibility to

exploit new opportunities may provide a strategic advantage to competitors. According to

Wernerfelt and Karnani (1987). risk avoidance may take the form of postponement until industry

or market uncertainties dissipate.

Risk Withdrawal: Although Miller views this investment as a form of avoidance. the

difference between avoidance and withdrawal is clear. Avoidance deals with the decision to enter

a foreign market while withdrawal is an exit strategy from a foreign market. Withdrawal is the

most extreme option available to an international firm. In 1986, for example. British bank

Barclays gave up its position as the market leader in South Africa. It pulled out ofthe country

following an anti-apartheid consumer boycott campaign that saw its share of the UK student

market plummet. (Plummer. 2006) Firms may be coerced to adopt an exit strategy by the

imposition of sanctions by their home government against a host country. Investigations by the

US  Department of Justice into the violation of sanction laws led to the withdrawal  from Iran by

Dutch bank UBS AC. Swiss bank ABN Amro Holding NV, and Halliburton Co., an US energy

sen ices company. (Simpson & Wilke. 2006)

Proposition 9: Tlie higher the losses inctin·ed in a host colintry, the morefeasible

withdrmval or exit strategies beconiefor a jini.

Risk Absorption or offset means a firm will absorb the additional costs imposed by risk

in a host country. If the value-added chain may be segmented in terms of PR. a firm may then

focus on making profits in the less risky segments of the chain and absorb losses in the more

risky segments ofthe chain. (Howell, 2002)

38



Risk Sharing: Cooperation through bilateral and multilateral agreements allows firms to

reduce uncertainty by sharing risk exposure. Risk sharing may involve both strategic and

financial management. Strategic or cooperative strategies include long-term contractual

agreements with suppliers and buyers. alliances or joint ventures. franchising and licensing

agreements, participation in consortia and overlapping board membership. (Allaire and Firsirotu.

1989: Pfeffer and Salancik. 1978)18 Financial risk management involves forward and future

contracts as well as PR insurance. The ability to lock-in a fixed price is the key risk reducing

feature of future and forward contracts for both buyers and sellers. Such financial hedging

instruments are widely used by international firms to manage foreign exchange risk. (Hilbert &

Jones. 2004) Miller ( 1992). however. points out that hedging will not reduce other kinds of

business risk apart from exchange rate risks.

PR insurance. according to Howell (2002), may include impact political risk insurance

and compensation risk insurance. Firms with risk insurance from the Overseas Private

Investment Corporation (OPIC) may deter host governments from impairing the assets of the

firm (i.e. expropriation).  In such a case. OPIC-insured properties become the property of the US

government if OPIC pays the insurance claim. The host country may then become subject to

leverage of the US government regarding fulfillment oftreaty arrangements including loans and

foreign aid. Insurance from the Multilateral Investment Guarantee Agency (MIGA) of the World

Bank has the same effect. also including possible consequences influencing loans from the

World Bank and its affiliates:9 PR insurance has its limitations. For example. OPIC only insures

US companies and insurance covers only a limited range of business risks such  as

inconvertibility, expropriation. war damage and civil strife. (Moran and West. 2005)

39



Propositio,1  10:  The higher a jirm's  risk sharing undertakings,  tile lo,verthigher its  risk

expostire.

Risk Trans ference: This is closely related to risk sharing although other forms of risk

transference may also occur. The moral hazard of PR insurance provided by official agencies is

low. The result is that such agencies often insure questionable international projects with high

risk exposure. Insurers are less motivated to monitor behavior and deny claims. As outlined

above. treaty arrangements make it easier for the insurer to collect from the host government

after a claim is paid to the insured firm. Also. according to Wells (2005). insurers succumb more

easily to political pressures at home initiated by investors than to question whether a payment

ought to be paid. In this sense. PR insurance has become a form of risk transference to official

agencies.

Three other forms of risk transference may be identified: international joint venture (1JV)

formation. national security overlap and private security outsourcing. First. 1JVs. especially with

SOE partners. implicitly transfer some risk from the investor to the host government. The

expectation is that the host government. as a partner. will provide safeguards against an array of

risks  such as breach of contracts. remittance restrictions. taxation discrimination. operations and

ownership restrictions. and payment delays. However. risk transference through IJVs may be less

reliable in sensitive areas such as natural resources. basic services. monopolies and opaque

privatization processes. Risk transference to governments in transitional societies with

questionable regime legitimacy may also not be sustainable and are. in fact. vulnerable to

convulsive political changes. Even in democracies. changes in the political authority may

increase pressure to change prior 1JV agreements. Second. in extreme circumstances. business

risk may overlap with political concerns such as national security. In the post 9/11 world.
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businesses may expect that their home government will provide protection against risk. such as

asset impairment and disruption of business processes such as global supply chains; underwrite

reinsurance: and issue early warnings against threats in host countries.2(1 Third. a firm may

outsource physical protection of assets and resources to private security firms. This may include

kidnapping protection. protective perimeters/barriers for production facilities. and protection of

oil pipelines and infrastructure. Firms may even utilize components of the national army ofthe

host country for these purposes. This in itselfmay be a high risk strategy. Military protection

from host governments has lead in some instances to human rights abuses thereby creating rather

than inhibiting risk. 21

Proposition  11:  Tlie  higher the  level  of risk transfere,ice,  the  loiver/higher  the level  of

risk  exposure for  the jirni.

Risk Anticipation: International firms may adopt mitigation strategies through

understanding the workings of and participation in the political systems of host and home

countries. In doing so. firms may develop an early warning capability by identifj·ing conditions,

events and threats before they degenerate into risks. Mudambi and Navare (2003) demonstrated

the power of understanding the workings ofthe political system. They found that the regions in

Italy controlled by center-right parties provided superior facilities, opportunities and low risks

for foreign investment. To the contrary. regions under control of center-left parties offered

inferior facilities and risk exposure for foreign investments was higher.

According to MacCrimmon and Wehrung (1986). managers are predisposed to control

uncertainties, such as risk formation. rather than passively treat such uncertainties as constraints

within which they must operate.22 Flexibility to uncertainty. according to Miller (1992). is

another way to anticipate future risk. Mitigating strategies include diversification of suppliers in
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anticipation of input fluctuation. and flexible sourcing of materials and strategic stockpiling of

inputs if risks are associated with dependency on a single supplier.

Process management in the view of Howell (2002) is a mitigating human resource

strategy for preventing local ethnic rivalries to disrupt operations. Workplace violence may be

avoided by balancing employee numbers based on ethnic identity in practices such as training,

advancement and awards.

Lobbying political decision-makers in host or home countries is a way for firms to

participate in interest articulation  and to influence outputs  of the political system.  The

participatory political strategies developed by Hillman and Hitt (1999) may be used to prevent

risk. Firms may participate in the political system in three ways. First. the provision of

information to political structures operating in the input and conversion processes may prevent or

soften potential political intervention in the business environment.23 Second. firms may offer

additional financial incentives that will benefit society. Third. firms may engage in constituency

building by forming alliances with local businesses or creating networks by generating support

among consumer groups and NGOs. According Hillman and Wan (2005). large subsidiaries with

greater resources are more successful interest articulators. In open societies. their successful

interest articulation strategies focus on information provision and constituency building. while

financial incentives work better in closed societies.

Targeting the appropriate decision-maker is another requirement for successful lobbying.

Firms must target decision-makers or political structures that possess the power to influence

desired outcomes. In the USA. the legislature (Congress) is the main target of lobbying (Yoffie.

1988). In the EU. which lacks political authorities with enforceable power. the European

Commission (bureaucracy) is the main target of lobbying. (Eising. 2004) In South Africa, the
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locus of political power is vested in the political executive that includes both rule-makers.  such

as the president and cabinet ministers. and rule-appliers. such as the Secretary Generals of

agencies and SOEs. (Van Wyk. Dahmer & Custy. 2004)

Proposition  12:  Tlie  higher the jlexibility  of a firm's n,itigating/anticipaton· policies,  the

lower the jirni's  risk expost,re.

Risk Remedy: Disruptions of business operations may not always be eliminated or

avoided. The outputs ofthe political system may heighten risk exposure, but the feedback

process creates new opportunities for inputs to change conditions or regulative constraints. Risk

remediation offers the opportunity  to  recover by shortening the duration  of the disruption,

minimizing financial losses and improving the utilization of resources. Post-risk audits

accentuate the learning curve and assist in the upgrading of existing and contingency plans to

improve coping mechanisms in the face of reoccurring risks. (Zsidisin, Ragatz & Melnyk, 2005)

Monsanto, a leading manufacturer of farm seed, for example, used demands for rule-

adjudication as a strategy of legal remediation to reduce risk to proprietary technology (asset

impairment). Monsanto is the patent holder of Roundup Ready technology for the production of

genetically modified soybean seed. In Argentina, Roundup Ready seed made up 95% of the

soybean planted. However. Argentine farmers only paid Monsanto for 20% of the seed planted.

The rest of the seed was bought on the black market or replanted after each harvest. Despite two

years ofnegotiations, the Argentine government refused to recognize Monsanto's patent rights.

although the patents are protected in the USA. EU and most other markets. Monsanto's loss is

considerable since the soy crops have delivered $1 bn of value per year over the past ten years for

the Argentine economy. Since Argentina exports up to  1 Om tons of soybean meal annually to the

EU. Monsanto has now filed a lawsuit in the EU. Monsanto hopes to remedy its losses by adding
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the EU's leverage and punitive capacity against Argentina to recognize the firm's patent rights

and to recoup losses. (WSJ, January 27.2006: A7)

Proposition   13:   Tliere  is  a  positive  correlation  behveen  a jinii  's  learning  ci,rve  regarding

risk  ii,anagentent and  its sitccess  of remedial  management  of risks.

Summary: Simons'  (2000) idea of levels of control for implementing strategy is a useful

framework that places policy options for risk management in a strategic context. (See Figure 3)

Figure 3 Levers of Control
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Core Values         4             I                be
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/ \

Strategic Critical

Uncertainties Performance
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Control Diagnostic

Systems
Control
Systems

Straker as "Patterns ofAction" Stratety  as  "Plan"

Experimenting & Learning Getting the Job Done

4                                                                   '.

Tension

Adapted from  Simons  (1995:   159);  Sinions  (2000:   305)

Despite Simons' emphasis on internal organizational controls, his framework has utility

for understanding control of the firm's external environment where most of risk formation

occurs. The right hand side of the framework in Figure 3 depicts a firm's defense posture.
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Diagnostic control systems dictate explicit goals and performance expectations. In other words.

behavior that undermines a firm's expected profitability will be deemed a strategic risk that

requires action. The notion of a boundary system finds common ground with risk management

policies such as risk avoidance. risk sharing and risk offset. Risk exposure has steadily increased

over the past decade as the boundaries ofthe firm expanded. particularly due to outsourcing and

alliance partnerships. (Olson. 2005)

The  left hand  side of the framework in Figure 3 encourages information sharing. learning

and innovation by the firm. Belief systems underpin the posture of the firm as a responsible

organization for shareholders and stakeholders. This function incorporates anticipatory strategies

such as institutional networking, constituency building. corporate social responsibility and

transparency. The learning curve of the firm will inform remedial actions and transferring risk

exposure by means of outsourcing. Interactive control systems will stimulate flexibility and

guide policies to deal with strategic uncertainty due to the volatility of the risk formation process.

The ideal is that a firm has the capability to realize intended and emerging strategies to cope with

risk formation. Intended strategies are the plans that managers attempt in a specific product

market based upon environmental dynamics and firm capabilities. Emergent strategies. by

contrast. are strategies that emerge spontaneously in the organization as employees respond to

unanticipated threats and opportunities through experimentation and trail-and-error. Realized

strategies are the outcome of both intended and emergent strategies.  Thus. the ideal state is risk

management based upon realized strategies.

Finally.  in risk management. there will likely be tension between defensive and

innovative postures. This is in line with what Miller (1992) called uncertainty trade-offs. For

example. cooperative strategies through IJVs with government partners may accommodate risk
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sharing. but may create divergent interests and new risk formation (i.e. contract breach) due to

changes in political authorities and regimes.

Conclusion

This study is an endeavor to develop a framework for understanding the political sources

of business or strategic risk. The assumption has been adopted that the distinction between

political risk and other forms of business risk is largely artificial. Instead. most kinds of business

risk (financial. macroeconomic. operational) may have sources associated with politics. PR in

this regard is defined as any harmful action that will adversely impact on the profitability of a

firm.

To understand political sources. theoretical frameworks and concepts of both Political

Science and International Business were integrated into a single framework. This integration

process fused the framework of a political system with the formation of business risk as a

sequential process. as outlined in Figure 4. The political system is basically an input-output

model where demands for political action flow into the system from its environment.
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Figure 4 Political Sources of Sequential Risk Flow
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Such demands that succeed in harnessing sufficient support are converted into outputs or

capabilities. The sequential process of risk formation originates in conditions that may produce

demands to harm business interests. Such demands become political when non-political

structures cross the boundary ofthe political system. or if political structures (i.e. interest groups.

political parties) adopt these demands to seek action from government.

As demands generate support. the sequence of risk formation moves into its threat phase.

Demands for potential harm to business goals move then from general or diffused behavior to

demands for specific action. In this phase. many early warning systems emerge which point to

impending harm. Finally. the outputs of the political system produce policies that are harmful to

firm profitability. i.e. threats have been converted into risk. These risks may impair a firmos

assets. competitive position. operations and franchise value. The outputs of the political system

may harm a firm's profitability through extraction. regulation. redistribution and responding to

domestic demands for protectionism. Anomic behavior in the political system (consumer

boycotts. riots) may also inflict asset impairment and harm to a firms human resources.

Finally. the framework outlines strategic responses for risk management available to

international firms. The issue of make-or-buy is associated with the type of global strategy

employed. Strategic flexibility allows for different approaches to outsource or to create in-house

capability for risk management depending on the business environments in home and host

countries. On the policy level, international firms have a choice of response options available to

mitigate the full array of risk or potential risks at any point in the sequential process of risk

formation. These options include avoidance. withdrawal. absorption. sharing. transference.

anticipation or remedy. The effectiveness of policy choice is predicated on a firm's ability to
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transform, in Simons' (2000) view. intended and emergent strategies into realized strategies of

risk management. This requires a trade-off in the tensions between the defensive and innovative

postures of a firm's strategy.

Future Research

Research in International Business. according to Buckley and Lessard (2005). is largely

driven by issues and discipline-based theories in search of creating International Business theory.

The analysis of the political sources of business risk is also issue and theory driven. Its issues are

drawn from risk identification and risk management: its theories are drawn from political

science. i.e. systems theory. and international business. i.e. control systems in strategic

management.

Two broad streams of knowledge creation feed international business research. The

dominant paradigm is quantitative modeling utilizing datasets and scientific rigor in search of

universally applicable norms. The second stream is qualitative-based and uses theoretical

constructs. case studies. multidisciplinary approaches as well as policy insights grounded in

experience with a real-world reference. Eisenhardt (1991) has argued that qualitative analysis

may be strongly based on scientific rigor and comparative logic. Dyer and Wilkins (1991) make

a solid case that "good stories'   in case studies advance our understanding of international

management.

Future research on the political sources ofrisk should embrace both quantitative and

qualitative methods. Quantitative modeling should focus on risk as a dependent variable in

contrast to the tendency to treat risk. particularly PR. as an independent or controlled variable.

For example, in studies exploring the institutional variables which may influence the foreign

direct investment decision. PR is used as an independent variable. (Trevino & Mixon. 2004)24
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Elsewhere in this study. PR is analyzed as a dependent variable subject to variations in

independent variables rooted in institutional theory and political modernization theory. The

preliminary conceptualization and operationalization of risks as outlined in Table  1  may be a

starting point for formulating testable hypotheses of risk. The propositions generated in this

study may provide clues to such hypothesis formulation.

From the qualitative perspective. there remains a need for applying the risk

formation sequential process to individual countries. Country case studies may investigate

whether different types of political systems (democratic/authoritarian. developed/transitional.

civil/military) pose different kinds of risks to firms. Different levels of regime legitimacy or

illegitimacy may shed light on the likelihood of risk occurrence especially in emerging and

transitional societies.

Finally. the political and lobbying strategies available to international firms and business

associations are still poorly developed particularly in markets outside ofthe EU and USA. The

rich literature in political science should be tapped to develop multidisciplinary and comparative

analyses of effective political strategies available to international companies in such countries as

Japan. China. India. Russia. and Brazil.
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Chapter 2: HIV/AIDS as Business Risk: A South African Case Study

The study of business risk in South Africa has received little attention in the literature.

Simon ( 1984) analyzed political risk in South Africa during the Apartheid era. However, the

regime change in 1994. when racial oligarchy was replaced by representative democracy.

relegated this study to historical status. More recently. Van Wyk. Dahmer and Custy (2004)

identified a variety of business risks in South Africa - political. economic. operational. and

financial - and suggested appropriate managerial policies for risk management. One such risk

analyzed by these authors was HIV/AIDS. This study endeavors to focus on HIV/AIDS and to

25investigate more fully this epidemic as a business risk.

This paper sets out to achieve two goals. The first goal is to investigate the nature and the

impact of HIV/AIDS as a business risk in South Africa. HIV/AIDS in South Africa has reached

epidemic26 proportions with more than  11% of the total population and 20% of the workforce

HIV+. Such alarming statistics render South Africa the country with the highest HIV+

prevalence  in the world. (UNAIDS. 2004) Despite the widespread impact of the disease on South

Africa and other countries. the literature on the epidemic as a business risk remains in its infancy.

(Bloom. Mahal & River Path Associates. 2002) The South African Business Coalition on

HIV&AIDS (SABCOHA) clearly stated the business risk ofthe pandemic. "As in the case of any

business related risk. HIV/AIDS must be proactively managed. In order to effectively assess and

manage risk. it is essential to have adequate information regarding both the nature and extent of

the risk." (SABCOHA. 2003)

The  second goal  of this paper is to utilize the framework of risk formation developed in

Political  Soiirces  of Inten,ational  Bitsiness  Risk  (Chapter  1 f  to  investigate the  following:
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( 1)  The conditions that drive the origins and growth of HIV/AIDS in the socio-cultural

system and regional environment of South Africa.

(2)  The politicization of HIV/AIDS  as an issue due to the actions of domestic. international

and global political structures.

(3)  The threats posed by HIV/AIDS to business interests - directly in the depletion of human

capital and indirectly by environmental factors such as deficits in government political

will and institutional incapacity to manage the epidemic.

(4) The current and future risks HIV/AIDS poses to the profitability of firms operating in the

South African business environment. and

(5) The risk management policies firms may pursue to mitigate and to monitor the course of

such a pandemic as a risk.

As argued in Chapter  1. risk formation develops in a sequential process which is closely

associated with the input-output model ofthe political system. Risk formation entails the

conditions from which risks emerge, the politicization of events, the transformation of events

into threats. and bitsiness risks based on actions that harm a firm's profitability. From a

managerial perspective, firms need to develop mitigating policies for risk nianagei,ient.

Accordingly. this paper is organized around the sequential process ofrisk formation and its

managerial implications: conditions. events. threats. business risks and risk management.

Conditions Fomenting HIV/AIDS Risks

HIV/AIDS originated from the environmental setting in which the South African political

system is embedded. The pandemic emerged in South Africas regional environment and

then spread to the country's socio-cultural system.28 Starting in the late 1970's and early

1980's. the HIV K'ims spread in a band from West Africa across the African continent to the
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Indian Ocean before moving to the states in Southern Africa.29 Although South Africa was an

internationally isolated pariah at the time. the country nonetheless dominated the regional

economic system of Southern Africa. (Geldenhuys. 1984) The virus was initially spread to

the South African population by truck drivers and migrant workers. Truck drivers operated

with logistics providers in the long supply chains stretching to and from the country. Migrant

workers moved south from neighboring countries for employment in South African mines

and factories. These displaced workers initially spread the HIV virus through their contact

with sex workers in South Africa. (Ne\v York Tinies. September 27.1990:12) As a result. the

first cases of HIV/AIDS were diagnosed in South Africa in the early 1980's. At this stage.

the virus spread swiftly in the South African socio-economic environment which was highly

conducive to the acceleration of the disease for a number of pertinent reasons. (Department

of Labour. 2001)

Legacy of Apartheid

The  spread of HIV/AIDS was hastened by Apartheids migrant labor system that

compelled Blacks. for economic reasons. to leave their families in rural and tribal areas to

seek employment mostly in the mining and manufacturing sectors in urban areas. The

migrant labor force was highly mobile due to the demand for unskilled and semi-skilled labor

and the sophistication ofthe South African infrastructure. Migrants left their families behind

due to the labor influx legislation of the Apartheid system which strictly controlled their

freedom of movement. Such restrictions caused the breakdown of the traditional family and

encouraged prostitution and other forms ofpromiscuity. The combined effect of labor

mobility and disrupted family-life was a potent driver ofthe rapid spread of sexually

transmitted diseases (STDs) which. in turn. escalated the risk of acquiring HIV.
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Status of Women

Secondly. the low social status of women in the South African socio-cultural milieu made

them especially vulnerable to HIV infection. thereby furthering the spread ofthe disease. 30

The protection of gender equality  in the South African Constitution largely reflects the ideals

to which the country's political elites aspire rather than the values of society-at-large and the

gritty realities of parochialism. According to Bentley (2004), women in South Africa are

most vulnerable to the affects of HIV/AIDS. violence and poverty since they comprise the

majority of the most marginalized. impoverished and least empowered section of South

African society. The marginalized status ofwomen in South Africa is starkly illustrated by

the high incidence of rape. According to the International Criminal Police Organization

(INTERPOL). South Africa had the highest rape rate in the world during 2001. e.g.

104.6/1000 in comparison with 16.5/1000 in the UK, 28.6/1000 in the USA and 4.8/1000 in

Ghana. The Crime Information Analysis Centre ofthe South African Police Service recorded

44.751 cases of rape and attempted rape in 1994/5. The incidence ofrape increased to 52.425

cases in 2002/3. According to the South African Law Commission. the fear of reprisals

meant that many cases went unreported and that social sanctions against such violation of

women was weak as reflected in only a 5% conviction rate in rape cases.31 The result is that

the HIV+ infection rate for pregnant women increased from 0.7% in  1990 to 29.5% in 2004.

(Department of Health. 2004)

Parochialism

Thirdly. the attitudes. beliefs and values associated with parochialism in South Africa

tend to undermine the secular response required to combat and to turn back the spread of the

pandemic.  In such a political-cultural context, the social stigmatization of HIV/AIDS is
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critical in understanding the formation of the disease as a business risk. An UNAIDS Fact

Sheet (2003) on stigma and discrimination describes HIV/AIDS related stigma as a "process

of dez·aluation ofpeople living with or associated with HIV/AIDS. To a large extent.

ignorance and fear form the basis of HIV/AIDS related stigma. Discrimination is usually the

action that results from stigma and is the unfair treatment of a person based on his/her actual

or perceived HIV status.  Fear of discrimination often stops people from getting tested or

seeking treatment." According to Kane-Berman of the South African Institute of Race

Relations. a political-economic think tank. taboos about condom use constitute a social

barrier in South Africa and inhibit the fight against the disease. (SAIRR.  2001 a) This taboo

may be partially traced back to Apartheid's educational programs promoting condom use

which were frequently perceived as a government plot to suppress the Black birth rate.

Furthermore. in African society it is often taboo to discuss either sex or death which is.

unfortunately, the cause and likely consequence of the disease. Likewise. myths about the

cure for HIV/AIDS are a serious hindrance. A parliamentary committee report quoting a

study by LoveLi fe. a NGO. found that 25% of young people believed that child rape cures

HIV/AIDS. (Business Day (SA). February 8.2002) Furthermore. according to a survey by the

Health System Trust, nine out of ten people who tested HIV+ said that they were unable and

fearful to tell their partners about their status. (Bitsiness Day (SA). February 8.2002)

According to Connelly and Rosen (2004). where stigma exists within the workplace in

South Africa. the uptakes of voluntary counseling and testing are usually low which. in turn.

renders prevention and care very difficult. They further found that companies offering

HIV/AIDS services cited that rather than costs. the main limitation in the implementation of

HIV/AIDS programs was the stigma associated with HIV/AIDS among workers. Gold
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Fields, a South African mining company, delayed the implementation of a comprehensive

HIV/AIDS intervention program to allay the distrust of organized labor. Labor felt that

testing for the presence of HIV was a method for separating the healthy workers from the

unhealthy. and would lead to discrimination against the latter. This view was held by Labor

despite considerable legal protection against unfair dismissals based on HIV+ status of

workers in South Africa. 32

The Politicization of HIV/AIDS Events in the South  African Political Svstem

The second stage of risk formation moves from the perceptual to the behavioral. i.e.

conditions are transformed into events. This process may occur in two ways:

(1) Boundary-crossing activities occur when a political structure. for example. an interest

group. embraces a non-political issue and transforms it into a demand for government action.

(2) "Withinputs" occur when decidedly political structures, for example rule-makers and

rule-appliers, take the initiative to formulate demands, to provide support. and to endeavor to

turn an input into an output.

The politicization of the epidemic may be illustrated by three short cases: events

occurring during the Apartheid regime; legislation by the ANC government to license generic

HIV/AIDS drugs circumventing patent rights: and the emergence of the Treatment Action

Campaign challenging the failure of South African government policy on HIV/AIDS.

Resistance to Apartheid Programs

The early politicization of the HIV/AIDS issue occurred as a "withinput" when the

Apartheid administration introduced an educational and condom distribution program as a

preventative measure against the early spread of HIV/AIDS. This program largely failed due

to ideological reasons. The disenfranchised Black majority was suspicious ofthe minority
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Apartheid government's motives. which seriously undercut the credibility and effectiveness

of even such a basic intervention program. There was widespread resistance to the use of

condoms. which was perceived as a government trick to suppress the Black birthrate. (New

York Tinies. September 27. 1990:12)33 The African National Congress (ANC). while still an

exiled political party, supported programs and strategies that would alleviate the suffering of

HIV/AIDS victims. However, with the negotiated political settlement and the democratic

transformation of the political system in South Africa. the ANC government lowered the

priority  of the epidemic to a health issue rather than a public or social issue. Such focus on

regime-change and policies to democratize the country  set in motion a process of official

lassitude regarding HIV/AIDS which. in turn, delayed proper intervention programs for a

decade.

Challenges to Patent Rights

The next issue that politicized HIV/AIDS was the -withinput" by the South African

government in passing the South African Medicines and Related Substances Control

Amendment Act of 1997 (Medicines Act). This issue focused sharply on the intellectual

property rights ofthe pharmaceutical companies which manufactured antiretroviral (ARV)

drugs to fight the HIV/AIDS disease. According to the Medicines Act. the South African

Minister of Health could use discretionary power to prescribe conditions (such as the

HIV/AIDS epidemic) for the supply of more affordable medicine -- that is. to permit

compulsory licensing at will. to violate any South African patent right. and to provide for

parallel imports of generic drugs to compete with patented drugs in the South African

market. The passage of the Medicines Act unleashed a flood of boundary-crossing activities

emanating from the environments of the host country  and home country as well as from the
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international business environment. Table 1 outlines the various political parties and their

positions on the disregard for intellectual property rights for patented ARV drugs.

Table 1. Politicization  of ARV Patent Rights
34

Position Environmental Source
Host Country Home Country International/Global

Disregard SA Government NGOs World Health Assembly
SA Anomic Groups • Public Campaign Generic Drug Makers

• ACT-UP NGOs

•     AIDS Drugs for Africa WTO (Doha)
Protect Pharmaceutical US Government WTO (TRIPS)

Manufacturers Assoc. SA •    Vice President
•      Secretary of State Pharmaceutical MNEs
• Congressional Conimittees

Business Assoc. Other Western Govts
• PhRMA
•    US National Medical

Association
Pharmaceutical Firms

Those actors opposing the Medicines Act regarded it as a contravention ofthe Agreement

on Trade-Related Aspects of Intellectual Property Rights (TRIPS). the WTO's code for

protecting intellectual property rights. including drug patents. This group engaged in various

boundary-crossing activities to oppose any deviation of drug patent rights.  The

Pharmaceutical Manufacturers Association of South Africa and 41 national and multinational

pharmaceutical firms filed a court motion in South Africa that Section  15  of the Medicines

Act was unconstitutional. In support. the US government. through official interaction. placed

considerable pressure on the South African government to rescind its position.
35

Likewise. supporters of the Medicines Act engaged in various boundary-crossing inputs

into the political system. In South Africa. AIDS activists and various NGOs through anomic

behavior. i.e. protests and marches. agitated for lower prices ofARV drugs. In the USA.

NGOs demanded during the 2000 presidential election. that the US government (and

presidential candidates) support the lowering of ARV drug prices and the reduction of
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standards for intellectual property rights. The WTO acted in a contradictory manner: It

supported TRIPS on the one hand. but also issued the Doha Declaration. The Declaration

diluted patent rights thereby encouraging generic drug makers and governments in emerging

markets to collaborate in lowering drug prices and to promote parallel imports.

Eventually. the drug companies dropped their lawsuit partly due to lobbying by the WTO

and the US government. but largely due to counter intense. negative publicity which

portrayed the pharmaceuticals as uncaring about the HIV/AIDS pandemic. This meant a

retreat for business and a victory for anti-patent activists. Sherman and Oakley (2004) stated.

-In exchange for providing humanitarian aid (in the form of free or low-cost drugs) to help

fight the epidemic in the least-developed nations. the pharmaceutical industry is hoping to

improve its public image in the developed nations (where its profit potential is much greater).

This strategy preserves the status quo of patent protection in profitable international markets

while joining the world health community in its fight against the spread of AIDS."

The Domestic Challenge by Activists

Another significant event was the boundary-crossing activity of the interest group

Treatment Action Campaign (TAC). Starting in  1998. TAC initiated an interest aggregation

process as a reaction to the unwillingness or claim of inability of the South African

government to provide ARV treatment for people who were HIV+. TAC followed a strategy

ofprotest and civil disobedience to publicly shame decision-makers into action. (Berry,

2004) Furthermore. TAC also had considerable success in pursuing legal action against the

South African government. TAC successfully sued the government in the High Court in

Pretoria to provide ARV drugs to pregnant women in public antenatal clinics. The

government's appeal was rejected by the Constitutional Court:6 The interest aggregation of
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TAC highlighted a new political dimension in the HIV/AIDS crisis. i.e. lack of institutional

capacity (government's inability and slow reaction to cope with the epidemic). This resulted

in a shift in the public discourse for responsibility for interventionist strategies from the

government to other social organizations in South Africa. This development pointed to

emerging threats to businesses. with more extensive resources. to increasingly undertake

social responsibilities and to provide public goods such as extended health care to their

employees and also the communities which they served.

The Threat of HIWAIDS to Business Interests

The third stage in the risk formation process is the emergence of threats to business

interests. In this stage. the unfolding ofthe HIV/AIDS epidemic. and the government's poor

response to it. provided sufficient early-warning signals overtime that the disease has

exposed the business community to vulnerabilities and would continue to do so. If such

uncertainties persist. firms' operational costs and profitability will come under pressure.
37

The sources ofthe threats that are foremost in challenging business interests are two-fold: (1)

the escalation of the pandemic, particularly at the workplace. and (2) the poor response of

rule-makers (government) of the South African political system to curb or. at least. to blunt

the disease. 38

Magnitude of the Epidemic as a Threat to Business Interests

Tracking the devastation of the pandemic over the past decade provides ample

forewaming to the business community that HIV/AIDS will expose firms to risks such as

increased illness and mortality among its workforce with its associated business risks. Table

2 also illustrates that these negative trends will not only continue. but worsen on its impact

on businesses.
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Table 2. Estimated Effects of HIV/AIDS on Total South African Population 2000-2010

Issue 2000 2002 2004 2006 2008 2010 Increase/Decrease

2000-2010
Total Population {millions} 43.9 45.05 48.8 46.5 47.01 47.4 7.9%

Total HIV 3.6 4.4 4.9      5.1 5.2 5.3 47.7%
Infections* {millions}
Non-AIDS Deaths {millions} 0.39 0.39 0.39 0.4 0.4 0.4 3.6%

AIDS Deaths {millions} 0.15 0.24 0.32 0.36 0.369 0.376 150.3%

AIDS Deaths as % of Total 28% 38% 45% 47% 48% 48% 71.5%
Deaths

Accumulated Deaths 0.312 0.657 1.181 1.849 2.579 3.32

{millions}
Prevalence Rate Total 8.2% 9.9% 10.8% 11.1% 11.3% 11.3% 37.8%
Population
Life Expectancy at Birth 55.4 52.6 50.4 49.6 49.8 50.0 -9.7%
{years}

Sotirces: Dorrington, R.E., Bradshaw, D., Johnsoo L. & Budlender, D. (2004), SAIRR (2006)
* In 1990. the HIV infection rate was 0.074-0.12m. 0.32m in 1993 and 0.85 in 1996.

In 1999.11% ofthe workforce was HIV+ and  1% had full blown AIDS. The

International Labor Organization (ILO) estimated that 20% of South African mineworkers

were HIV+ and  7% had AIDS. The workforce of Eskom. the utility leader. was  11% HIV+  in

the same year. (Mophuthing. 1999) In 2000. Deloitte & Touche's health care consultancy,

Human Capital Corporation, warned that the HIV/AIDS epidemic may cause firms to lose

20% of its employees. over and above normal attrition. over the next seven years. The most

vulnerable group is the 20-40 year cohort from which most middle managers and future

senior managers will be recruited. (Business Day (SA), November  19.2000:5) Figures

published by the South African Department of Labour (2001) estimated that 18.02% ofthe

South African workforce between the ages of 16 and 59 were  HIV+. Ifno intervention

program is introduced. the infection rate will increase to 22.35% in 2005 and 24.08% in

2010:9 Other future projections for 2015 paint a similarly bleak picture. HIV infection rates
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for skilled workers will increase to between 19%. according to ING Barings. and 25.4%.

according to Abt Associates. For unskilled workers. the infection rate will increase to

between 27.6% (Abt Associates) and 32% (ING Barings). The shrinkage of labor due to

HIV/AIDS by 2015 will be between 23.5% (IRIN-UN News Services) and 25.3% (ILO).
4()

For individual firms. the warnings emanating from the epidemic have. overtime. become

a reality. Stevens et al (2006) tested workers at Anglo Platinum. a large MNE operating in

South Africa. and found an HIV prevalence rate of 24.6% or approximately 15.167 HIV+

workers employed at the company. Anglo Gold Ashanti estimated that 30% of its workforce

was HIV+ in 2005.41 Another mining MNE. Gold Fields. estimated in 2002 that 26-28% of

its workforce was HIV+. (Sundaj, h,depende,it, August 25. 2002:11)

Lack of Institutional Capacity as a Threat to Business Interests

The lack of political will by the government and the inadequate institutional capacity of

the South African political system have provided an early-warning lead-time (over a period

of more than ten years) to businesses. This serious warning is that the business community

will increasingly become an object of demands or surrogate authority in dealing with the

ravages ofthe epidemic. In dealing with the HIV/AIDS crisis. the South African political

system displays the structural and attitudinal limitations of a new political regime challenged

by inexorable system-wide transformations. (Vircoulon. 2004) The conversion functions of

the political system reflect the struggle to consolidate regime power. but often. at the cost of

contradictory responses to input demands. The system maintenance and adaptation functions

expose the institutional capacity constraints and the political diffusion of public-private

demarcation. both ofwhich are common transformation problems ofnew and unconsolidated

democracies in developing countries. These same barriers. clouded by the contradictions of
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secular and parochial values. weakened elite political will and leadership. which in turn.

produced system outputs that fell short of civil society s needs and expectations  for

alleviating the individual and community suffering caused by HIV/AIDS.

Regime Values

The fact that the new government took ten years to rollout ARV drugs (indeed. still only

at a limited level) points to regime values and norms that. according to Suttner (2004).

unified the people against Apartheid and discrimination. but tends to suppress differences

and is intolerant to pluralism. Despite the rapid spread of the epidemic. as outlined in Table 2

and widespread public demand for government intervention. the ANC government's inaction

points to a political system in which rule-making and rule-application functions have

increasingly become centralized and less accountable. which in turn. diluted responsive

capability or system outputs. The reasons for such power concentrations include the fusion of

legislative and executive rule-making that have undermined the proper functioning of the

separation ofpowers in government. (Labuchagne. 2004). The emergence of a one-party

dominated system and the deterioration of opposition parties and politics (interest

aggregation) have led to a situation where no opposition party poses a challenge as an

alternative government to the incumbent party.42 (Botha. 2004: Hamill. 2004: Lemon. 2005)

Despite Venter's (2005) criticism that the Constitutional Court is subject to politically

warped adjudications in the form of majoritarian subset'vience. rule-adjudication structures in

South Africa have been responsive to demands for public treatment of HIV/AIDS. For

example. in August 2001. a ruling by the High Court in Pretoria ordered the government to

provide the ARV drug Nevirapin to pregnant women in public hospitals. The High Court

ruled that the government's refusal to provide the drug was a breach of its constitutional
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duties to assure access to health care.43 The ANC government also lost on appeal to the

Constitutional Court. (Constitutional Court. 2002)

System Maintenance and Adaptation

The system maintenance and adaptation functions ofthe South African political

system also fell short of stemming the impact ofthe epidemic. In Uganda. government led

socialization and communication resulted in behavioral changes and a significant reduction

in HIV infections.44 (Berry. 2006) In South Africa, despite the lower middle income status of

the country. socialization and communication efforts largely failed to change behavior and

to reduce HIV infection rates. The government launched numerous programs to disseminate

information and to distribute condoms. but in balance. these programs had no significant

impact on changes in sexual behavior. These programs included the National Aids

Committee for South Africa, the AIDS Program ofthe Government of National Unity, the

musical Sarafini II. Beyond Awareness, Khomanani ("caring together"). and the National

AIDS Council and the Moral Regeneration Campaign:'

The recruitment function ofthe system has also been inadequate in dealing with this

health care epidemic. South Africa lacks sufficient health care officials to turn the tide on the

HIV/AIDS epidemic. In 2003. the country had 274,635 health care professionals, but

according to the Department of Health. that left a shortage of 38.461 doctors and nurses in

the public health sector. (The Star (SA), April 2,2004) Health coverage is stretched thinly

with one doctor for 6,199 people and one nurse for 1.130 people. (SAIRR, 2004a) The ratio

of physicians per 1.000 people is 0.6 in South Africa. which is comparable to the situation in

Pakistan (0.6). Malaysia (0.7) and resource poor in comparison with Brazil (1.3). UK ( 1.8)

and USA (2.8). (World Bank. 2003)
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A study by the Human Sciences Research Council (HSRC) revealed serious

organizational capacity shortcomings in the public health care system. (Financial Mail (SA),

February 13. 2004:24) The HSRC study showed that the country will  lose  16% of its health

care workers to AIDS  in the absence of ARV treatment. An estimated 1.000.000 people have

sought care in the public health care sector for HIV/AIDS related illnesses. These patients

typically stayed longer in hospitals than non-AIDS patients which increased the already

strained workload of the medical staff. Forty-six percent of patients at medical and pediatric

wards of public hospitals had HIV related illnesses and nearly all health facilities needed

more staffto cope with the demands of HIV/AIDS care. However. as much as 32% ofpublic

hospitals were not even equipped with HIV test kits. Finally. the government's policy

communication was poor since less than 20% of health care managers had seen a copy ofthe

Department of Healths 2002-2005 National HIV/AIDS Plan. The shortage ofhealth care

professionals is part of South Africa's general skills shortage. The public universities only

produce 110,000 graduates per year in all fields. but the country needs 3.5 million skilled

workers by 2010 to sustain acceptable levels of economic growth.46

All systems functions. including system maintenance and adaptation. also suffer from a

problematic political culture which. in relationship to the HIV/AIDS epidemic. excessively

promotes parochial values and norms at the cost of secular epidemiology. In South Africa.

the key transmission vector ofthe human immunodeficiency virus (HIV) is sex. In other

countries. the main vector of transmission may be drugs (Ukraine. Russia) or contaminated

blood (China). The accelerated speed of the virus  is due to the high incidence of sexually

transmitted diseases (STDs). In its turn. HIV causes acquired immune deficiency syndromes

(AIDS). Immune deficiency syndromes are not "acquired". they develop through natural
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conditions. In contrast AIDS. may only be acquired through the contraction of HIV. AIDS

remains a fatal illness since it causes the immune system to destruct. The support for

parochial or dissident views of HIV/AIDS. mostly by political decision-makers. caused

denial of the epidemic. delayed timely intervention. alienated stakeholders. and partially

transferred responsibility for intervention therapy to the business community and NGOs. The

various incumbents of the Minister of Health portfolio and President Mbeki have on

numerous occasions supported a political culture of parochialism by denying or diminishing

the sex-HIV-AIDS causality. They have also publicly supported dissident and unfounded

causes for the disease such as poverty. racism and Western conspiracy. Unverified alternative

therapies. such as traditional medicine. diets or untested drugs. have been promoted while

proven treatments such as ARV drugs have been publicly questioned and even dismissed.

Outputs of the Political System

The outputs of the political system confirm the constraints of institutional capacity on

effective policy implementation. The political system's extractive capability. i.e. budget.

has proven insufficient to reverse the impact ofthe disease. In the government's health

budget for 2004-2005. US $24Om was earmarked for HIV/AIDS programs. With more than

five million HIV+ citizens such resources will fall far short of turning the epidemic around.

Only  US  $62m was earmarked for ARV drug rollouts.  Even with the free provision of ARV

drugs by manufacturers. this budget \vill be insufficient to provide treatment to the

approximately 700.000 HIV+ people in need of immediate care.47 Combined commitments

from international donors (US PEPFAR. Global Fund. FDID. EU) will not alleviate the need

since their contributions amount to only  1 % of the government's expenditure for health care.

(Financial Mail (SA), February  13. 2004:24) In defense ofthe South African government. it
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may be stated that the deficient institutional capacity ofthe health care system. especially in

rural areas. was an Apartheid legacy. Furthermore. the government is faced with a full array

oftransformation and social needs that fiercely compete for scarce public resources.

It has been outlined above that centralized and unchallenged rule-making values and

norms have hindered responsive capability. i.e. civil societys demand for government

intervention to address the epidemic. To date. civil society's demand for government

intervention. notably provision ofARV drugs. has not been met appropriately. The system's

symbolic capacity reveals contradictory commitment to solving the causes and impact of the

disease. This is a reflection of the conflict between parochial and secular values in the

political culture ofthe pandemic. The symbolic values. as reflected in the South African

Constitution. state that every citizen has the right of access to health care and that basic

health care is guaranteed for all children. Unfortunately. the gap between symbolism and

action is vast. The public health system is in such a crisis that the Minister of Health publicly

declared that she would not personally go for treatment in one of the state hospitals for which

she is responsible.48 (SAIRR. January 2006:1)

Tile system's regulative capability provides widespread protection against unfair

dismissal or discrimination according to the Labour Relations Act (66 of 1995) and the

Promotion of Equality and Prevention of Unfair Discrimination Act (4 of 2000). The

Constitution of the Republic of South Africa (108 of 1996) provides access to public health

care if resources are available. The Basic Conditions for Employment Act (75 of 1997)

protects equal paid and unpaid sick leave for all employees despite their HIV status. The

Occupational Health and Safety Act (85 of 1993) provides protection against the risk of

workplace exposure to HIV infection. The Medical Schemes Act (131 of 1998) outlines
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ministerial discretionary power to issue a proclamation regarding the scope. level and

minimum benefits for HIV treatment. Ironically. however. ARV therapy is excluded from

this Act. Protection against unfair dismissal has been upheld in the courts via two cases:

Hoffman v. South African Airways (SAA) and NS v. Old Mutual. 49

Despite tliese positive outputs. other regulative outputs often hinder inten,ention

programs by the priz ate medical sector. The Employment of Equity Act (55 of 1998)

prohibits medical testing to determine the HIV status of an employee. Testing may only be

done with the consent of the Labour Courts. Rabinowitz (1999) pointed out that if a doctor

failed to officially notif  patients of their tuberculosis status. they would be liable and open

to prosecution. However. patients have a right to refuse an HIV test or refuse to know the

results of an  HIV test. For example. pregnant women are tested anonymously  for HIV at

public antenatal clinics. They leave the clinic ignorant of being HIV+, will unknowingly

infect their partners and have a 50% chance of giving birth to HIV+ babies.50 In general. less

legal and bureaucratic barriers to HIV testing will contribute greatly to earlier intervention in

the disease process. The public good should outweigh privacy concerns when faced with a

national disaster  of this magnitude. The rights-based approach. in contrast, favors protection

of the privacy rights of HIV+ individuals as a safeguard against discrimination despite the

wide legislative protection against unfair dismissals based upon HIV status. Proponents of

the rights-based approach argue that the past history ofracial discrimination in South Africa

will be perpetuated by compulsory testing. (Jones, 2005)

Dr. Kgosi Letlape. Chairman ofthe South African Medical Association, argued that

legislation hurt the health care system in numerous ways:
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(1) the promotion freeze in the public health sector has led to the attrition of health care

professionals:

(2) the National Health Act undermines the private health sector by removing the

dispensing ofmedicines from general practitioners (GPs) and. thereby. adding costs

to patients;

(3) the National Health Act also prescribes to GPs. through certification. the location of

their practices which has led to many professionals leaving the country:

(4)  an atmosphere of coercion exists in the Department of Health which discourages

criticism from health care professionals:

(5) government resistance to ARV rollouts have harmed public-private partnerships; and

(6) price controls have hurt drug manufacturers by denying them a profit despite the high

costs for developing drugs. (SAIRR, 2004b)

The system's distribution capability, until  the 2004 partial rollout of ARV drugs, was

underperforming. A number of examples demonstrate the point. (MacFarlane.  2004) In  1998. the

government refused to make AZT drugs available to treat patient mother-to-child-transmission

(PMTCT). citing cost of treatment and testing. and unwillingness to target individuals already

infected. However. GlaxoSmithKline. the manufacturer of AZT. had already reduced the price of

AZT by 70% and was prepared to make deeper price cuts. but the government would not accept

the company's offer. The government also refused the distribution of Nevirapine (at R2 per dose)

for PMTCT treatment. citing the additional costs  of the administration of drugs  and the training

of staff. This represents a cynical view by political decision-makers: the government was

prepared to spend R600 per month for pediatric care for HIV+ babies with an expected short

lifespan. but the care for a healthy orphan would be too much of a drain on state resources.
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Furthermore. the government initially blocked the signing of an agreement with the Global Fund

for AIDS. Tuberculosis and Malaria that would have provided approximately R32Om to

Kwazulu-Natal Province for the rollout of ARV drugs. The government cited bureaucratic and

priority reasons for its decision. This position was peculiar given that Kwazulu-Natal has the

highest HIV/AIDS prevalence rate in the country.

HIV/AIDS as Business Risk in South Africa

The essential component that changes a threat into a risk is that risk becomes an action

emanating from political structures and environmental conditions that will negatively impact on

a firm's profitability. (Howell. 1992; Kobrin. 1979)

Table 3. Classification of Business Risks

TYPE INSTANCE

Operations Risk Taneible.
(1) labor productivity
(2) Increased worker absenteeism
(3) Higher labor turnover rates
(4) Loss of experience/vital skills
(5) Workplace accidents
Intangible:
(1) Loss of workplace moral

Asset Impairment Risk:
(1) Financial Higher recruitment & training costs

Higher employee benefit costs

(2) Intellectual Property Rights Disregard for patent rights
(3) Physical None

Competitive Risk:
(1) Shareholders Greater transparency
(2) Customers Customers' attrition
(3) Suppliers Corporate Social Responsibility
(4) Substitute Products/ New Entrants See Franchise and Reputational Risk

Franchise/Reputational Risks Threat from generic drug producers
Public Relations damage

Soto-ce: Simons, (2002)
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A survey conducted by the Bureau of Economic Research. University of Stellenbosch for

SABCOHA showed that HIV/AIDS already has had a negative impact on the profits of

companies surveyed in South Africa. Industry. firm size and location are all indicators of

lower profits. For example. in the mining. transport and manufacturing sectors. declining

profits due to the epidemic are the most pronounced. The survey also revealed that the profits

of large companies have suffered most and. that of smaller companies. the least.  From a

location view. firms based in the Kwazulu-Natal Province of South Africa reported the most

profit reduction and. those in the Western Cape Province. the least. The locational impact is

closely linked to the levels of infection and prevalence. Furthermore. the survey powerfully

conveyed that businesses operating in South Africa perceived that HIV/AIDS will expose

profits to even deeper reductions over the next five years. (SABCOHA. 2005)

Operations Risks

The high HIV/AIDS infection rate of the workforce in South Africa places a heavy

burden on the human resources of firms and. as a consequence. heightens operations risk.

Firms that create value via manufacturing, services or resource extraction will face the

debilitating affect on its workforce and. ultimately. on the firm' s outputs. According to

Yacobovsky (2004). absenteeism has been costly to businesses in South Africa. Companies

with high levels of absenteeism due to the epidemic will likely have four times the cost

burden than those with low absenteeism rates. Absenteeism is projected to sharply increase

over the short term (up to 2010). at which point. it will continue to grow at a lower rate until

at least 2024. In a survey of more than 1500 African based companies. the majority of South

African respondents (58%) indicated that HIV/AIDS had a negative impact on productivity

and absenteeism. and increased the costs of recruitment and training. (World Economic
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Forum. 2004) According to a suniey commissioned by SABCOHA (2005). operations risk

exposure for firms in South Africa has increased due to a number of epidemic-related

problems including lower labor productivity. increased absenteeism. higher labor turnover

rates. and a loss of experience and vital skills. According to this survey. some industries.

notably mining. manufacturing and transport. have experienced more elevated operations

risks while others (motor. retail. and wholesale) had less exposure.

The survey indicated three other ramifications of HIV/AIDS on operations risk. First.

companies that employ predominantly semi- and unskilled workers have been much harder

hit than companies that employ largely skilled workers.51 Secondly. company size is related

to operations risk. More than three quarters of large companies indicated that HIV/AIDS has

led to lower productivity. increased absenteeism and higher employee benefit costs. In sharp

contrast. less than a third of small companies reported such costs increases. Thirdly. location

matters since the largest concentration of business activities in South Africa is related to

higher operations risk. Firms based in Kwazulu-Natal Province. the location of Durban which

is the country's largest port facility. and Gauteng Province. the location of Johannesburg

which is the industrial and financial heart ofthe country. have been exposed to higher levels

ofoperations risk. However. in the Western Cape Province. the location of the Cape Town

metropolitan center and port. HIV/AIDS generated much lower operations risk exposure. It is

notable that the HIV/AIDS prevalence rate is much higher in Kwazulu-Natal and Gauteng

than in the Western Cape.52 The South African mining firm AngloGold estimated, in 2002.

that HIV prevalence among its workers was 30%. This cost the firm between 1.1% and 5.8%

of its payroll depending upon the actuarial model utilized. By 2009. AngloGold estimated

that the costs will rise to between 8% and 17%.53 (World Economic Forum. 2003)
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The intangible impact of HIV/AIDS on operations is important. but much harder to gauge

or monitor. Aventin and Huard (1997) argue that the rise in employee absenteeism may force

healthy employees to take on extra responsibility. This may result in morale decreases and

other unintended shifts in a companys organization and operational structure. This may also

stimulate a sense of disloyalty and alienation among employees.

Asset Impairment Risks

HIV/AIDS.  as a source of asset impairment risk. has financial and intellectual property

rights consequences for firms operating in South Africa. 44 HIV/AIDS financially-induced

impairment is not related to major concerns identified by Simons (2000) such as credit

sovereign or counter party risks. Instead the epidemic has imposed higher financial

expenditures due to recruitment and training. and employee benefits (health and life

SS

insurance). For example. Harmony Gold. a South African mining company. estimated that

HIV/AIDS related expenditures will cost the company an additional $2 to $5 for each ounce

56of gold produced.     A more anecdotal example is the assessment by Fusionary Integrated

Risk Solutions. a risk management firm. The firm concluded that long-term survival ofgroup

life and disability funds was under threat as HIV/AIDS related claims increased. which in

turn. would lead to an evitable increase in premiums. reduced benefits or both. (Bitsiness Day

(SA). October 23.2003:23)

Empirical evidence supports the idea that the epidemic will cause financial risk

impairment. Projections made by British Petroleum (BP)57. the oil MNE. show that if the

company's involvement increases to provide health care coverage to infected workers. costs

will skyrocket. (Kramer. 2001) BP envisioned four scenarios for South Africa:
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( 1)  No intervention scenario.  i.e. no program ofprevention of HIV or treatment ofAIDS

in place. In this scenario. BP's costs will increase from R6.27m in 2001 to R9.44m in

2014.

(2) Mild scenario. i.e. no provision of antiretroviral drugs (ARV). but provision of

employees programs. This scenario includes (1) provision of education and

awareness programs to employees. (2) increased treatment of STDs in the workforce.

and (3) the use of condoms by employees some of the time.  In this scenario. costs

will increase from R6.19m in 2001 to R8.49m in 2014.

(3) Mild prevention scenario with ARV treatment. This scenario will result  in a

substantial drop in mortality. but the pool of infected employees will be larger and

the life expectancy will be longer. In this scenario. costs will escalate from R17.35m.

in 2001 to R62.25m in 2014.

(4) Strong intervention scenario with ARV treatment. This scenario entails greater

efforts with preventative strategies and compulsory counseling for employees. Such a

scenario will likely show a drop in mortality while still showing an increase in HIV

prevalence rates due to increased infection. but at a lower rate. In this scenario, costs

will escalate from R17.13m in 2001 to R58.08m in 2014. BPhas made a

commitment to the fourth scenario strategy in South Africa.

SABCOHA (2005) has shown that financial impairment is sector specific. Sectors such

as mining and manufacturing will experience higher recruitment and training costs due to the

epidemic. Higher employment benefit costs are more widespread in financial services and the

transport. mining and manufacturing sectors. Financial service companies appear to be the
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most vulnerable to increased employee benefit costs which may be explained by (1) the

higher percentage of mainly skilled and highly skilled employees working in this sector:  and

(2) a higher likelihood of offering and contributing to employee benefit schemes.,8 Survey

projections by MNG Consultants and Actuaries estimate the long-term costs of replacement.

recruitment and training for firms with a high rate of HIV/AIDS risk at more than

R2.5m. for firms with medium risk at about Rl.5m. and for firms with low risk at less than

Rlm. (Yacobovsky. 2004)

Competitive Risks

Competitive risks may impact on customers. suppliers. and shareholders." New entrants

and substitute products may also pose competitive risks for a firm. The HIV/AIDS epidemic

may have demand/side effects resulting  from declining numbers of customers for a firm's

products or from shifts in expenditures away from particular products to health care needs of

employees. (Bloom. Bloom. Steven and Weston.  2003) The Joshua Door Group. a South

African retailer. forecasted that HIV prevalence among its customers will increase from  15%

in 2000 to 27% in 2015. The firm expects its customer base will decline by approximately

18% during this period. Remaining customers will be less credit-worthy due to increased

medical spending and decreased consumer spending. (Whiteside and Sunter. 2000)

Obviously. the demographic market segments with the highest HIV/AIDS prevalence will

experience the greatest decline in a firmos consumer base. Research conducted at the Bureau

of Market Research. University of South Africa. showed that the proliferation of HIV/AIDS

will reduce consumer spending on food significantly by 2012. i.e. approximately R7bn less

will be spent on grain products. R4.6bn  less on bakery products. R14bn  less on  meat

products. and R7.8bn less on fruits and vegetables. (Btisiness Day (SA), November 4.2003)
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Overall. very few companies. less than 10%. expect to pass some of the HIV/AIDS costs

onto their customers by increasing their selling prices. If companies are not able to recor er

costs by increasing their selling prices. their profit margins will come under pressure.

(SABCOHA, 2005)

Lack of transparency regarding the impact of HIV/AIDS on a firm's profitability may

raise shareholder concerns. To this effect. the Johannesburg Securities Exchange (JSE) has

adopted the Socially Responsible Index (SRI). a guideline for listed companies to voluntarily

provide disclosure on non-financial data. especially policies to address and to manage the

potential impact of the epidemic on the company's activities.60 (Salomon. 2004) Seventy-

four companies applied for membership with SRI of which 51 were accepted. including

Anglo American. Gold Fields. SABMiller. and Woolworth's Holdings. as well as  17

members of the Midcap Index and three Smallcap members. The SRI serves as a form of

peer pressure among businesses and as a bench mark for accountability to shareholders and

fund investors. (JSE. 2004)

The rise in HIV/AIDS prevalence will likely have a feedback affect on the

macroeconomic enr ironment of South Africa in that GDP growth will be slower and that the

country's national competitiveness will suffer in a comparative sense. The epidemic adds to

the risk premium of the South African market in the form of a macroeconomic risk

emanating from lower consumer spending due to decreased economic output. Empirical

studies reflect consensus that HIV/AIDS slows down GDP growth. but some variance about

the rate ofthe slow down is in evidence. An early study of 51 countries (1980-1992) by

Bloom and Mahal (1997). before HIV/AIDS became a pandemic. showed that HIV/AIDS

had no statistically significant impact on per capita income. Later studies found that the
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epidemic began to slow down economic growth.  The  World Bank (1999) estimated that the

ten African countries with the highest HIV prevalence rates would experience declines of

0.3% (out of a total of 3.5% expected growth) in annual per capita GDP growth by 2025.

This relatively modest decline is attributed to the fact that the virus mainly impacts easy-to-

replace. and relatively unproductive and unskilled workers. The US National Intelligence

Council (2000) holds a more pessimistic view in believing the epidemic has already cost the

African Continent's hardest hit countries 1% of GDP. In another study. the World Bank

(2000) estimated that South Africa's GDP will be 17% lower by 2010 because ofthe

HIV/AIDS epidemic.

Other studies set the shrinkage of South Africa s real GDP by 2015 to between 2.8%

(estimated by ING Bering) and 9.6% (estimated by ABSA Bank. a South African bank). The

HIV/AIDS affect on producer price increases for the period 2002-2015 will vary between

1.9-3.3% according to the Bureau of Economic Research (BER) at the University of

Stellenbosch in South Africa. The BER also estimated for the same period that the epidemic

will  shave-off 0.5% per year from final household consumption expenditure and will reduce

Gross Domestic Fixed Investment (including capital investment and the replacement of

depreciated capital) by between  1% and  1.8% per year.6' Any slow down in South Africa's

GDP critically inhibits its ability to reduce high unemployment rates and to uplift the large

percentage of its population that exists in relative poverty.
62

Franchise and Reputational Risks

The HIV/AIDS epidemic in South Africa poses franchise and reputational risks to

international pharmaceutical companies which manufacture ARVs. As argued above. the

South African Medicines and Related Substances Control Amendment Act provides the
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Minister of Health discretionary power to make affordable medication available to protect

public health regardless of patent rights.

According to Keegan and Green (2005). the dilution of intellectual property rights (1PR)

poses four types of risks to pharmaceutical companies:

(1)  In negotiations with the United Nations AIDS Program. Merck and other

pharmaceutical companies announced an agreement to cut drug prices in

developing countries by as much as 85% to 95% compared to prices in the USA.

These price cuts are fraught with risk for industry leaders. Companies treat tile R&D

costs associated with drug manufacturing as trade secrets. According to some

estimates. profit margins are as high as 90% once costs have been recovered. By

cutting prices in developing countries. the companies have opened themselves to

pressure to reduce prices in developed countries as well. Also. there is a risk that

lower priced drugs will fall in the hands of black marketers who would then re-

export them to developed countries and undercut established prices.

(2) Poor IPR enforcement allows new entrants in the pharmaceutical market to sell low

priced generic HIV/AIDS drugs and take market share from industry leaders.

Several manufacturers in India. Brazil and Thailand have already created generic

versions of various name-brand ARV drugs. Indian manufacturer Cipla.  Ltd.  and

Hetero Drugs, Ltd. offer HIV/AIDS drugs for approximately 40% below the prices

offered by GlaxoSmithKline and others. Poor regulatory regimes, especially in India.

raise concerns of toxicity and proper regimen protocols for patients. Under the

pressures  of new entrants and substitute products. the major pharmaceutical

companies have reduced prices by an additional 40% to 55% in developing counties.
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Merck indicated that it was generating zero profits from its ARV sales in developing

countries.

(3) The IPR issue has been politicized by HIV/AIDS activists who regard ARV drugs as

a public good and human rights issue rather than a commercial product that requires

profit to defray large sunk costs. (Halbert. 2002)

(4) Despite price cuts. pharmaceutical MNEs appear to be losing a public relations war

in which HIV/AIDS activists portray the firms as both secretive and as callously

withholding needed drugs from millions of desperate. sick people. Many of the

efforts of the pharmaceutical industry to lower prices and to support HIV/AIDS

intervention programs are aimed at deflecting such reputational damage.

HIV/AIDS and Risk Management

Risk management of HIV/AIDS may be viewed from both strategic and policy

perspectives.

Strategic Level

Strategically viewed. companies face the make-or-buy choice. i.e. do they endeavor to

manage the disease's impact on the workforce and operations in-house (make). or do they

outsource (buy) risk management. As argued previously. health care in South Africa is the

domain of the government as manifested in the Constitution. other legislation and rulings by

the Constitutional Court. However. the government has neglected its health care

responsibilities due to a combination of institutional incapacity and a lack of political will.

Tied with a strengthening of stakeholder interests over that of shareholders in South Africa.

businesses have come under pressure. both domestically and internationally. to step-up and to

assume a larger role in combating HIV/AIDS. (Van Wyk. Dahmer & Custy. 2004)
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In general. the resource base of firms has been the dominant factor in the make-or-buy

decision. Large firms with considerable resources tend to manage the HIV/AIDS risk in-

house. while small micro and medium size enterprises (SMMEs) with limited resources tend

to buy or to outsource the management of HIV/AIDS risk.63 Large companies such as

Telkom. Anglo American, and BHP Billiton spend in excess of R5Om per year on corporate

social responsibility plus large supplements to finance comprehensive HIV/AIDS programs

in particular. (Financial Main (SA). June 21. 2005:57) Eskom, the utility company. spent in

excess of R18Om per year in the period 1999-2002 on managing HIV/AIDS in the workplace

and in communities they served. ( 77,e Merctiry Business Report. June 10. 2002:5) Anglo

American. the mining MNE. estimates that the treatment regime it provides for infected

64workers may cost as much as R25.000 per year for each worker.

For SMMEs. outsourcing health risk management provides many choices.

PeopleManagement, an HIV/AIDS consultancy firm. provides actuarial risk assessment of

the economic impact of HIV/AIDS on an organization. and training and planning for

interventionist strategies such as voluntary testing for infection. Also, SABCOHA has

developed a HIV/AIDS Toolkit for SMMEs to help companies implement education and

prevention programs. (Sunday Tinies (SA). February 8, 2004: 13) The International

Organization of Employers (IOE) provides an Employer's Handbook on HIF/AIDS.· Guide

for Action which (1) facilitates the transfer of information and experience: and (2) provides a

guide to mitigate the impact of HIV/AIDS on companies and business environments. notably

losses of human capital, productivity and profits.
65
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Policy Level

In HIV/AIDS literature, the presence of a written policy is regarded as a strong indicator

that a firm has earnest intentions to mitigate the impact of the disease in the workplace and

business environment. However. a survey of 500 South African companies commissioned in

2002 by Sanlam. the South African finance group. found that 75% ofthe companies surveyed

did not know the HIV/AIDs prevalence rate in their organizations. (Financial Mail  (SA).

December 6. 2002:74) A later survey by the World Economic Forum (2004) found that 53%

of South African firms had a written policy. The same survey also found that in lower

middle-income countries only  14% of firms claimed to base the HIV/AIDS prevalence rate in

their organization on quantitative research. South Africa fared somewhat better. where 35%

of firms conducted quantitative research to determine their organization's prevalence rate.

Nonetheless. the gap between proper assessment of prevalence rates and written policies

indicated that firms may base risk management strategies on guesswork rather than empirical

data.

Tlie latest survey. SABCOHA (2005). showed further improvement among businesses in

the  implementation and communication of HIV/AIDS policies. Policy implementation is

driven by industry.  firm size and skill levels. A sectoral breakdown showed that financial

services. mining. transport. and manufacturing (in that order) are the industry leaders in

policy implementation. Other industries were laggards. notably retail. automobile. and

building and construction. Inline with the resource base argument offered above. it is the

norm that virtually all large firms have HIV/AIDS policies in-place. followed by two-thirds

of medium size corporations. and less than 20% of small companies. From a skills level

perspective. firms performed poorly: less than 40% of firms with a semi- or unskilled
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workforce had a policy in-place: medium size firms (35%) and small firms (< 20%) fared

even worse. The latter finding is inline with the view of Dr. Denis Cronson. CEO of Health

Insite. a consultancy  firm. He stated that 90% of small firms are doing very little to mitigate

the HIV/AIDS risk. (Fina,icial Mail (SAL December 6.2002:74)

Policy Options

Firms have an array of options available to mitigate HIV/AIDS risks. notably avoidance,

withdrawal. absorption. anticipation. sharing. transference and remedy. 66

Avoidance

Avoidance strategies may be motivated by various factors. First. international firms may

avoid investing in South Africa since the HIV/AIDS epidemic may add costs to location

factors such as labor and production. In comparison. South Africa may appear less attractive

than other countries with similar labor skill levels. but with lower HIV/AIDS infection and

prevalence rates. Case studies will be difficult to unearth since it will be socially

unacceptable. even a public relations disaster (reputational damage). for a firm to admit that

investment in South Africa was avoided due to the presence of HIV/AIDS. It is notable that

foreign direct investments are lower in South African industries with high infection rates. In

the manufacturing sector. FDI has declined from 41.3% of total FDI in 1994 to 26.3% in

2002. In this industry. the workforce is predominantly semi- and unskilled. which are also the

skills groups with the highest infection rates. In the financial sector. which relies on skilled

and highly skilled labor with a lower HIV/AIDS infection rate. foreign direct investment (as

a percentage of total  FDI) has remained relatively stable:  30.8% in  1994 and 31.9% in 2002.

However. in the mining sector. which primarily uses semi- and unskilled workers. and where

infection rates are the highest. foreign direct investment (as a percentage of total FDI)
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increased from 5.4% in 1994 to 31.5% in 2002.67 A possible explanation for this apparent

contradiction is that FDI driven by resource endowment factors in the resource extractive

industry tends to accept higher risk exposure.

Secondly, firms relying on unskiled or semi-skilled labor may regard such labor as

expendable. The supply of semi- and unskilled workers far exceeds demand.68 Although this

has the appearance of callousness. the high unemployment rate in South Africa and the short

time period to train such workers eases the task for firms replacing unskilled workers.

(Quattek. 1999. 2000)

Thirdly. firms may avoid intel·ventionist strategies because management is unconvinced

of its benefits or they may believe that a "watch and wait" approach in the short term is

justified pending medical breakthroughs and/or cures. According to the SABCOHA survey

(2005). small firms are -loathe to invest in HIV/AIDS interventions that may require years to

show a positive return." Dave Strugnell. head of Actuarial  R&D at Momentum Collective

Benefits. a South African insurance company. opines that management is often not convinced

that HIV/AIDS intervention programs work or that ARV drugs may improve productivity

among infected employees. (Stmdm· Times (SA), February 8.2004:12)

Anticipation

A common argument regarding the HIV/AIDS epidemic is that preventive policies are

more cost effective for firms than remedial policies. According to Sunter (SAIRR. 200lb). a

leading business expert on the disease in South Africa. the provision oftreatment to eliminate

SDTs and to implement various other measures to prolong the lives of HIV+ employees costs

one-tenth ofthe costs of failing to do so. Estimates by Gold Fields. a mining MNE. reveal

that intervention programs will cost $3 to $4 per ounce of gold produced. This could escalate
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to $10 per ounce if the company did nothing to stem the epidemic. (Stinday Independent.

August 25. 2002:11)

Eskom. South Africa's leading utility company. claims that comprehensive intervention

programs costing approximately R18Om per year reduced the infection rate among its

employees from  12% in  1995 to 9% in 2002. The intervention was also cost effective with

expenditures peaking at R188m in  1999. but projections for 2009 will require only R75-8Om

to fund the prevention plans.69 Eskom's claims are somewhat diluted by the fact that the

state-dominated company. in preparation for partial privatization, reduced its workforce from

67.000 in  1989 to its present level of 35.000. This amounts to the reduction of unskilled

labor. a skills group with the highest vulnerability to HIV/AIDS infection.'0 The data in

Table 4. however. shows that prevention is not necessarily cost effective in managing the

epidemic.

Table 4. Total Costs of HIV/AIDS Programs for BP by the Year 2014

Costs* Scenarios
No lijIild lifild Intervention w/ Strong Intervention

Benefits Intervention ARV w/ ARV
No ARV

Death Benefits 15.17 14.21 613 6.26

Management Costs 1.05 0.95 0.24 0.22

Productivity 5.79 5.29 1.51 1.37

Recruitment 2.08 1.89 0.54 0.49

New Recruit 2.78 2.52 0.72 0.65

Productivity
Sick Leave 3.48 3.12 1 JS 1.13

Medical 9.44 8.49 62.25 58.08

Total Costs** 39.81 36.46 72.97 69.55

Sotirce Kramer ( 2001 )
* in millions of'South Afi·ican Rand: ** employee & three dependents on ARV
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The data support the conventional view that mild or strong intervention coupled with the

provision of ARV drugs will reduce most operational costs considerably over time. However. the

high cost of medical care and the duration of the illness mean that large firms will have to

absorb substantially more risk generated by the epidemic to operate a business in South Africa.

Given this unfavorable condition. there are steps an organization may take in order to

mitigate HIV/AIDS risks: ( 1) risk assessment. (2) policy implementation. and (3) remedial risk

management.

First. risk assessment research should be undertaken to determine the impact ofthe

epidemic  on the firm. Research shows, that in the financial sector, 63% of companies have made

a risk assessment ofthe impact of HIV/AIDS on the labor force. In other sectors. a large majority

of organizations have not made an adequate or proper risk assessment. Company size is closely

linked to in-place risk assessments: 61% of large companies. 28% of medium size companies

and only  12% of small companies. A major concern is that far too few companies. regardless of

sector size or skills breakdown. have assessed the risk of HIV/AIDS for production costs. 71

According to Salomon (2004). investors in MNEs and global/international equity portfolios

increasingly insist on greater transparency about the impact of HIV/AIDS on operations and

profitability. In light ofthe business risk posed by HIV/AIDS in South Africa. investment banks

are eager to acquire information (such as risk assessments and economic impact studies)

regarding the financial consequences ofthe epidemic for their investment strategies. For

example. Deutsch Bank. Dresdner Bank and HSBC Holdings have all expressed the need to take

this information into account in their "financial forecasting, asset allocation. stock selection and

risk underwriting." (Schlesinger. 2003)
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Secondly. policy implementation to prevent new HIV infections in the workforce is a

beneficial strategy for firms. Various companies may be bench marked for their efforts to induce

behavioral change as an education and prevention strategy. For example. Gold Fields' Infornied,

Conse„ted, Foluntao, Co,inse/ing am/ Testing Progiam encompasses the following elements:

•     Ez ery person in the company has been exposed to at least one HIV/AIDS awareness

program.

• Awareness programs include celebrity speakers. industrial theater and peer educators:

•    Distribution of 250.00 free condoms per month to its employees. the general community

and sex workers:

• Teaching negotiating skills to sex workers to promote safe sex; and

•     Support for research in vaccines. the role of immune boosters and antiretroviral therapy. 72

A number of MNEs and their South African subsidiaries such as SABMiller. Daimler

Chrysler SA. Anglo American and Johnnie Communications have introduced broad-based

programs for HIV/AIDS prevention including voluntary testing. regular employee presentations.

peer education, condom distribution. workshops. free ARV drugs, and health and lifestyle

management. (Financial Main (SAL January 9.2004:30)

For companies that outsource risk prevention. the Mx Group. a health care provider.

provides a Knoiviedge, Attitudes and P,·actices program (KAP). Key indicators include the

outcomes of KAP related to each of the following: increased usage of condoms. reduction of

sexual partner variety, attendance of educational sessions. decreases in SDTs. reduction of

absenteeism. and the utilization of a 24 hour counseling service. (Sunday Ti„ies (SA). February 8.

2004:13)
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Thirdly. many large companies in South Africa have already adopted remedial risk

management policies. Companies. such as Anglo American. De Beers. SABMiller (and its

South African subsidiary Amalgamated Beverage Industries). BP and Daimler Chrysler SA.

provide free ARV drugs to infected employees. (Financial Mail (SA), January 9.2004:30) The

South African Ports Operations (SAPO). a division of Transnet. a state-owned transport

company. has set aside R8Om in 2000 for ARV rollout and a further R50Om for future voluntary

testing and counseling.71 Additionally. many large companies have their own health care

facilities to treat HIV/AIDS patients. For example. Anglo American's ARV treatment program is

provided at 58 treatment sites and is staffed by 60 doctors. 137 nurses and 40 trained counselors.

(Financial  Mail (SA), June 9. 2004:30)

Risk Sharing

At the heart of risk sharing as a policy option  are the stakeholder approach and the

extent to which it should prescribe the responsibility of businesses to cope with the epidemic.

Sunter (SAIRR. 2001 b) presents the business point of view eloquently. "There are important

limits to what business can do. It can not do very much more. So. for the unemployed. for the

youth. for the AIDS orphans. the onus lies with the government. The private sector should be

willing to help in anyway it can - with expertise. for instance. or with funds for NGOs that are

engaged in action on the ground. not simply. in debate. In a war situation. the government should

be able to call on business to help it win the war against the common enemy. How far business

should go is. again. a matter of balance. Business should make its main priority the fight against

HIV/AIDS. But it would clearly serve no purpose if managers become so totally preoccupied

with this that they allow business itselfto founder."
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NGOs tend to promote broad corporate responsibility for companies in which many

stakeholders shape policy-making and policy priorities. Such stakeholders may include NGOs.

communities. governments (both politicians and bureaucrats) and international organizations.

Paul Kapelus of the African Institute of Corporate Citizenship.  a NGO. wants to move

corporations toward a way of doing business that incorporates the triple-bottom line ---that is.

acknowledging and improving the economic. environmental and social impact oftheir activities.

(Financial Mail (SA). October 31. 2003) Nicky Newton-King.  Deputy  CEO of the Johannesburg

Security Exchange (JSE). argues that there is a particular urgency and complexity surrounding

social investment in South Africa. She states. -In most countries. you tend not to expect

companies to get involved in social matters (sic). In our country, we are developing off a very

poor base - in health. welfare. education and across the board. That poses a lot more

responsibility for companies. There are simply not enough state resources to meet the

development needs." (Sundio, Ti„les (SA).February 9.2003:13)

Public-private collaboration between stakeholders to manage HIV/AIDS risk in South

Africa will remain problematic. According to Son (1999). stakeholders do not hear the language

often spoken by their critics. Health experts speak of diseases. treatment and medicine.  NGOs.

corporate watchdogs and consumer groups speak ofhuman rights, including the right of access

to medicine. Governments speak of citizens and infrastructure. Corporations speak

predominantly in terms of costs, productivity and profit. The differences in organizational culture

among stakeholders are well taken. However. differences in organizational behavior and goals

also muddle collaboration. notably the ideological hostility of NGOs towards globalization and

free  markets: and politicians' tendency to prioritize retention of power over social responsibility.
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The examples of public-private collaboration in South Africa are more episodic than

pervasive. For example. Anglo Coal. the South African mining MNE. collaborated with trade

unions. surrounding communities and local governmental authorities in awareness and

prevention programs in an effort to prevent absenteeism and opportunistic infections. (Daly.

2000) Another example of public-private collaboration is the efforts of Harmony Gold Mining

Company. Ltd. to change sexual behavior among its workers by largely targeting sex workers.

The mining company collaborated with NGOs such as Family Health International and the South

African Institute for Medical Research as well as local authorities. notably the Harmony

Hospital. The collaboration was later expanded to include other mining companies. e.g. Gold

Fields and Joel Mine as well as their related mining communities. The program provided

treatment and education to 400 women. averting HIV infection among 40 women and  195

miners. This saved Harmony Gold Mining Company $540.000 in medical costs alone. (Family

Health International. 2000)

Good examples of risk sharing are the efforts by various stakeholders with SMMEs to

implement interventionist HIV/AIDS policies. This is an important partnership since SMMEs

employ 38% ofthe workforce in South Africa. Various efforts are worth mentioning:

• Industry-wide programs may be formulated through official bargaining council

structures wherein representatives of employers and organized labor interact.  For

example. The Metal and Engineering Industry Bargaining Council provides advice to as

many as 8,000 SMMEs.

•    In another example. SABCOHA worked with the Contract Cleaning Industry Bargaining

Council in the Kwazulu-Natal Province with innovative results for SMMEs in that

sector. i.e. conducting HIV prevalence surveys and economic impact analyses. provision
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o f voluntary counseling and testing services. and KAP sun'eys that provided industry

bench marks. awareness trainers. and access to SABCOHA's Employee Assistance

Centre.

•   The BizAIDS program funded by USAID in partnership with International Executive

Service Corps provided awareness training to 230 delegates from SMMEs and furnished

22 trainers available to assist SMMEs.

•   The United Kingdom's Department for International Development. in partnership with

Standard Bank and Unilever which were endorsed by the Global Business Coalition on

HIV/AIDS. developed a comprehensive Toolkit guiding SMMEs on how to implement

an HIV/AIDS policy.

Ill general. the business community may also lobby the South African government to

alleviate the HIV/AIDS crisis. This may occur on four fronts. First. an information campaign

that clearly outlines the following: HIV is spread through sex. and the HIV virus causes AIDS. It

is imperative that the business community, in collaboration with NGOs. emphasize the secular

fact-base ofthe disease to counter the persistence of parochial views ofthe disease. Second.

through constituency building, business associations should collaborate with international donor

organizations (foreign government agencies, international organizations. NGOs) to bring

pressure to bear on the South African government to rollout ARV drug treatment at an

accelerated pace. This may mean that foreign assistance may be divided between government

and non-government entities such as NGOs. firms and the private medical sector in order to

facilitate higher efficiency and to maximize institutional capacity.74 T'hird. business organizations

should lobby the South African government and those NGOs that support the government to
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amend legislation so that HIV testing. at least at the workplace. should be compulsory on the

premise that the public interest trumps personal choice in crisis situations.75 Finally. business

associations may do more to lessen the stigma attached to public knowledge of HIV+ status by

promoting a "know your status" campaign. The attitudes of politicians and those in civil

society with parochial views perpetuate a culture based upon opaqueness. shame and

discrimination. President Festus Mogae of Botswana is an excellent role model since he publicly

announced his HIV status (HIV-) while urging testing for all his fellow citizens. Such a

campaign may begin with CEOs of the major publicly traded companies in South Africa taking

the initiative to test and to announce their HIV status. That may be followed by a challenge to

other leaders (political. trade union. civil society. celebrities. and NGOs) to do likewise. In other

words. a "know your status" campaign led by the business community will promote

transparency. greater empathy and action in the public arena.

The business community would obviously favor more risk transference to the

government's health care system. which as outlined earlier. is primarily responsible for public

health care. After resisting the rollout of ARV drugs for many years. the government adopted a

rollout plan in November 2003. The plan stated that. by the end of March 2004. 53.000 people

would be receiz'ing ARV treatment. This deadline was missed and shifted to March 2005 since

only 19.500 people had received treatment by October 2004. (MacFarlane. 2004) According to

estimates by TAC. 700.000 people are in immediate need ofARV treatment. but by April 2006.

only 200.000 people were receiving treatment: about 110.000 from government programs and

90.000 from the private health sector. (Africa News. April 19.2006) This is a slow start. but if

the government rollout should gain momentum. firms may benefit from some risk alleviation.
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Offset

For MNEs. the cost of HIV/AIDS may be absorbed in one market. which has been

entered for strategic reasons. while enhancing profits elsewhere in the firm's global network.

MNEs exposed to the HIV/AIDS epidemic in South Africa. may benefit from the experience by

transferring knowledge about risk management of epidemics to other emerging markets where

the epidemic is gaining ground. Studies indicate that HIV/AIDS infection and prevalence are set

to triple by 2010 in important emerging markets such as Russia. China and India. (NIC. 2003:

Gill, Chang & Palmer, 2002) Issues such as institutional capacity ofpublic health care,

government attitudes towards epidemics. and public-private partnerships to deal with health

crises (HIV/AIDS. SARS. Bird Flu) may be considered as additional factors among other

location drivers in foreign investment decisions.
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Chapter 3: External Risks and the Global Supply Chain in the Chemicals
Industry

The supply chain (SC) is an essential business function in all industries.76 At the micro-

level. the SC involves a set of firms that pass materials to the end user. Resources. such as raw

materials. components and facilities. are integrated in order to produce products that end users

desire. At the macro-level, the SC becomes more complex. An industry-wide system may

emerge within which organizations supply one another with raw materials and other resources.

These types ofnetworks are global and cut across international borders and regions. Global

supply chain management (GSCM) is a process with the primary objective of (1) integrating and

managing the sourcing. flow and control of materials and (2) utilizing a total system which

operates across borders with multi-functions and multi-tiers of suppliers. This complex process

involves different cultures. different communication forms and long delivery distances with

related planning problems. T'he SC is often a drain upon a firm's cash position if inventories are

not balanced against customer requirements.

Therefore, according to Giannakis and Croom (2004), GSCM involves three critical.

interrelated dimensions: (1) the synthesis of the business and resource network, (2) the synergy

among different actors in the network and (3) the synchronization of all operational decisions

regarding the production and delivery of goods and services.

Before 9/11. the analysis of risk to the SC was largely concerned with internal risks

emanating from industry or firm specific risks. These risks included demand forecasting errors,

outsourcing and suppliers. inbound and outbound logistic flows. competitors. pricing and

disruptive technologies. (Kirby. 2003: Zsidisin. 2003) Since 9/11, a paradigm shift has occurred

that necessitates a more systematic identification of both environmental  and internal risks. (Rice
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& Caniato. 2003)77 New risk topics in GSCM include uncertain and turbulent environments.

securing the upstream SC. disintermediation. accidents. risk mediation through confidence

building. terrorism. and managerial perceptions of SC risks. GSCM is now viewed as an integral

part of an organization's strategy. GSCM is part of a firm's value chain. i.e. its ability to perform

profitably in competitive market places worldwide. Resilient. lean and effective global SCs

dictate better utility ofthe full array of a firm s resources. (Cigolini, Cozzi & Perona. 2004; Acur

& Bititci. 2004: Mills. Schmitz & Frizelli. 2004: Wanke & Zinn. 2004)

The  confluence of these three management research themes (risk. strategy and GSCM)

has generated exciting frameworks for strategic risk analysis of GSCM:

• Business Continuity Planning that highlights (1) risks to GSCM including multiple drivers of

threats. business effects of supply disruption and the comprehension  of risk exposure: and (2)

managerial policies such as awareness creation, prevention. remediation and knowledge

management. (Zsidisin. Ragatz & Melnyk. 2005)

•    Adjusted SC Risk Management based upon the premise that effective risk management is a

holistic·enterprise-wide process that involves sequential steps: process and risk identification.

vulnerability identification. model refinement. complexity/risk profile. finalized model.

development of initiatives and performance metrics. (Hauser. 2003)

•      Avoiding SC Breakdown that deals with (1) the variety of risks and their impact on the  SC

and (2) mitigating strategies notably stress testing. (Chopra & Sodhi. 2004)

The Chemicals Industry
The chemicals industry is the second largest industry in the world. larger than

technology. and second only in size to the automobile industry. The EU is the largest producer

(32%) followed by the US (28%). Domestically. the US chemicals industry accounted for

shipments of chemicals valued at $454bn in 2001. Market share in the industry is dominated by
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large multinational enterprises (MNE): DuPont. DOW Chemical. BASF. Bayer. ICI. AKZO

Nobele and Sumitomo Chemical. Global petrochemical firms such as ExxonMobile,

TotalfinaElf, Shell and BP also have comparable chemical sales although chemicals are a minor

percentage of total sales.78 In 2004. industry revenue in the US rose by  9% to $5.0 1 bn.  Overall

production rose an estimated 5.5% and. after tax income. increased by 21% to $19.6bn. Growth

was strongly driven by increased demand in China and the scarcity of feedstock supplies.

(Chemical Week. January 5. 2005:17)

The chemicals industry supplies virtually all sectors of an economy: however. the major

share of chemical products is further processed within the industry. The largest customers of

chemicals are firms within that industry. Frequently. it is only after several processing stages in

the industry that chemicals are supplied to outside customers such as downstream customers in

services, agriculture. construction and manufacturing. The industry supplies virtually every

sector ofthe manufacturing economy and its big industrial customers include metals. mechanical

and electrical. textile and clothing. wood and paper. and the automotive industry. The

international trade in chemicals generates 30% ofthe industrys revenue. The international trade

in hazardous materials was an estimated $160bn in 2001.
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Figure 1 System Perspective of Chemicals Industry Supply Chain
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Figure 2. Global Chemicals Trade Flows
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Although approximately 30.000 chemicals exist. a  little over  1.000  cover 90% of the

produced volume. The shipping of chemicals is a highly risky undertaking since 50% of

chemicals are potentially harmful to the environment and the public or. in the wrong hands. may

be used to produce chemical weapons. Governments publish lists of these harmful chemicals and

also enforce comprehensive safety regulations for the transportation of chemical products.

Over the past two decades. the chemicals industry has endeavored. particularly through

the activities of trade associations. to reduce its complexity. Product and supplier based

rationalization has led to the participation of fewer parties in the SC. Nonetheless. the size and

scope ofthe industry in terms of manufacturing firms. suppliers and customers remains highly

intricate. To strengthen competitive advantage. effective supply chain management (SCM) will

distinguish leaders from laggards in the industry. SCM leaders deliver high value to stakeholders

(on-time-in-full deliveries to satisfied customers) while maintaining low operating costs and

limited cash tied-up in inventories. (Cook & Hagey. 2002)

Strategic Risk Management

A  firm' s strategy deals  with the alignment  of the organization  to its uncertain

environment. It includes all primary business processes that may influence competitive

advantage including the management of finance, production, marketing. customer service and the

SC. (Grant. 2002) The rationale of strategy is the coordination of these processes to realize

shareholder value. SCM has become an important strategic and competitive factor that affects all

shareholder value-drivers such as customer service. costs. asset productivity and revenue

generation. For strategic advantage. the SC should perform as an integrated value chain that
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drives revenues and innovation. not just cost reductions. Given the importance ofrisk

management. SCM must become a vital component of strategy at the corporate level.
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An overarching concern of strategy is the relationship between risk and return: the higher

the risk. the greater the desired return. The measurement of that return is relatively

straightforward, i.e. stock prices. financial ratios and income stream. (Miller & Bromiley, 1990)

Traditionally. the risk-return dichotomy focuses on financial risk. However. in a globalized

economy. a growing array of market and non-market forces may  fuel risk. uncertainty and firm

losses. necessitating a broader, innovative managerial perspective. (Bettis & Thomas. 1990:

March & Shapira,  1987) This boarder definition ofrisk is compatible with the notion of strategic

risk.

The downside ofrisk refers to uncertainties associated with exposure to loss caused by

events that are not readily predictable. Risk may also cause variability in return based upon

negative changes in the environment.8' The success of risk management depends upon how

accurately the results of a change event may be predicted. Risk management is, therefore. a

company's ability to anticipate concerns, such as risk formation. and/or to remedy harm that has

already been inflicted on profitability. However, risky situations and events also have a potential

upside. Increased risk exposure offers a learning curve potential to improve GSCM efficiency.

Additionally, new markets and new suppliers in countries with higher risk exposure may

generate higher returns while allowing opportunity to reduce risk over the long run.

The sources of environmental risks originate from market and non-market forces over

which management control may be limited. (Miller. 1992: Boddewyn. 2003) The formulation of

effective risk management policies, as an integral part of strategic management, requires

sufficient intelligence of all potential environmental risks to the SC. The first step in risk

management  is the identification of various environmental risk types. The second  step  is  to
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determine how vulnerable the chemicals industry is to various environmental risks. The third

step  is to demonstrate the adverse impact of environment risks on SC performance. The final step

is to recommend managerial policies that anticipate or mitigate negative risk impact and that will

exploit business opportunities in risk situations.

It is the intent ofthis study to provide an innovative. integrated framework for effective

management of external risks threatening the SC. To this end. the discussion is organized into

four parts: (1) environmental risks. (2) vulnerabilities, (3) adverse impacts and (4) proposed

managerial policies.

Identification of External or Environmental Risks

The first step  in this study  is the identification of risks which may be harmful to the

global supply chain.

Strategic Perspective

From a strategic perspective, Simons' (2000) classification ofrisk types provides a useful

framework for analysis. He distinguishes between four types: operations risk. asset impairment,

competitive risk and franchise risk.

Operations risk results from the consequences of a breakdown in a core operating.

manufacturing or processing capability. Operations breakdowns in the SC may occur in

processes such  as the management of materials. production throughput. inventory and logistics.

Asset impairment refers to a significant loss  in the current value of an asset or resource owned

by a company. including financial. intellectual property rights and physical impairment. From a

SC perspective. asset impairment may occur due to damage to production facilities and to delays

and disruptions in the logistic networks resulting in losses to products and materials.

Competitive risk results from changes in the competitive environment that may impair a firm's
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ability to create value successfully and to differentiate its products and services. Inefficiencies in

a firm's SC may provide advantage to its competitors with more effective SC management.

Government regulations may also cause delays. as outlined below. which may reduce SC

efficiency. Franchise or reputation risk occurs when business problems or actions negatively

affect constituents' (suppliers. customers, business partners. regulators) perceptions ofthe value

of a firm's goods and services. For example, in the chemicals industry severe industrial accidents

such as Bhopal may cause such franchise risk.

Environmental Perspective

From an environmental perspective. five broad sources of risk may be identified.  i.e.

political, infrastructure. legal liability. social and natural disasters.

A risk situation often flows from more than one environmental risk type. Political risks

may originate from three sources often in an overlapping fashion: (1) international relations such

as inter-state wars. cross national terrorism and anti-globalization organizations that endeavor to

undermine free trade: (2) unstable political systems or countries characterized by violent

domestic conflicts over legitimacy  and the irregular transfer or exercise of political power;  and

(3) governmental policies such as intrusive business regulations and ownership. corruption and

lack of transparency. insufficient capacity to enforce the rule of law and ineffective

macroeconomic policies. Infrastructure risks may include IT failures. power blackouts and

transport congestion or deterioration. Infrastructure vulnerability may be exacerbated by

common utility corridors containing pipelines, transmission lines. telecommunication cables.

railways and even highways. Common utility corridors are a good practice from an engineering

point of view. but a bad one from a security perspective.81 Legal liabilities may arise from

compliance with product liability standards. noncompliance with security legislation and
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negligent actions or inactions. Social risks may include crime. money laundering and health

pandemics such as SARS and AIDS. Natural disasters may arise from geological events such as

earthquakes: space weather such as sunspots: and extreme weather events such as hurricanes.

typhoons and floods. Natural disasters may cause infrastructure damage. telecommunication

downtime. damage to a firm' s assets and danger to its employees. 82

Table  1  combines the types and sources of risk in a single framework. with some

illustrative examples.

Table  1  Integrative Classification of External Risk  Identification

Type Sources

Political Infrastructure Legal Social Natural
Liabilities Disasters

Operations Labor strikes Transport Personal Injury Impact of Disruptions of
Risk congestion & health material s input

communtcation pandemics on
failure human

resources

Asset Sovereign risk Personal Injury, Theft Physical

Impairment Environmental impairment of
Pollution production

facilities
Competitive Regulatory Changes in Disruptions
Risk · changes, distribution systems drive customers

Poor protection away
of intellectual
property rights

Franchise Unfavorable Legal actions Consumer

Risk media coverage boycotts

Vulnerabilities

The second step of risk analysis in the global supply chain is to distinguish the

vulnerability of the chemicals industry to various risks. According to Hauser (2003) and Kilgore

(2004). not 2111 risks will be classified as vulnerabilities. Vulnerability is a situation that. upon the

occurrence of an adverse event, may cause a significant disruption or delay in the SC.

Vulnerabilities. nomenclature more commonly used in operations management. are comparable
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to threats, the penultimate phase in the sequential process of risk formation.8, Risk analysis.

therefore. requires an examination ofthe complexities and interdependencies involved in a SC.

The distinction between risk and vulnerability turns on the degree of disruption as measured by

its financial impact. This is inline with the view that risk is the adverse impact on a firm's

profitability. and vulnerability is the increased likelihood that risk may occur i f e\'ents

deteriorate. Examples of vulnerability include single sourcing of raw materials or using a single

freight provider.  If a supplier has all its plants located in a single country that is subject to

political instability, such single sourcing will be deemed a vulnerability. T'herefore. using a

supplier with facilities in various countries will alleviate this vulnerability. In 2002. the

dockworkers' slowdown on the west coast ofthe United States made it clear that reliance on a

single source transportation provider was a vulnerability. Establishing relationships with

alternative freight providers may have circumvented this vulnerability.

For the chemicals industry. vulnerability identification or stress testing reveal a number

of -what if ' scenarios in which threats emanating from the external environment may potentially

cause considerable disruptions and costs to its SC. Rice and Caniato (2003) identify a lack of

physical security. information security and freight security  as  maj or SC vulnerabilities. Hauser

(2003) refers to vulnerabilities involving suppliers. product liability. and manufacturing and

transportation disruption. However, these classifications do not fully cover the entire array of

vulnerabilities. The list that follows reflects to a greater degree the discourse in trade and

industry literature. Potential vulnerabilities may also include

• Dangerous Products: Many products produced by the chemicals industry may be

harmful to the public. For example. toxic inhalation, hazardous materials (TIH) have a

"mass-casualty terrorist potential" as serious as that of nuclear or biological weapons.
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The large volume of chemicals shipped in the US (800.000 shipments per day. 3.lbn tons

per year) heightens the probability of public harm caused by accidents or even terrorist

attacks. (Homeland Security and Defense. February 2. 2005:1: Chemical  Week.

September 20. 2004:25) Harm caused by toxic products is often a driver of liability

lawsuits that may be costly to firms and may be damaging to corporate reputation. In

Table 2 US Transportation of Hazardous Classes

1997 - Classes Value (million$) Volume (ton) $ / ton
Class 1 Explosives 4342 1517 2862

Class 2 Gases 40884 115021 355

Class 3 Flammable liquids 335619 1264281 265

Class 4 Flammable solids 3898 11804 330

Class 5 Oxidizers and organic peroxides 4485 9239 485

Class 6 Toxic materials and infectious substances 10086 6366 1584

Class 7 Radioactive materials 2722         87    31287

Class 8 Corrosive materials 40423 91564 441

Class 9 Miscellaneous dangerous goods 23946 65317 367

TOTAL 466405 1565196 298

1984. seven American chemical companies paid $18Om to settle a class action lawsuit by

the American Vietnam Veterans who claimed that Agent Orange (Diopin) caused cancer.

birth defects and other health problems. In 2004. DuPont paid more that $30Om under a

settlement with 60.000 residents of Ohio and West Virginia whose drinking water was

contaminated by perfluoroactanoic acid used to manufacture Gore-Tex. Three companies.

Shell Oil. Lyondell Chemical Company and Tosco Corporation. polluted the drinking

water supply of South Lake Tahoe with a carcinogen addition (MTBE) found in gasoline.

Cleaning costs were $20Om and as much as $29bn nationwide. (USA Today. September

10.2004:1-B: Los Angeles Times. April 17. 2002:7)
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•    Dependency on Intermediaries: Despite the greater flexibility gained by outsourcing. its

downside may exacerbate vulnerabilities.  More than half of the 60.000 pressurized rail

tank cars in the US in use to transport chemicals do not meet industry standards. These

cars are not crash-worthy and are susceptible to catastrophic fracture and puncture during

derailment. Furthermore. most hazardous shipments by rail or road pass through heavily

populated areas. (New York Times, January 9. 2005:1)

Dependency on intermediaries may cause reputational damage. i.e. pursuing

shareholder value without harming stakeholder value. such as damage to the physical

environment and harm to the public interest and/or to national security.  In 2002. a truck

carrying 96 drums of sodium cyanide from Degussa. a German chemical company. was

hi-jacked in Mexico. Degussa outsourced the HAZMAT cargo to a trucking company

that hired a driver without security clearance. The driver deviated from Degussa's pre-

approved route apparently to pocket the toll road fee. On route. the truck was hi-jacked.

The incident created a diplomatic furor based on fears that terrorists had stolen the

chemicals for use against US targets. The truck and the drums were recovered one week

later. but six of the drums were never located. 84

•      Location of Production Facilities:  A firm specific risk is the location of chemical

production facilities. In the US. 123 chemical facilities operate in locations where toxic

releases through accidents or terrorism could affect more than one million people.

Releases from another 700 facilities could affect 100.000 people and another 3,000 plants

operate within striking distance of 10,000 people. (Access Control and Security Sytems.

January L 2005:16) According to local labor union presidents and recording secretaries
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at 125 chemical facilities. the workforce has neither been adequately prepared nor

involved for catastrophic events.(PACE. 2005)

• Capacity Concerns: In the US. the largest volume of commodities such as chemicals is

shipped by rail. Peak volume exceeds the capacity of railways: the limited number of

railway companies inhibits flexibility. Dow Chemicals. which makes 150.000 shipments

annually. has seen rail transit time rise 12.5% which adds to costs. (Chicago Tribune. July

13.2004:3) Insufficient infrastructure in China has added between  30 to 40% to SC costs

in that country. The intermodel infrastructure ofthe China-US SC is over-taxed and

therefore subject to capacity strains. This will result in additional rate hikes and cost

related changes since projected trans-Pacific cargo growth for 2005 will be  10-12%

higher, moving 5.8 million 40-foot containers.

Congestion at the Los Angeles-Long Beach Port has also caused delays. i.e. four-to-

five days wait for berth assignments and an additional delay of four-to-five days due to a

shortage of long shore equipment operators. Past labor strikes at the port compounded

disruptions and delays. (Wall Street Journal. October 21. 2002.B 1) Part of the problem is

a  lack of automation at US ports where optical scanning of container identity tags and bar

codes is still a work in progress. The productivity throughput of US ports is less than

6,000 containers per acre per year compared to Asian ports with 18.000 containers per

acre per year. The high productivity throughput in Asian ports is driven by 24/7

operations while US ports operate on a single week day shift. and terminal access at night

and on weekends occurs only on demand and at overtime rates. (The Business Day

(Singapore). February 22. 2005:3)
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•   IT Breakdowns: The tendency in large corporations is to centralize information systems.

The advantages are obvious for GSCM: improved cost management. more efficient order

fulfillment and greater connectivity among players in the SC. However. the downside is

greater vulnerability. i.e. a failure anywhere may cause failure everywhere. Given that

corporate email is the prime communication channel for connectivity. vulnerability ofthe

SC remains a major concern.  In 2002. the "Love Bug" computer virus shutdown email

across many industries. causing billions of dollars in estimated damages. (Maney &

Zuckerman. 2002)

Despite the cost and efficiency advantages of IT outsourcing. outsourcing data

management to companies in countries with higher risk exposure raises two concerns: ( 1)

the capability of providers to remedy disruptions to business processes caused by external

risks, and (2) the security of strategic data (sensitive operations. propriety information.

corporate competencies) that may be compromised in countries with poor law

enforcement and high levels of corruptions.

• Government Regulations: Since 9/11. the US government has introduced various

regulations and promoted best practices to screen imported shipments entering US ports.

These security measures aim to prevent terrorism as well as dangerous weapons entering

the US. Such measures include the Marine Transportation Security Act (MTSA).

International Ship and Port Facility Security Code (ISPS). Customs-Trade Partnership

Against Terrorism (C-TPAT). Container Security Initiative (CSI) and Operation Safe
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Commerce.85 These regulations present a downside (risk) as well as an upside

(opportunity) for GSCM.

Tile risk is that new regulations add an additional layer of complexity to a very fragile

transportation structure. Regulations lengthen lead times and add compliance costs to

GSCM thereby reducing the competitiveness of US manufacturers vis-d-vis foreign

competitors. The compliance process entails time consuming paperwork and may take as

long as two years. Additional costs include payment for customs and border protection

inspector site visits and compliance to C-TPAT. In general. JIT-based SCs designed for

maximum efficiency are increasingly vulnerable to disruptions and to delays caused by

environmental risks such as governmental regulations. The American Chemistry Council

(ACC) spent more than $2bn on security assessments and physical security as required by

these new laws. By the end of 2004. the ACC completed vulnerability assessments at

2.040 facilities.86

On the other hand. the opportunity afforded by regulatory compliance is substantial.

The benefits of C-TPAT compliance include paperless port entries in terms of 24 hour

mani fest submission. a reduction  in the number of"custom holds" and a reduction in the

number of physical inspections (Known Shipper Rule). There is also a direct correlation

between requiring suppliers to adhere to security best practices and a decline in cargo

theft. Improvement in document procedures and inspections of overseas facilities of

suppliers and subsidiaries reveals opportunities for improving SC efficiency. The use of

software programs such as Commercial and Environmental information System and

Importer Self-Assessment help to identify and to eliminate weak links in global SCs.

Since the 24 hours manifest rule requires carriers to be more diligent with delivery
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schedules and shipping documents. the result has been greater efficiency in loading

cargo.

Another concern is the EUs new regulations for the chemicals industry that is

slated for introduction in 2007. These regulations are called REACH (Registration.

Evaluation and Authorization of Chemicals) and will require chemical companies to

prove their products are safe for public health and the environment to insure that they

remain on the market. Approximately 30.000 chemicals will have to be registered. 6.000

substances will  have to undergo evaluation and 1.500 products will require new

authorization. REACH. if implemented. will burden the resource base of industry and

will impose a particularly costly and cumbersome bureaucratic approach on the

marketplace. Implementation will likely have a negative impact on global trade and R&D

investment  in new product innovation. (Pesticide and Toxic Chemical  News. June  12.

2004:12)

With heightened global security risks, a third concern is that government action.

without sufficient warning to industry. may disrupt SCs. The start of hostilities in

Afghanistan in October 2001 led the US government to impose a railroad moratorium on

the shipment of certain poison-by-inhalation chemicals (PIH). Many companies did not

receive advanced notice and had to scramble to make contingency plans. According to

Gerald Donnelly. Director of Global Logistics for DuPont Chemicals. the moratorium

would have had serious revenue implications for the company if it had lasted more than

three days. The government ruling caused uncertainty and confusion because of differing

interpretations of -moratorium" by rail crews --- that is. whether cargo in transit should

be delivered or stored. (Chemical Week. January 9, 2002:21)
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Various relationships between vulnerabilities and risks are identified in Table  3.

Table 3 Vulnerabilities to Risk in the Global Supply Chain

Vulnerabilities Risks

Operations Asset Impairment Competition Franchise

Dangerous System down Lawsuits,

Products time Reputational
damage

Dependency on Input variance Customer &

Intermediaries supplier attrition

Location of Physical impairment Lawsuits.

Production Reputational

Facilities damage

Capacity Input variance New entrants

Concerns
IT Breakdowns System dovn Financial impairment Customer

time attrition
Government Higher safety Lower future cash flow due to M+A restrictions Piracy in

Regulations standards higher COGS, Poor intellectual emerging
property protection in emerging markets
markets

Impact of Risk on the Global Supplv Chain

Disruptions and delays in the SC will have consequential effects on business operations

and financial performance.87 These negative impacts on business operations include unplanned

downtime. late deliveries. stockouts and lost sales as well as delayed launches. (Zsidisin. Ragatz

& Melnyk. 2005) The adverse impacts on financial performance include unplanned cost

increases. revenue reduction and even lower market share.

Environmental risks have two broad negative impacts on the SC.88 First. hard costs such

as fines for noncompliance: working capital tied-up in larger inventories: customer attrition: cost

of physical security of assets and facilities: losses due to liability damages:  and the loss of assets.

inventory and human resources.89 The impact of 9/11 exacerbated poor global demand for
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chemicals.  In the third quarter of 2001, earnings per share (EPS) for DOW Chemicals were $.17

compared to $.48 for the third quarter in 2000.  For the same period. the EPS of Millennium

Chemicals.  Inc.  declined from $.55 to a loss of $.32. (Wall Street Journal. April 6, 2005:B 10)

Furthermore. elevated political risk exposure in most oil producing countries has been a

contributing factor to the increase in oil prices. Oil is an important feedstock for the

petrochemical industry. notably plastics and specialty chemicals. According to Shell Chemicals.

each $1.00 increase in the oil price has a $25 million cost impact on operating profits. (Financial

Times (London). September 8.2004)

Secondly. soft costs add unintended complexity to the SC. These may include congestion

or deterioration. rerouting of materials. information availability and accuracy. and additional

intrusive governmental regulations. Compliance with government security regulations for

imports has added cost to GSCM. Firms must pay for site visits of inspectors from the US

Customs and Border Protection Agency. Also, C-TPAT compliance will cost about $200,000

plus approximately $112,500 annually for domestic and overseas compliance. (The Bulk

Transporter, December 1, 2004:23)

Manawerial Policy Making

The fourth element of risk management is the formulation and implementation of"must-

do" policies to anticipate or to mitigate the vulnerability  of the chemicals industry to the adverse

impact of environmental risks on the SC. Most managers are unclear about their firm's strategic

underpinnings so it is not surprising that they do not know which SC improvements may

strengthen risk management and measurable competitive advantage. (Cook & Hagey, 2002)

Five broad. "must-do" policies are recommended for the continued improvement of SC

risk management. These are not merely choices: higher efficiency must be achieved with the
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integration of all five of these policies into the companys strategic management. The first policy

option is to make appropriate investments to improve security and profitability. The other four

strategic options refer to system adjustments in the SC to improve efficiency in the face of

vulnerabilities outlined above. These policies are knowledge management. political strategies.

training and performance, and insurability. Table 4 demonstrates that the relationship

between the policy options outlined above is compatible with the risk management policies

outlined previously.
90

Table 4 Policies for Risk Management in the Global Supply Chain

Policy Options AbsorptioW Sharing Transference Anticipation Remedy
Offset

1. Investment Co-opt SC partners Government Physical barriers, Physical barners,

Plant security security measures IT-based access IT-based access
control control

Visibility Share security Government
intelligence with SC security measures
partners

New Capacity Global value chain International joint Infrastructure
ventures improvement

II. Knowledge Outsourcing, total Share security Post accident

Management cost metrics intelligence with SC audit

parmers
III. Political Hybrid games Horizontal & vertical Government as Mitigating content Lobbying for

Strategies participation m rule-maker & of proposed changes in
value-net & public- referee regulations existing

' interest games                                                                                   regulations

IV. Training / Assistance to SC Industry lead Government Integrative

Performance partners 111 initiatives initiatives strategy,
emerging markets performance

metrics

V. Insurance Commercial & Government

political risk sponsored
Insurance reinsurance

Investments

Additional investment will be required to reduce SC vulnerabilities to environmental

risks and. although costly. will likely mitigate severe disruptions and opportunity costs

(downside of risk). Likewise. competitive advantage may be gained by exploiting risky situations

by  investing in new production facilities (upside of risk).
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To mitigate the downside of enz·ironmental risk vulnerability. investments will be

required in (1) the physical security ofproduction facilities, (2) improved visibility of the entire

SC. and (3) enhancing production capacity.

• Plant Security: Temporary physical security measures. such as jersey barriers. have

become permanent features at many plants creating a false sense of security. A -one-size-

fits-all" approach is rarely sufficient due to the specific security needs of each facility.

Investment is required in permanent perimeter security measures such as crash gates.

crash beam technology and bollards. Physical security may be integrated into landscape

architecture to provide a pleasing. but secure working environment. Investment in safer

technologies in the production process will also reduce the hazards oftoxic releases.

Investment in technology. that tightens access to plants, should include both

production facilities and warehouses. Access should be limited to authorized-personnel

only. Technology is especially useful for extensive background checks. Maintenance of

databanks will insure only legitimate shippers will pick up shipments. The danger of poor

access control to chemical plants was vividly illustrated when a TV crew of CBS ' Sixty

Minutes, accompanied by US Senator John Corzine. entered a chemical plant outside

Pittsburgh without challenge. According to Senator Corzine. -There was an open gate in

front ofthe most dangerous chemicals at the plant. We walked in. gaining access to

incredibly toxic chemicals.  We saw anhydrons ammonia that searches out wet parts of the

body. goes down the throat. rips out the lungs and blinds the victim. We also saw

borontriflouride. a deadly colorless gas with a suffocating odor that attacks mucous

- 91membranes. It can kill at concentrations as low as 50PPM.
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•     Visibility of SC: Increased visibility reduces the chance of cargo theft/tampering and that

a shipment of chemicals may fall into the hands of terrorists. The retailer WaI-Mart has

set the benchmark for SC visibility by demanding that its top 100 suppliers place a radio

frequency identification device (RFID) inside every palette or case delivered to WaI-Mart

warehouses. The benefits of RFID include the ability to track inventory through the SC.

reduce delays and shipments to wrong locations. and facilitate loss prevention

investigation.

The US Department of Homeland Security plans to roll out the use of a -smartbox

by  early 2007 that will use sensors to inspect the inside of containers. triggering an alarm

i f the contents do not match the computerized mani fest. The smartbox will be an

improvement on the 24-hour manifest information that may be distorted intentionally. It

is also a cost effective alternative to installation of expensive x-ray machines and

radiation monitors at ports. The benefit may mean a savings of $1.200 per container

generated by reduced theft and smoothing inventory management. (Block. 2005) Players

in the SC. producers and suppliers. willlikely share the cost for the smartbox system. The

cost of deployment will remain an issue. especially for suppliers from developing

countries with limited resources. According to Rice and Caniato (2003). the use of

technology to enhance SC visibility includes global positioning systems (GPS). e-seals.

biometrics. smartcards and radio-frequency identification (RFID).

While the smartbox and other global logistics platforms will provide greater visibility.

the long global SCs will continue to be subject to many potential disruptions. Further

inter-industry investment for SC visibility will be a constant challenge for the foreseeable

future.

128



Table 5 Challenges of RFID Visibility

Risk Factors Inter-Company Industry-Wide

Overall Risk Medium High
Technological Maturity Low Low
Cost to Value Ratio Medium High
Process Complexity Medium High
Availability of Implementation Expertise Medium Low
Dependency on External Organization Medium High
Fontanella (2004. 13-14)

Investments in technology will also improve connectivity among SC participants. New

investments in software must be capable of increasing competitive advantage through

quicker and better decision-making. The strategic benefit oftechnology should be part of

creating seamless integration from supplier to customer. Investment in such technologies

is common such as Warehouse Management System. Materials Requirement Planning.

Enterprise Resource Planning. Order Fulfillment and Inventory Management. However.

further investments in B2B relationship management processes and systems, such as

SRM and PRM. will make collaborative SC relationships more connected, visible and

efficient. (Holcomb, Fugate, Ross & Quinn. 2004)

New Capacity: The chemicals industry in North America and Europe has reached

maturity. To take advantage of local-specific benefits (Dunning.  1988), such as valuable

resources including low labor costs, chemical firms are moving production facilities to

Asia, especially China. Government incentives for inflow of foreign direct investment are

additional factors accommodating the development ofnew capacity in Asia. These

investments are in countries with high external risk exposure. but also. with the benefits

ofhigh returns and market growth. SCM in Asia, however, faces new challenges due to

poor infrastructure. higher logistic and warehouse costs and slower delivery times. For
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the chemicals industry, investments in collaboration with other SC partners. such as

service providers and even competitors. are a choice. These investments include freight

contracting. asset pooling, reduction exchange swaps. shared end-market supply networks

and transportation tracking. (Chemical News and Intelligence. February 25. 2004:5)

Investment in infrastructure and capabilities will go beyond the resources of any one

company. Joint contracting is a viable choice in logistics SCs. warehousing services and

building facilities to scale.

Finally. investment in new production facilities to insure feedstock and material

supply is essential to meet increasing demand. Due to the low value-to-weight ratio,2 of

chemicals. production occurs in many facilities around the world to take advantage of

proximity of suppliers and/or markets. Both supply and demand necessitate increased

investments in countries with considerable external risk profiles. For example. all major

MNEs. such as BASF. Bayer. BP. Shell, Exxon and DOW Chemicals. are building and

bringing online new plants in China through joint ventures with local enterprises.

(Financial Times (London). August 16. 2004:24: October 28. 2004:26) Increased

competition from Petronas. the Malaysian state-owned enterprise. has also emerged.

Petronas is a low-cost feedstock supplier in the petrochemical industry with location

advantages for markets in India and China. (Chemical News & Intelligence. May 20.

2004) Risk sharing through joint ventures  is a good strategy to mitigate some of the risk

exposure. The benefits of location economies and factor endowments in China make this

a good choice despite greater risk exposure. China offers good business opportunity due

to low risks in macroeconomics. security. tax policy. finance. foreign trade and

remittances. However. China has high exposure to an array of risks: rigid labor markets.

130



government inefficiency. legal and regulatory constraints. political instability and poor

infrastructure. (EIU. 2004) China has emerged not only as a major supplier. but also as a

major market for chemical products. This also serves as an offset. i.e. investment in an

emerging market with high risk exposure and high growth may help a firm to capture

more orders in such a host country. It is DOW Chemicals third largest global market.

behind the US and Germany. with revenues of $2bn out of $33bn in 2003. Based upon

current forecasts. China will continue to be a net importer of ethylene and other

monomers for the next decade. In 2004. China replaced the US as the leading

polyethylene market in the world. (China Daily. January 26. 2005:7; Chemical News &

Intelligence. May 20. 2004:4) Similarly. investments in india are attractive due to its

factor endowments such as pricing. product quality and packaging, government

incentives. growing R&D budgets. quality ofliuman resources and time order deliveries

that have been cut in halfover the past five years.

Knowledge Management

Knowledge management means that when SC disruptions occur. it is important that the

firm learn from the experience. That requires a post-incident audit that identifies important

lessons learned, i.e. things-gone-right. things-gone-wrong and the results of remediation efforts.

According to Zsidisin. Ragatz and Melnyk (2003). knowledge management requires feedback to

the earlier stages in the continuity planning process so that the firm may benefit from these

lessons by carrying out a "post-mortem".

Supply disruptions are an indication that something went awry and that the existing plans

and contingencies in place may be inadequate. For example. spillage of toxic chemicals may be

largely preventable if all players  in the global supply chain adhere to industry standards and
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guidelines. In countries which lack such standards or proper law enforcement. accidents will

likely lead to product liability lawsuits. The Bhopal accident in India is a case in point.93 Large

firms often utilize long-term scenario planning to anticipate or even to avoid SC interruptions.

Scenario planning entails the identification of all relevant risk variables that may pose a threat to

SC security. From this intelligence. various future outcomes are identified that provide a

company with the flexibility to scan the business environment for early warnings of potential

risks and to adopt suitable mitigation strategies. (Kennedy. Perrottet & Thomas. 2003: Sodhi.

2003) Even  if the plans were adequate and the effects of the disruption were minimal.

management would be well advised to review what happened and carry out a debriefing. Based

upon the review. the existing processes must be revised with the goal of addressing deficiencies

while simultaneously maintaining the strengths of the existing plans and tactics.

Knowledge management will also require superior intelligence of stakeholders

worldwide. Stakeholders willlikely exploit SC accidents demanding more transparency from

chemicals firms and more government regulation. For example. the Conference of US Mayors

expressed concern that chemical SCs pass through major urban areas. Rerouting however will

add considerably to costs and deliz ery time for the industry.

According to Elkins. Handfield. Blackhurst and Craighead (2005). relationships with

suppliers and SC intermediaries are an essential function of knowledge management:

•    Screen and regularly monitor current and potential suppliers for possible SC risks.

Risk metrics should be developed in terms of location risk exposure. compliance

with security regulations, shipping-mode and route exposure. preparedness and

alternative backup processes. Through this analysis. companies may identify

high-likelihood/high-severity potential disruptors. Ongoing monitoring
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necessitates maintaining a database of suppliers and tracking assessment results or

risk scores over time (monthly).

• Share intelligence across the GSC among carriers. shipper consignees. bankers.

vessel operators. port operators. drayage agents. customs house brokers. railroad

providers. truckers. and third party warehouse and logistics providers. Effective

global knowledge sharing requires sensitivity to the following: cultural empathy

and appropriate space to include local and regional knowledge: a multiple process

of learning that will take time: reduction in complexity caused by entrenched

attitudes. structures and processes: and enmeshing values of all players based

upon the competency of managers.  (Fink and Holden. 2005) MNEs. with

extensive resources. may work with suppliers to improve business-continuity

plans. disruption-awareness campaigns and SC risk management capabilities. If

necessary. these collaborations may be part ofthe bid-acceptance contracting

process. According to Rinehart. Myers and Eckert (2004). the deeper the

relationship with a supplier (i.e. non strategic transactions versus partnerships or

alliances) the more sharing in knowledge management will occur in terms oftrust,

interaction and commitment.

•     The sourcing total-cost equation should include expected costs of disruptions and

operational problem solving (time. money, outputs). Such cost information should

be clearly communicated to sourcing managers as an input for the strategic

sourcing decision process.  When the costs of disruption and prevention are

incorporated into total-cost measures, many global sourcing decisions may not be

as attractive as once thought. Total sourcing costs can be tracked over the lifetime
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of a contract and include cost of disruptions by tracking events and logging time.

people. and money spent to manage events. This process will measure the impact

of disruptions as the lost opportunity cost of not producing final units for sale.

The utility of knowledge management for GSC is summarized in Table 6

Table 6 Knowledge Management in the Global Supply Chain

Principles Issues

Take a continuous improvement Exposure to SC dig'uptions may not be fixed
view of SCM overnight

Protecting the SC requires on-going attention &
effort

Conduct a post-event audit of SC Learn from mistakes
disruptions standard operating Examine what went right. what went wrong,
procedures what worked. &  what did not
Share knowledge of SC continuity Share what has been learned

planning Avoid reinventing the wheel
throughout the organization
Zsidisin, Ragat & Mel,iyk (2003:9)

Political Strategies

Over the past two decades companies have devised many collaborative schemes to

improve SC coordination. For the chemicals industry in particular, these include Just-In-Time.

collaborative transportation management. and predicting supply and demand risk. Since the

focus is on external risks. medium to long-term emphasis may be placed upon political strategies

(lobbying) that influence the decision-making of governments and bureaucratic agencies.

Political strategies may be defined as proactive actions taken by firms to affect the public policy

environment in a manner favorable to it. (Baysinger. 1984)

An  understanding of business political strategies must be placed  in the context  of the

differences between public and private interests. Governments are prominent players in

mitigating public interest risks such as terrorism. infrastructure breakdowns. natural disasters.

crime and health concerns. These risks pose a threat to both government and business despite the
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Lobbying strategies may  aim at two issue areas: increased application of technology to

strengthen the -known shipper rule": and improved communications between government

agencies and industry to provide comprehensive. but clear information about shipping rules. In

the latter case. for example. US Customs does not provide feedback to shippers regarding the

receipt of electronic notification of cargo mani fests.

As a persistent target of class action lawsuits by various NGOs. the chemicals industry

also has a vested stake in tort reform. another public-interest game. Tort reform. restrictions on

such things as judicial forum shopping and on the types and amounts of damages awarded. is a

lobbying goal  of the industry.

For the industry. value-net games may focus on lobbying governments in emerging

markets for protection against intellectual property imitation and the protection of critical

information and trade secrets. The frequency of mergers and acquisitions  in the face ofrising

anti-trust concerns in both the US and the EU. is another value-net game challenging relations

between the industry and governments.

The US government's plan to implement the Critical Infrastructure Information

Act (CIIA) is a hybrid game including both public-interest and value-net games. A hybrid game

emerges when the boundaries between value-net and public-interest games overlap. This hybrid

game will require continued lobbying by industry to protect proprietary information from both

government and NGO intrusion. Under the CIIA, companies are urged to share information

voluntarily with the government regarding their weaknesses in many areas ranging from power

plants to computer networks. Such information will. in turn, be used purportedly by the

government to predetermine security threats (public-interest game). Despite government

assurances to protect proprietary data and to provide safeguards against legal liabilities,
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industries remain concerned about information leaks and pressure to make the requirements of

the CIIA compulsory. If proprietary information becomes public knowledge.  it may compel

companies to fix their weaknesses thereby costing them billions of dollars. Such leakage may

also provide competitive advantage to non-US firms (value-net game). Another threat for

industry is that specialized interest groups are lobbying for full disclosure under the Freedom of

Information Act. Public-interest advocates contend that companies may use the CIIA to hide

health. safety and environmental problems. (Wall Street Journal. February 18. 200481  &83)

Another hybrid game occurred with the outbreak of the Afghanistan war in 2001 when

the US government placed a moratorium on toxic chemical shipments without prior warning to

chemical companies (public-interest game). Governmental instructions to rail companies caused

confusion: some transporters delivered chemicals already in the SC while others brought the

transport process to an immediate stand still. This uneven application obviously placed some

chemicals companies at a competitive disadvantage (value-net game). Industry lobbying should

aim to create a relationship with government based upon an adequate and unambiguous early

warning system.

The planned implementation of new EU legislation to regulate the chemicals

industry overlaps both value-net and public-interest games. This proposed legislation called

REACH will regulate new standards regarding the authorization. evaluation and registration of

chemical products.'5 This is a value-net game since REACH will be mandatory for European

firms as well as non-European firms doing business in the EU. This is also a public-interest game

since NGOs have lobbied for increased control of chemicals that may be harmful to public

health. worker safety and the environment. The chemicals industry has lobbied with some

success to dilute the contents of REACH. This was achieved through constituency building and
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information strategies. (Hillman. 2003)The constituency building strategy included advocacy

advertising. press conferences on policy issues and even lobbying by US go, ernment agencies

on behalf ofthe US chemicals industry. The information strategy included lobbying EU

institutions. reporting on research results and testifying before the European Commission. The

chemicals industry adopted a defensive posture. in the terminology of Watkins (2003). to delay

and to shape changes in REACH.  In  the future, US industry associations will likely adopt

offensive. mitigation strategies in anticipation of potential demands for increased safety standard

regulations within the US.

Training and Performance

Firms must undertake training to establish adequate performance standards for the GSC. It is

imperative to train and to motivate managers and personnel to cope with crises and uncertainties

resulting from external risk exposure. Innovative guidelines include

• Integrative Strategy: Effective strategy requires long term. agreed-upon objectives.

understanding ofthe competitive environment as well as an objective appraisal of

resources. (Grant. 2002) SC risk management. iftreated as an integral part of strategy

formation and execution. must apply  to the value chain  in its entirety. Porter (1986)

viewed the SC as an integral part of the primary functions of the value chain (i.e. inbound

logistics, operations, outbound logistics) and as part of its support activities (i.e.

procurement). Strategically speaking, therefore. SC risk management will inevitably

involve inputs from other primary functions in the value chain. such as sales. production.

marketing. IT and finance. Ford and Evans (2001) support the notion that change in the

strategic paradigm should be tied to organizational performance. Companies must

implement and execute company-wide metrics about risk management to replace
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prevailing departmental metrics or. even more seriously. the lack of any metrics. (Kirby.

2003) Simons (2000) and Merchant (1985) emphasize that the creation of performance

measurement will be influenced by organizational change. the strategic use of

information and the essence of applying control to strategic management. Cook and

Hagey (2003) call for the replacement of hunches with metrics. For example. they regard

inventory turnover. rather than sales. as an appropriate metric for SC performance. SC

input performance should. according to Billington. Johnson and Triantis (2002). be based

upon total sourcing cost (cost of materials + cost of inventory  + cost of shortages) to

incorporate flexibility and the impact of risk on decision-making.

•    Risk Awareness: Risk measures. in performance measurement and control systems, are

crucial if risk is to be quantified and managed. Organizational change is essential in an

environment where risk. while always present, has not been explicitly addressed. This

transition may be facilitated with a combination of risk management training for current

staff and the gradual introduction of risk management techniques for key SC risks. Both

steps may initially be lead by external experts in risk. working either as consultants or as

new staff members. who are recruited from industries where such practices are well

established. As a matter of immediate priority. firms must internally communicate and

socialize risk consciousness among multiple levels of management. Success dictates that

security and risk consciousness must be internalized as part of company corporate

culture. Appropriate resources may be allocated: and appropriate processes and tools may

be developed and deployed to manage the risk. It is important that awareness be

promoted throughout the SC. Risk may be shared if the support of customers and

suppliers is also enlisted in an effort to manage risk.
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• Company Loyalty: The task is more complicated in the long-term for MNEs despite the

dilution of cultural values in the workplace. More managers worldwide attach primacy to

market values rather than cultural ones. (Pressey & Selassie, 2003) The concern however is

that political ideology may replace market values and company loyalty among workers of

MNE affiliates in many emerging markets. The growth of anti-capitalism, politicized

religions. radicalized NGOs and economic nationalism may endanger company interests and

processes.  It is therefore prudent for firms to have procedures for security clearance in place

for all personnel involved in the global SC.

Exponents of the  SC as an integrated value-net propagate a move from cross-functional

integration to cross-enterprise collaboration. Security threats to the global SC compel companies

to socialize all players in the SC to a higher level  of risk consciousness and a more rapid

response time. (Kopszak & Johnson, 2003) Innovative approaches include the following:

o Private Initiatives: DuPont has sent almost 2.000 letters to players in its SC to

coordinate procedures including risk assessment.

o Industry Level Initiatives: The American Chemical Council's Responsive Care

Program offers many training and procedural initiatives for the industry to deal with

industry-wide issues including external risks.

o Government Initiatives: The C-TPAT program of the US has been successful in

promoting voluntary industry participation in upgrading SC security.

o Community Advisory Panels: In Woodbridge, New Jersey, five chemical companies,

local government officials and interested civil leaders meet regularly to discuss

security of chemical plants.
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Cross-enterprise collaboration. however. has its limitations. Transparency and

coordination are not always compatible with the desire of all companies to promote competitive

advantage and to protect company intelligence.

Companies should train personnel to understand and to execute contingency plans in the

face of external threats. Plans may be low-key and immediate in nature.  As an exercise.

companies should turn off their computers and practice performing functions manually.  For

example. process an order and the re-keying of data without electronic assistance. Companies

should also adopt more long-term. comprehensive contingency plans such as drills and scenario

planning:

o    Drills are analogous to full dress rehearsals in theater productions or war games and

maneuvers  in the military. They should simulate what would happen if portions of the

chain were compromised and may include the development of contingency plans and

the creation of emergency centers that could be quickly put into operation when the

unexpected happens. (Choy. 2003) Drills should also generate emergency plans for

network adjustments including additional inventory (safety stock). additional

suppliers or adopting a dual strategy in which both foreign and domestic suppliers are

used to balance cost and reliability. Firms may benchmark industry leaders or firms in

other industries with outstanding preparedness plans.96 For chemical firms.

evacuation plans for personnel are crucial in the case when toxic chemicals are

released. Damage control of chemical spillage or explosion during the transit process

should be closely coordinated with logistic suppliers and official first responders.

Another example is drills to anticipate delays and disruptions in the SC caused by

natural disasters and severe weather.
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Insurability

As an important hedge against business loss caused by SC interruptions. firms invest in

insurance. Traditionally. business interruption coverage is part of commercial property insurance

that covers corporations against perils such as natural disasters that may lead to lost income. The

Contingent Business Interruption (CBI) coverage goes a step further by also covering loss of

income from business interruptions suffered by a firm's suppliers and major customers.

While a firm*s risk manager can usually identify its customers. unnamed suppliers create

unscheduled risks. To cover business interruption and income losses in the entire SC. a firm

needs comprehensive knowledge of its suppliers' insurability. This includes name and location

of suppliers globally. quality  of the construction of the suppliers' manufacturing facilities. the

adequacy of a suppliers' commercial insurance coverage to absorb losses. and the financial

health ofthe suppliers' insurer. The principle is clear -- the more information a firm can supply

about all the participants in the GSC (suppliers and logistics providers), the more comprehensive

the CBI coverage.  Gaps in information will  put a limit on risk insurance. For example. if the

limits of business interruption coverage on a commercial property policy fur a large MNE were

$500m for a 12-month period. the CBI coverage for an unnamed supplier would be limited to

only $25m. In contrast. CBI coverage for a loss suffered by a named supplier would be more

comprehensive at about $150m. (Risk and Insurance. April 15. 2005:3)

A credible risk manager should be fully informed of all suppliers and the types of

relationships. contracts or deals that all business units and subsidiaries maintain with suppliers. A

recommendation is that a firm's risk manager should be part of its strategic SC management

team.
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Since 9/11, insurance against terrorist attacks has become a crucial investment to mitigate

potential income losses caused by business process interruptions. After 9/11. when losses

exceeded $30bn. the insurance industry began to exclude acts of foreign terrorism from new

property and casualty policies for businesses. In 2002. the US passed the Terrorism Risk

Insurance Act (TRIA) that currently covers 90% of claims stemming from foreign terrorist

attacks in the US. after which the insurance industry pays $15bn in property. workers-

compensation and business-interruption damages. (Wall Street Journal. May 5. 2005:A4)

Firms in the chemicals industry have four choices regarding insurance. First. and

obviously the most high-risk, maintain no insurance coverage against terrorism. Second. the

chemicals industry may purchase terrorist insurance from the market. For example. Lexington

Insurance Company offers coverage as part oftheir property terrorism policy. This covers losses

incurred if the government should close down the infrastructure after a terrorist attack.

Disruptions to third-party SC facilities are also covered by the insurer. (Businesswire. March 22.

2005) In 2005,54% of US policyholders had terrorism risk insurance. up from 27% in 2002.

(Wall Street Journal. July 1, 2005:A4) Many US legislators support a market approach arguing

that industry. including insurance and chemicals. is highly profitable and does not need a federal

subsidy  in the  form of government reinsurance coverage. The US government also wants to raise

the damage threshold from $5m to $50Om. The concern for business is that primary insurers

cannot offer comprehensive terrorism policies unless they can reduce their risk of buying their

own protection from re-insurance companies. Re-insurance companies will not offer policies to

primary insurers without some sort ofgovernment backstop such as TRIA. (Karl. 2004) Third,

the industry may lobby for the long term extension ofTRIA. The industry could join other

industries including the insurance industry in horizontal lobbying to insure the extension or
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permanence ofTRIA. From a risk prevention vantage. this appears to be the most desirable

outcome.

Fourth. insurance against political risk in foreign countries is also available and may be

purchased from official agencies such as the Overseas Private Investment Corporation (OPIC)

and the Multilateral Investment Guarantee Agency (MIGA). Commercial insurers. such as

Lloyds. and Gerling and Hermer, will sell political risk insurance as well.

An important consequence of insurance issues is that insurance companies have become a

driving force in efforts to improve SC risk management. Insurance coverage seeks a trade-off to

balance performance requirements (time, cost. quality. agility. leanness) with efficient levels of

risk prevention. (Norrman & Jansson. 2004)

Conclusion

The four step approach, analyzed in this study. has attempted to offer an integrated. strategic

perspective to SC management: (1) identification ofvarious external risks generated by market

as well as non-market forces. (2) identification of risks to which the industry is particularly

vulnerable, (3) demonstration of the potential adverse financial impact for the SC, and (4)

recommendations for managerial decision-making to counter negative impacts.  Much work

remains to be done in refinement ofthis preliminary framework:

•       Risk management requires continuous scanning  of the environment to identify  new

vulnerabilities and to install appropriate contingency plans

•      Development of metrics to determine the relationship between costs. opportunities and

the appropriateness of policies to enhance continued improvement of SCM security
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•      Integration of external and internal risks in SCM: a strategic approach dictates a better

understanding ofthe intervening impact of external risks on the calculations of demand

and supply risks.
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Chapter 4: Risk and FDI Flows to Developing Countries

Introduction

Over the past two decades. both the flow and stock of FDI in the world economy

increased dramatically. The average yearly outflow of FDI increased from $25 billion in  1975 to

$1.3 trillion in 2000. before falling back to $653 billion in 2003. (United Nations. 2003) This

temporary setback has been the result of three developments: a slow-down in the growth rate of

the world economy: the deteriorating security situation brought on by the rise of global terrorism:

and the downturn in the US stock market that limited the ability of many MNEs to raise

additional capital to finance aggressive FDI activities. Although the largest share of FDI inflows

is targeted for developed economies. developing countries succeeded in attracting a growing

share of FDI. From  1985 to 1990. developing countries received  17.1% of the total global flow.

In the mid to late 1990s. this FDI flow was generally between 35-40% of the total. In the period

2000-2003. this inflow was about 25% of the total. (United Nations. 2003) The inflow of FD1 to

developing countries portrays a very uneven pattern from the host country perspective. In 2003.

China was the recipient of as much as $57bn in FDI while the combined FDI inflows to Latin

America and Africa were $44bn and $14bn. respectively. (United Nations. 2003) Although

North-South FDI flow is the dominate pattern in world economics. South-South FDI flow is

increasing rapidly. According to Aykut and Ratha (2004). more than one third of such inflows

into developing countries have originated in other developing countries. South-South FDI is

driven by similar "push" and "pull" factors than North-South flows. The major source countries

of South-South FDI flows are South Korea. China. Chile and Malaysia. (Deng. 2004)

FDI inflows to developing countries have many advantages for host governments and

economies. (Lipsey. 2002: Saggi. 2002: Krugman & Obstfield. 1994) First. the resource-transfer
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effects of FDI benefit host countries in terms of access to new technologies. advanced

managerial skills. and an increase in both labor and total factor productivity. These benefits may

assist in the integration of developing economies in the world economy. Second, governments  in

developing countries acknowledge that they need outside capital to achieve their development

objectives, partly because foreign development assistance from developed nations is a limited

resource. Third. FDI inflows may strengthen the host country's balance-of-payment account

particularly where investments increase exports from subsidiaries in host countries to third

countries. Fourth.  FDI may increase the level of competition  in a national market, thereby

driving down prices and increasing the economic welfare of consumers. Increased competition

tends to stimulate capital investments by firms in plants, equipment. and R&D as they struggle to

gain an edge over rivals. The long-term results may include increased productivity growth.

product and process innovations, and greater economic growth. (Ram & Zang, 2002)97

A number of theories have been advanced in an effort to explain  FDI.  The

macroeconomic approach98 focuses on why net investment among nations tends to flow in

certain patterns. T'his theory attempts to explain FDI behavior with macroeconomic variables

such as in flation. GDP. employment and exchange rate behavior. A second stream of thought

applies institutional theory from strategic management literature to explain FDI flows. (Kennedy

& Sandler, 1997; Trevino. 1999; Trevino, Daniels & Arbelaez. 2002) Institutional theory focuses

on institutional "rules ofthe game" that shape and bound organizational behavior in society.

(North, 1990)

Due to the burden of foreignness.  MNEs that enter foreign markets adapt their overall

strategies to environmental conditions in host countries. By the same token, governments in

developing countries that compete for a larger share of global FDI flows are in the process of
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liberalizing their institutional environments (i.e. the 'rules-of-the-game") to create favorable

investment opportunities for MNEs.

The seminal study by Rumelt. Schendel and Teece (1991) provided the intellectual

impetus to marry the macroeconomic and strategic management theories in an effort to explain

FDI flows. This notion has been taken further by Trevino and Mixon (2004) who utilized

strategic factors to explain FDI decisions in Latin America. and Grosse and Trevino (2005) who

presented New Institutional Economics (NIE) to explain FDI and location decisions in Central

and Eastern Europe." A central focus ofthese studies is that FDI decisions will be influenced by

a  firm' s ability to reduce transactional costs in uncertain investment environments. (Hoskisson.

Lau & Wright. 2000) In a case ofdeveloping countries, the cost of establishing FDI is high. In

fact. inefficiencies in developing economies often result in additional costs and delays. In

addition to normal costs associated with conducting business in a foreign country. MNEs

entering developing countries may face increased levels of uncertainty and resultant costs driven

by factors such as opaque regulatory behavior. and resource poor and inefficient judicial and

financial systems. According to Meon (2004). the poor functioning of institutions in the Middle

East and North Africa disables these countries to participate fully in the world economy and to

attract more FDI inflows. These under performing institutions include high political risk. poor

governance. corruption.  lack of government effectiveness and rule-of-law failures.

Empirical research on FDI using the institutional approach has emphasized the impact of

political risk (Bailey & Chung. 1995). bilateral investment treaties (Heinrich & Konan, 2001).

corruption (Jain. 2001). trade regulations. capital market liberalization. and the rule-of-law

(Trevino & Mixon, 2004). Ill this analysis. political-economic change in developing countries is

added to the mix. More precisely. liberalization in developing countries involves both the
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political and economic systems. It is observable that in the political economy of de, eloped

1(H)countries. the market economy usually co-exists with a democratic form of government.        Such

an institutional arrangement produces conditions favorable to attract FD1 such as higher levels of

transparency. continuity and predictability. In contrast. developing countries are characterized  by

less structural-functional differentiation between political and economic institutions that inhibits

both economic opportunity and political choice. The patterns of political-economic liberalization

among developing countries are quite diverse. Some countries. such as India. are democracies

but still have highly regulated economies. China. the preeminent developing country. is rapidly

liberalizing its economy but is still ruled by an authoritarian government. Other countries.

notably Taiwan and South Korea. first liberalized their economies. but then. a spill-over effect

101led to demands for political freedom and the replacement of authoritarianism with democracy.

This study will argue. therefore. that improved levels of political-economic freedom may

be regarded as an important institutional change that will facilitate higher FDI inflows in

developing countries. Currently. most developing countries are lacking in both political and

economic freedoms which indicates the existence of institutional impediments that will likely

add costs to investment in such countries.

Objectives of Analysis

The value added in this study. as discussed in the sections below. is as follows:

(1) Studies, combining the impact of institutional and macroeconomic variables (NIE). are

more regionally focused, i.e. Latin America. Central and Eastern Europe (CEE). This

study has a global focus since developing countries from various regions, i.e. Africa,

Latin America. Asia. CEE. have been included in the cross-country panel under

investigation.
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(2) This investigation takes a broader view of institutions than previous studies which

emphasized particular aspects of institutionalism such as deregulation, privatization and

corruption. This study looks at both the macro impact of economic and political

liberalization of institutions in developing countries.102 A political economic view of

institutions is taken in lieu of treating political and economic institutions as structurally

and functionally distinct systems. In developing countries. political and economic

systems are inexorably intertwined and the processes ofpolitical and economic change

and liberalization are not necessarily synchronized. Rather. institutional change may be

erratic. combining successes and setbacks. and emerging free markets and elected

governments may co-exist with entrenched political-economic values and elites.

(3)  Not all studies are new and seminal since theory-building on matters such as risk and FDI

often require replication. The accumulation oftheoretical knowledge necessitates

constant retesting and refinement to add value to our understanding of international

business.  In this investigation. a number of macroeconomic variables with proven

theoretical and empirical prowess have been included as control variables. An additional

macroeconomic variable. balance ofpayment. has been included. In the sections below.

arguments will be advanced that balance of payment may act as both a driver and an

impediment to the flow of FDI to developing countries. Since the literature of FDI has

identified political risk as an institutional factor that may add transaction costs to FDI. it

is also included in this investigation. A less often used risk variable in cross-national

studies. operations risk, has been included to capture the institutional rules-of-the-game

of foreign investment in the business environments of developing countries.
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Organization

This paper is organized in five parts: Part I covers a literature overview of institutional

variables that may influence the FDI decision; Part II covers a literature review for

macroeconomic variables: Part III deals with data and methodology: Part IV is a discussion

of findings in relationship to postulated hypotheses and its attendant NIE theoretical

discourse; Part V addresses managerial implications ofthe findings and offers suggestions

for future research.

Literature Review of Institutional Variables

Political Risk

For foreign investors. the primary concern with political risk in host countries is the

adverse impact it may have on a firm's profitability.103 Such adverse events originate in

governmental discriminatory and regulatory policies, the expropriation of assets, and events

emanating  from the political system  of the host country that may disrupt business operations,

damage assets or endanger employees. (Butler & Joaquin. 1998)
104

In balance. the literature indicates that political risk is an impediment to FDI and that

MNEs are more likely to avoid host countries with a high political risk profile. Erramilli and Rao

(1993) outlined that risks generate higher transaction costs that inhibit FDI. Nigh's empirical

analysis (1985) found that high political risk factors in host countries are positively correlated to

low FDI by USA firms. Schollhammer and Nigh (1984), in a replication study, found the same

FDI decision pattern among German MNEs. (Nigh. 1985: Schollhammer & Nigh, 1984) Grosse

and Trevino (1996) concurred in that deteriorating risk conditions in a host country negatively

affects the inflows of FDI. They attribute this to the inability of host countries to reduce political

risk and their failure to alleviate investors' uncertainty about unanticipated costs associated with
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long-term capital investments. Bailey and Chung (1995) indicated that the uncertainty and cost

associated with each country's risk profile alters the ROI for foreign investors. Smith-Hillman

and Omar (2005), in a survey of 121 UK firms' international operations. identified that

proportionally smaller FDI inflows occurred to less developed economies compared to

developed economies. The authors concluded that lower investments were a result of MNEs'

response to weak governance, high political risk and a regional predisposition towards corrupt

practices.  From a more regional perspective, Trevino and Mixon (2004) found that political risk

was a significant inhibitor of FDI flows to Latin America. Grosse and Trevino (2005) found an

inverse and significant relationship between political risk and FDI flows in Central and Eastern

Europe.
105

As the most prominent host country for FDI among developing countries. China has

produced contrasting results regarding the link between political risk and FDI. Zhoa (2003)

describes the relationship as follows. "The inverse relationship between PRISK and FDIC

indicates that source countries with relatively low political risk (high score) at home. compared

to that of China. were less likely to invest in China. Also. source countries. having high political

risk relative to China. were more likely to avoid the home political instability by divesting their

FDI to China. The unstable political climate in China. as perceived by source countries. versus

conditions at home and in other economies was a major concern of source countries since

political uncertainties may deteriorate their operating positions and thus profits". This result is in

line with previous findings by Nigh (1985). and Schollhammer and Nigh (1984). as outlined

above. A study by Pan (2003) found contradictory results: a more favorable risk assessment of

China was associated with smaller FDI flows. However, Pan utilized country risk data which is a

more diffused and broader aggregate than political risk. In other studies, Pan (1996) as well as
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Pan and Li (2000) found that MNEs may focus on long-term strategic advantage to invest in a

risky environment such as China. Acquiring higher levels of equity and gaining control ofjoint

ventures in the politically risky Chinese environment may be over shadowed by current

positioning to strengthen competitive advantage for the long run.

Other studies found that political risk is not a major determinant of FDI. Kobrin (1976)

found that political risk is not a factor in FDI in the manufacturing industry. In the same vein.

Green and Cunningham's (1975) study ofUS multi-nationals did not establish a link between

FDI and political risk.

Hypothesis  1.'  There  is  an  inverse  relationship  between  political  risk  in  developing  countries
mid the injlow of FDI in stick cotintries.

Operations Risk

Companies investing in developing countries face an array of operations risks. Operations

risks are prevalent in countries that lack clear, accurate, easily discernible and widely accepted

practices governing the relationships among firms, investors, governments and courts.

(Kurtzman, Yago & Phumiwasana, 2004) Risky business environments are usually associated

with  dramatic risk events  such as revolutions, coup d'etats, major acts of terrorism.  and

expropriation of private property. However, operations risk is largely informed by insidious and

incremental small scale risks such as fraudulent transactions, bribery. legal and regulatory

inefficiencies. unenforceable contracts and negative attitudes towards foreign investors in the

market economy. These risks interfere with commerce. add costs, slow growth and hamper

prediction about the future. Operations risks influence FDI decisions regarding where to develop

markets. locate production facilities or find suitable outsource partners. Kurtzman. Yago and

Phumiwasana (2004) found, based on an Opacity Index, for every one point increase in their

opacity index,  FDI  as a percent of GDP decreased by one percent.106 They also identified an
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interest rate premium or discount derived from doing business in host countries as compared

with doing business in the USA. All developing countries surveyed had an opacity premium as

high as 6.09% for India. 6.49% for China and 8.54% for Indonesia, respectively.

T'he literature is well endowed with studies that support the above argument that

operations risks inhibit FDI flows to developing countries. Miklos (1995) identified the deficient

flows of information, bureaucratic inefficiencies and opaque privatization practices as inhibitors

of FDI flows to Hungary. Blackman and Wu (1999) found that there are numerous institutional

barriers to FDI in the Chinese power sector such as uncertainty associated with the approval

process  for FDI projects. complex regulations. and the risk of default on power purchase

contracts.

Various studies have established that different elements of broad operations risk have a

negative bearing on FDI flows to developing countries. These elements include disjointed

privatization of state owned enterprises (Carstensen & Toubal. 2004: Perotti & Van Oijen. 2001:

Sader. 1993). corruption (Voyer & Beamish. 2004: Jain. 2001). capital control policies (Asiedu

& Lien. 2004) and expropriation (Burton & Hisashi. 1987).

Hypothesis 2: The higher the operations risk in developing countries, the lower the FDI

in„flows to such countries.

Political-Economic Freedom

In a study of North African and Middle Eastern countries in the 1990s. Moen (2004)

concluded that political economic liberalization. i.e. improvement in the quality of institutions,

may result in an increase in FDI inflows and manufactured exports. He cautioned that

liberalization is a time consuming process, but deserved the necessary efforts given its beneficial

outcomes. Ahmed (2003). in his study of five South Asian countries. reached the same
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conclusion: an increase in political rights and democracy has lead to an increase in FDI inflows.

Subsequently, globalization (i.e. FDI). on its turn. is likely to promote democratic governance.

The pace ofpolitical-economic reform is another critical factor in attracting FDI inflows.

In an analysis of countries in Sub-Saharan Africa. Asiedu (2004) found that these countries have

reformed their institutions. improved infrastructure and liberalized FDI regulations. However.

the pace of reform in Sub-Saharan Africa has been mediocre compared with the reforms

implemented in other developing countries. As a consequence. relative to other regions. Sub-

Saharan Africa has become the least attractive host for FDI inflows. attracting only a 1.2% share

of global FDI. (United Nations.  1999) In the same vein. Bitzenis' (2004) analysis of Bulgaria

concluded that low FDI inflows were functions of political unwillingness to make significant

reforms and of inefficiencies ofthe post-communist Bulgarian government which led to delays

in structural reform and privatization. In a study of over 1,000 policy changes in developing

countries. Kobrin (2005) found that 95% either lessened restrictions on inflows of FDI or

provided additional promotions and incentives to attract increased inflows. From a host country

perspective. institutional liberalization is, according to Kobrin (2005). a rational process to avoid

the "cost of closure" and to share in the benefits of modern technology and the global economy.

In addition. Kobrin (2005) argued that the spread of neo-liberal ideology. both for political and

economic institutions. is a function of pressure from major industrialized countries and

international financial institutions. 107

In an empirical study of 80 countries from 1980-1998, Jensen (2003) found that

democratic countries are predicted to attract as much as 70% more FDI than their authoritarian

counterparts.  Li and Resnick (2003) argued that democratic governments in developing countries

can promote as well as jeopardize FDI inflows. Democratic institutions hinder FDI inflows by
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limiting the oligopolistic or monopolistic actions ofMNEs. by responding to demands of

domestic firms for protection from foreign competition. and by constraining the ability of host

governments to offer discretionary financial and fiscal incentives to foreign investors. On the

other hand. democratic institutions promote FDI inflows because they tend to insure more

credible property rights protection. and to reduce risks and transactions costs for foreign

investors.  Hence, the net effect of democracy on FDI inflows is contingent on the relative

strength of these two competing forces.

Hypothesis 3: There is a positive correlation between tile level of political economic freedom in

developing countries mid the volume of FDI inflows.

Literature Review of Macroeconomic Variables

Market Size

Conventional wisdom dictates that the demand-side of FDI drives investments in

developed countries rather than developing countries. (Grosse & Trevino. 1996) A number of

studies now show that market size is also a strong incentive for FDI flows to developing

countries. The United Nations (1998) found that across all emerging markets. for separate

analyses in three five-year periods during  1980 to 1995. nominal  GDP was a strong positive

factor explaining FDI flows into these countries. China. as a host country in the developing

world. illustrates this trend. With a fast growing economy and the largest population in the

world. China received a record $57bn of FDI in 2003 despite the slump in world FDI flows in

2001-2003.  In a study of country differentials between source countries and China as a host

country. Zhao (2003) found that GDP growth  is a strong driver of FDI inflows into China.  If

Hong Kong is excluded from the regression model. the significance of GDP growth increases.
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In various regions ofthe developing world. the literature reveals similar positive links

between GDP and FDI.1(18 Tahir and Larimo (2004) found, among other variables. that large

market size particularly stimulates market-seeking and efficiency-seeking FDI in the emerging

markets of South and Southeast Asia. Grosse and Trevino's (2005) study of emerging markets in

Central and Eastern Europe revealed that market size was highly significant and positively

correlated with FDI inf'lows. In an analysis of FDI inflows to Latin America. Trevino. Daniels

and Arbelaez (2002) established that GDP was a strong indicator of FDI inflows.

Hypothesis  4.'  The  larger the market size,  as  indicated by gross domestic product, of host

countries in  the  developing world, tile greater tile flow of inward  FDI.

Inflation

Macroeconomic instability  or risk is another variable that will likely play a role in the

FDI decisions of MNEs. In many parts ofthe developing world characterized by fragile

democracies and markets. macroeconomic instability exits. Such risks include instability of

prices. interest rates, exchange rates. and economic output as well as unemployment. This

analysis measures two types of macroeconomic risks. namely, inflation and exchange rate

changes: conditions that characterize emerging markets in general. Inflation is caused by

excessive growth in the money supply. In countries moving from a command or state controlled

economy to a market economy, inflation is often submerged due to price fixing and market

deficiencies. This inhibits the normal flow of supply and demand.  A host country's inability to

maintain a consistent monetary policy leads to high inflation and internal economic instability.

MNEs faced with an institutional environment of high inflation willlikely experience uncertainty

in the capital budgeting and long-term planning. As a result, the capital commitments of MNEs
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are exposed to higher risks and increased uncertainty and costs. Risk avoidance often leads to

unwillingness to invest in emerging markets where such conditions persist.

From the MNEs viewpoint. high inflation creates uncertainty regarding the realized net

present value of a costly long-term capital investment. These conditions may also inhibit export

sales from the host country, thus making resource-seeking FDI less attractive. The literature

tends to support the argument that high inflation or hyperinflation in developing countries

inhibits FDI inflows.109 According to Tahir and Larimo (2004). Finish companies seeking risk

reduction  FDI  in Asia are strongly informed by low levels of inflation and  low levels of political

risk. These firms also regard high levels of exchange rate fluctuations as an inhibitor of FDI

flows to host countries. Studies (Schneider & Frey. 1985). published before Latin American

countries embarked on market liberalization as well as those published after reforms were

enacted. confirmed that companies invested less in developing countries with high inflation rates.

Grosse and Trevino (2005) found that inflation did not add significantly to the explanation of

FDI flows into the CEE countries. They argued that it is possible that companies have gained

much operating experience in high inflation environments around the world. Accordingly. firms

no longer perceive high inflation as excessively problematic tojustify keeping them out of

potentially attractive and profitable markets.

Hypothesis 5: There is an inverse relationship between inflation and FDI inflows: tlte higher

the i,iflation rate in a developing country, tile lower the level of FDI inflows.

Currencv Valuation

Currency valuation may impact a MNE's decision to invest in developing countries in

various ways. First, the absence of a stable. well accepted currency in a host country is a

potential impediment to FDI. Unanticipated depreciation and volatility in a host country's
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exchange rate introduces uncertainty in long-term planning and exposes long-term investment to

increased risk. The causes of currency devaluation and volatility may result from the failure of

macroeconomic policy and political instability, both being difficult to predict. However. foreign

investors will incur costs to transaction and translation loses when currencies  of host countries

depreciate. Ifthis is a persistent problem. firms may conclude that the costs will be too high to

justify their investments: therefore, foreign investors would be expected to undertake FDI in

developing countries whose currencies are expected to maintain the value oftheir earnings on

such investments. Erdal and Tatoglu (2002) found in a study of locational factors on the level of

FDI flows to Turkey that the lack of exchange rate stability hindered Turkey's efforts to attract a

much higher volume of FDI.

This study focuses on all forms of FDI inflows into developing countries and is not

restricted to export-oriented FDI. Shenkar and Luo (2004). for example, distinguished between

horizontal and vertical FDI. Horizontal FDI occurs when the MNE enters a foreign country to

produce the same products or services produced at home. It represents. therefore, a geographical

diversification of the MNE's established domestic product  line. Most Japanese MNEs.  for

instance, begin their international expansion with horizontal investment because they believe that

this approach enables them to share experience, resources, and knowledge already developed at

home. thereby reducing risk. If FDI abroad is to manufacture products not manufactured by the

parent company at home. it is called conglomerate FDI. For example, Hong Kong MNEs often

setup foreign subsidiaries or acquire local firms in mainland China to manufacture goods that are

unrelated to the parent company's product portfolio. The main purposes are to seize emerging

market opportunities and to capitalize upon their established business and personal networks

with the mainland that Western MNEs do not enjoy.
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Vertical FDI takes two forms: backward vertical FDI and forward vertical FDI.

Backward vertical FDI occurs when the MNE enters a foreign country to produce intermediate

goods that are intended for use as inputs in its home country (or in other subsidiaries) production

process. An example of backward vertical FDI is off shore extractive investments in petroleum

and minerals. Forward vertical FDI occurs when firms market their homemade products overseas

or produce final outputs in a host country using their home-supplied intermediate goods or

materials. An example of forward vertical integration  is the establishment of an assembly plant

for marketing products in the host country or for exports to third countries.

Second. MNEs from source countries with a strong currency (overvalued) would tend to

invest more in economies with a relatively weak currency (undervalued). While appreciation of

the home currency makes export sales more expensive. companies in the home country may

decide to invest in such foreign countries to reduce costs and to increase competitiveness. There

is. therefore. an incentive to locate production of globally traded commodities in countries with

undervalued currencies and to purchase production capacity with overvalued foreign exchange.

Exchange rpte fluctuations affect FDI in this regard in two ways:  (1) the appreciation of a source

country's currency vis-d-vis a host country means that the source country's investment increases

in value when denominated in the host country's currency (Ajami & Barniv, 1984: Dewenter,

1995); and (2) currency appreciation increases a firm's wealth position. lowers its relative cost of

capital and allows it to invest more aggressively overseas. (Froot & Stein. 1991) For example,

the Japanese Yen's sharp appreciation in 1993 ushered in a wave ofoverseas investments.

Exchange rate valuations create both risks and opportunities for MNEs: higher costs to

manage the risks inherent in a devaluated currency. but also opportunity to acquire host country

production facilities with oven'alued foreign exchange.
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Hypothesis Ba:  The greater the depreciation of the host country's currency, the higher tile host

country's inward FDI.

Hypothesis  Bb:  The  greater  the  depreciation  of the  host  country's  currency, the  lower  the  host

coti,itry's inward FDI.

Balance of Pavment

The impact of FDI on developing countries' balance ofpayment is an important policy

issue for most host governments. A country's balance ofpayment account records both its

payments to and its receipts from other countries. A government is normally concerned when it

is running a deficit on the current account of the balance of payment. The current account tracks

the exports and imports of goods and services. A current account deficit arises when a country  is

importing more goods and services than it is exporting. Governments normally prefer to see a

current account surplus rather than a deficit.

For many developing countries, attracting FDI from foreign MNEs has been a major

driver of export-led economic growth. (United Nations. 2002) The benefits of FDI inflows. as

outlined above. are bountiful. but its adverse affect on the current account is a concern for host

countries. Despite the initial capital inflow that comes with FDI, a subsequent outflow of

earnings from the foreign subsidiary, in the host country, towards its parent company, in the

home country, will also occur. Such an outflow will show up as capital outflows on the balance

of payment account. Another concern arises when a foreign subsidiary imports a substantial

number of inputs from abroad that will be recorded as a debit on the current account of the host

country's balance ofpayments. Large developed countries, such as the USA, may tolerate a

persistent current account deficit by financing it through the sale of assets such as stocks. bonds,

real estate or companies. (Krugman & Obstfield. 1994) However, governments in developing
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countries often adopt a nationalistic stance and disapprove of national assets falling into foreign

hands. They prefer their nation to maintain a current account surplus. This goal may be achieved

in two ways. First, FDI is perceived as a substitute for imports of goods and services that. in turn.

may  improve the current account ofthe host country's balance of payments.  MNEs. that  use

foreign subsidiaries to export goods and services from the host country to other countries. will

also strengthen the surplus of the host country's current account. Second. governments in

developing countries may also restrict the repatriation of profits from subsidiary to parent

company in an effort to limit debits on the current account. (Hill. 2006) Alternatively. host

countries may conserve their foreign exchange reserves when MNEs reinvest their earnings.

Reinvesting in local manufacturing facilities may also improve the competitiveness of local

producers and boost a host nation's exports. thus improving its balance of payment position.

(Wild. Wild & Han, 2006)

From a political science perspective. the link between the election cycle and the business

cycle may influence financial crises such as balance ofpayment problems. According to

Nordhaus (1975) and Tufte (1978). a government facing re-election may reduce unemployment

through expansionary monetary or fiscal policy prior to the election. albeit at the cost of

increasing inflation in the post election period. After the election. corrective but contractionary

measures. which may result in recession. will be introduced once the election has taken place.

Schamis and Way (2003). in a study of Latin American countries, found that governments

repeatedly choose policies during the election cycle that stimulated boom-bust business cycles

which, in turn, were the main causes of financial crises related to balance ofpayment and

exchange rates. For example. in the cycle associated with fixed exchange rates (with or without

stabilization goals). a government facing re-election may introduce a nominal anchor with a time
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lag long enough for the boom to kick-in before the election. However. the election then occurs

before the potential difficulties associated with financing the current account deficit points to the

possibility of devaluation. The political rationale of exchange-based stabilization. from the

standpoint of opportunistic office-seeking governments. explains its persistent popularity despite

its questionable attractiveness  as an economic policy.

Hypothesis 7a:  A dejicit on the current accolint of the  balance of payment of a host country

will be inversely associated with FDI i,iflows in developing countries.

Hypothesis  7b:  A  surplus  on  the  current  account  of the  balance  of payment  of a  host  cotintry

will be positively associated with  FDI inflows in developing countries.

Data and Methods

The dynamic nature of FDI activities lends itselfto time-series analysis as a robust way

to capture trends in MNE investment choices. To capture a sufficient number of observations, a

pooled cross-country. time-series dataset was assembled using 31 developing countries covering

the period  1995 to 2003. The panel  of 31 countries includes Argentina, Brazil, Chile, China,

Colombia, Czech Republic. Ecuador. Egypt, Hungary, India, Indonesia. Iran, Israel, Malaysia,

Mexico, Morocco. Nigeria, Pakistan. Peru. Philippines, Poland, Russia, Saudi-Arabia. Singapore,

South Africa, South Korea, Thailand. Turkey, Ukraine, Venezuela and Vietnam. The dataset

yielded 268 observations (31 countries x 9 years = 279 -1 1 cases of missing data = 268).  To test

the hypotheses developed above. a third order multivariate polynomial regression was applied in

order to determine the impact of a matrix of predictor variables (seven independent variables) on

the independent variable. FDI. The dependent variable in this study is foreign direct investment

(FDI). The independent variables include institutional and macroeconomic factors. Institutional

variables: political risk (PRISK). operations risk (OPRISK), and political-economic freedom
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(POLECO). Macroeconomic variables include market size (GDP). inflation (INFLATE).

currency valuation (FOREX) and balance ofpayment (BOFP). The specifications of each

variable are outlined in Appendix L

A polynomial model is more suited for this study since the dataset includes qualitative

independent variables. i.e. institutional factors, and quantitative independent variables, i.e.

macroeconomic factors. A multivariate polynomial model is a good option for analysis that

includes both qualitative and quantitative variables and which may present linear or nonlinear

dependencies. In contrast. typical least square multiple regression models are somewhat more

limited as they are suited for the analysis of linear quantitative (or exponential  if the  Ln(  ) of the

dataset is utilized) variables and less equipped to handle general. nonlinear dependencies. The

software package MATHCAD was used for the polynomial model.

The symbolic mathematical polynomial model may be expressed as follows:

(1) vs = regression (m,y,k)

(2) rest = interpivs,m,y(mT)1<1»

m = matrix of independent variables

y = associated dependent variable vector

k = highest order polynomial terms to be considered in deriving best fit to data array

t = time (1.2 ---- N)

The significance ofthe independent variables' influence on the dependent variable is

measured by the average slope over parameter space in related partial derivative terms. The slope

for each independent variable in relationship to the dependent variable is derived from

multivariate polynomial fit as follows:

(3) slope(x) = inter,)Cvs.m.v.reflocal, + Axr) - inter,)(vs.m.v.reflocaly)
Ax
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x = independent variable

For each ofthe seven independent variables, this is evaluated as a mesh of locations distributed

throughout the space spanned.

The average attributable slope in each case is evaluated as a simple arithmetic mean:

num
(4) average slope = I  slope xK

K=O
num

num = 267 (model has 268 data points. but the origin of the numerical process is 0. not 1)

In a negative influence relationship between a dependent and an associated independent variable.

the  slope is itself negative.  In the case of a positive influence between the dependent and an

associated independent variable, the slope is itself positive.

Results

As stated in the introduction. the objective of this analysis is to examine whether the level

of FDI inflows  into a panel of developing countries  may be attributed to institutional  and

macroeconomic variables. To determine the presence of multicollinearity. a Pearson correlation

was run with the independent variables. As outlined in Table  1. two independent variables are

indeed strongly correlated. PRISK is strongly correlated with another institutional variable. i.e.

OPRISK.

According to Keller and Warrack (2000). multicollinearity is a common problem with

multiple regression models utilizing business data which often include both quantitative and

qualitative factors. Kims (2004) argument is embraced in this analysis --- that is. independent

variables that are strongly correlated may be included in the same regression due to the
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theoretical importance of such variables for analysis. Variables  such as PRISK and OPRISK are

based upon aggregate. weighted scores of numerous indicators to capture the richness and scope

of dynamic phenomena. Some overlapping of indicators is inevitable. In addition. business

environments in developing countries straddle both political and economic systems in a more

comprehensive manner than in developed countries. This is due to less structural and functional

differentiation between economic and political life in developing countries. T'hus. improvements

in a countrys level of political-economic freedom willlikely lower its political and operations

risk profiles. Capturing the rich tapestry  of the institutional context in developing countries.

unfortunately. comes at that price of sacrificing some statistical rigor.

Table 1 CORRELATION OF INDEPENDENT VARIABLES

PRISK OPRISK POLECO GDP BOFP FOREX INFLATE

PRISK                        1
OPRISK 0.727402                  1
POLECO -0.04621 -0.26148                  1

GDP 0.153486 0.046603 0.131201     1
BOFP 0.29478 0.139613 0.282506 -0.025246 0.1751 1
FOREX -0.02039 -0.07861 0.0057 -0.051693 0.002727 -0.0491                    1

INFLATE -0.20333 -0.30466 0.055427 -0.265670 -0.07306 -0.0054 0.150788

Table 2 presents the findings of the polynomial regression applied to the panel of 31

developing countries. Four regression models were run for the data. Model 1 displays the results

including all seven explanatory variables for the full data set. Models 2 and 3 were refined to

improve the fit of the polynomial model by eliminating outliers in the dataset. Model 4 is a

regression of five independent variables which excludes POLECO and FOREX. the two least

significant independent variables ofpositive influence. In Table 2. the significance ofeach ofthe

independent variables. as explanatory ofthe dependent variable, is expressed in terms of its slope

multiplied by the range of the corresponding independent variable. This identifies the general
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trend and perhaps significance of attributable change of the dependent variable in regard to

specific identified independent variables. The predicted attributable changes are not inconsistent

with dependent variable range. These polynomial models analyze the unmodified variable set

and identify the induced net change associated with the natural range of each variable.11' This

results in clear identification ofthose independent variables which have a positive influence. as

opposed to those which have a negative influence on the dependent variable. The results are

within the expected range of significance and are compelling.

Table 2. Regression Results of FDI Flows to Developing Countries

MODEL 1 MODEL MODEL 3 MODEL 4
2

Independent Slope x Slope x Slope x Slope x

Variable range of range of range of range of
dataset dataset dataset dataset

PRISK 1.5x 1 05 7.69x 104 lx105 1.5x10'

OPRISK -1.6x10' -1.66x104 -2.49x105 - 1.44x 1 05

POLECO 3.7x104 tx104 1.36x104

GDP 1.6x 105 4.31 x10' 4.6x10' 1.1x105

INFLATE -2.6x 10  -2.76x104 -3.7x104 -2.2x105

FOREX 7.08x 1 04 5.4x 1 04 7.2x104

BOFP -1.17xl 04 -5.06x104 -6.3x104 -726

The results from all four models indicate a strong consistency  in the significance  of the

explanatory variables. In order of significance, four variables. i.e. GDP. PRISK, FOREX and

POLECO. have been identified as positive drivers of FDI in developing countries. These

findings were supported in Models  1.2 and 3.  In Model 4. the relative significance rank order

remains dominated by GDP, followed by PRISK and FOREX. Three independent variables, i.e.
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INFLATE, OPRISK and BOFP. were consistently identified as impediments on FDI. although

the significance rank order varied across the models. In Model 1. the negative significance rank

order was INFLATE. OPRISK. and BOFP. in the other three models. BOFP was the most

negative explanatory variable followed by INFLATE and OPRISK.

The main interest in this statistical analysis is to demonstrate the importance of

institutional factors in explaining FDI flows to developing countries. The results clearly support

the view that PRISK. OPIUSK and POLECO had explanatory power. However. the dominance

of macroeconomic factors as drivers of FDI.  i.e.  GDP. BOFP and INFLATE. was confirmed.

In terms ofhypotheses testing. the findings confirmed the validity  of six out of nine

hypotheses. The impact of institutional factors on FDI produced mixed results. Hypothesis  1

postulated that PRISK will have an inverse relationship to FDI inflows in developing countries.

This hypothesis proved to be false since PRISK had a positive correlation to FDI. Although this

result may have a counter-intuitive character. some possible explanations may be offered. Pan

(2003) found similar results in China where long-term strategic opportunities overshadowed

short-term political risk exposure. Another likely explanation is that international firms have

instituted mitigating strategies to protect investment assets against government intervention and

political instability. Such measures may include political risk insurance. international mediation

contracts. IJVs with state-owned enterprises or local partners. and risk-return provisions in the

capital budget process.

Hypothesis 2 was confirmed by the findings - that is. OPRISK was inversely related to

FDI. The growing importance of the business environment. i.e. "rules-of-the-game". may

indicate an institutional shift in business decisions. The institutional setting of the bureaucratic

environment has likely groKin in strength relative to the political environment in developing
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countries. The positive significance of POLECO for FDI. as postulated in Hypothesis 3. shows

that institutional change. on the macro political and economic levels, points to the strengthening

ofthe investment climate in developing countries. Studies thus far have focused on particular

forms of institutional change. i.e. political risk. capital markets. privatization, corruption, and

bilateral investment treaties. rather than on broad liberalization processes. (Trevino & Mixon.

2004: Grosse & Trevino. 2005) Therefore. this result emphasizes that the wider institutional

setting in developing countries. brought about by the liberalization of markets and political

systems, will likely stimulate and accommodate FDI flows to developing countries. These

liberalization processes may appear disorderly since market imperfections and unconsolidated

democracies remain a feature ofthe institutional setting ofmany developing countries. However,

POLECO strongly suggests that reform and institutional changes are ongoing processes that are,

on balance. beneficial for the investment climate in developing countries.

The results show that all macroeconomic factors proved to be significant and positive for

FDI flows to the cross-country panel in the sample. Among all the independent variables. both

institutional and macroeconomic. GDP was consistently the most significant factor explaining

FDI flows to developing countries. thereby confirming Hypothesis 4. This is consistent with the

findings ofTuman and Emmert (1999). Trevino, Daniels and Arbelaez (2002), and Trevino and

Mixon (2004) that GDP is a significant and positive of indicator of FDI flows to developing

countries in various regional settings. The growth ofmarket size in many developing countries in

support of economies of scale for production strongly indicates that GDP will likely persist as

the main driver of FDI flows to developing countries.

The findings also support Hypothesis 5 --- that is. higher inflation rates in host countries

will lead to lower levels of FDI inflows. It supports the argument that a high rate of inflation is a
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sign of internal economic instability and of a host government's inability to maintain effective

monetary policy.  From the  MNE  s  viewpoint.  high inflation creates uncertainty regarding the  net

present value of a costly long-term investment and the value of earnings earmarked for

repatriation. This result is inline with findings by Schneider and Frey (1985) and Trevino.

Daniels and Arbelaez (2002) which showed that companies invested less in developing countries

with high inflation rates.

The results also support Hypothesis 6a --- that is, the greater the depreciation of the host

country's currency. the higher the inward flow of FDI. This finding is consistent with previous

studies related to the market disequilibrium in developing countries. (Grosse & Trevino. 1995:

Klein and Rosengen.  1994) It is also inline with location theories of FDI that weaker currencies

in host countries lower the costs of investment factors such as capital. taxes and operations

(labor. facilities). (Dunning. 1988)

Finally. the findings also confirm Hypothesis 7a --- that is. a deficit on the current

account of the balance ofpayment (BOFP) ofhost countries will have a negative impact on FDI

inflows to developing countries. It is likely that a BOFP deficit willlead to host country

restrictions on matters such as the import of inputs by subsidiaries. the repatriation of earnings

and nationalistic tendencies regarding ownership of "national assets". All these factors create a

business environment discouraging to FDI.

In conclusion. the findings of this study provide strong support for the logic based upon

i\HE. new institutional economics, It also implies that country-level efforts to attract FDI will

require governments with strong institutions. Strong institutions include sound monetary policy.

liberalization of institutions. and risk management which will likely lead to the reduction of

uncertainty and FDI-related costs for foreign investors. and level the playing field for both
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foreign and domestic investors. This study illustrates that a comprehensive framework for

explaining FDI produces a more complete understanding of FDI flows. The task may be

simplified by limiting the analysis to economic factors or factors that are readily measurable.

However. the value of adding institutional variables, related to the FDI environment. has been

demonstrated in this study. With the improvement in measurement of institutional variables. the

ability to explain and to understand FDI has improved significantly.

Future Research

The sparseness of cross-country panel studies has received little attention from

researchers. Larger datasets will obviously improve the validity of cross-country panel studies.

Although longitudinal data for macroeconomic factors covers a larger range. institutional data

for developing countries is a more recent phenomenon and still lacks breadth, i.e. number of

countries covered. and depth. i.e. years covered. As more business data are collected for a larger

variety of developing countries. the data deficiency should lessen, thereby. stimulating

opportunities for research.

Parallel historical studies. of the emergence of developed countries. may avail larger

datasets utilizing factors that may explain their attractiveness as destinations of FDI. For

example, the defeat ofnational-socialist regimes in Germany. Italy and Japan in World War II

Signaled the start of their progress in becoming developed economies. It is likely that more

comprehensive datasets from these countries, including institutional and economic data which

span multiple decades of development, will be scrutinized by international business researchers.

Current cross-country panel studies largely report on FDI inflows on the national level.

More nuanced studies on industry and firm specific FDI flows in developing countries may

reveal diverse patterns of investments for the researcher. A focus on strategic intent may
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strengthen such analyses in terms of resource-seeking, market-seeking and/or efficiency-seeking

FDI.

Managerial Implications

In this study. cross-country differences in institutional and macroeconomic environments

were used to explain FDI inflows to developing countries. On the general level. this study

explains some "pull" factors that attract MI\IEs to invest in developing countries. The

economies of developing countries are inextricably tied to FDI and the internationalization  of

firms has lead to an increase in FDI  in new markets of the developing world. These markets

are crucial to MNEs to enhance profitability and to remain competitive in a globalized

economy.

It is well established that MNEs must conform to the institutional environment in the host

country in order to remain competitive. Accordingly. firms should understand and monitor

the level ofmacroeconomic and institutional reform that has taken place in proposed host

countries in the developing world. The findings in this study concur with the view of Trevino

and Mixon  (2004): "To assist in this understanding. managers of MNEs could develop and/or

apply separate statistical indices comprising macroeconomic and institutional information for

proposed host countries. Empirical results presented here suggested that managers should

take particular care to examine host country institutional environments (reform) and a

longitudinal data base (of indices for individual countries) could be useful for managers for

formulating FDI strategies."

The firm or industry. i.e. trade associations. as political actors will be challenged to find

the suitable hybrid strategy (proactive lobbying and/or passive participation) to advance

institutional change that promotes the attractiveness ofthe investment environment in
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developing countries. Such political strategies should not only focus on the political system

or government of host  countries.  but also on other actors (home governments, international

organization, NGOs) that may provide impetus for market liberalization in developing

countries.

The findings of this study also emphasize the Janus face ofthe investment environment in

developing countries. The same set of factors (political risk, exchange rate, balance of

payment) may  act as drivers as well as obstacles in the investment decisions of managers.  For

example, commercial political risk assessments differ in their prowess to predict risk.

(Howell & Xie. 1996) Others have pointed at the limitations ofthe indices of political risk

assessment. (Cosset & Roy, 1991: Oetzel, Bettis & Zenner, 2001) Managers should develop

an integrative risk management strategy based upon various sources whether outsourced or

developed in-house. Risk assessment should involve managers from both the parent and

subsidiary levels of the firm. In the same vein. weak currencies in host countries may have

cost advantages, but stronger currencies have the benefit that earnings may be expected to

depreciate less frequently and less rapidly. That is, firms will. in the long-run. prefer to

obtain assets in countries that demonstrate a greater likelihood of protecting those assets.

The findings ofthis study should be regarded as a contributing, rather than a prescriptive

factor, in managerial decision-making. After all, management decisions are made within an

ever shifting landscape and require constant refinement of informational inputs.
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Appendix  1 A Descriptive List of Variables

Variables Source

I. Dependent The total annual (from all source countries) inward flow ofFDI investment to individual developing
countries for all industries expressed in US dollars.variable Data: United Nations Conference on Trade & Development (UNCTAD), World Investment Report

Foreign Direct 2003. Statistical Annex CD
Investment(FDI)
II. Independent The Political Risk Index is compiled by Business Environment Risk Intelligence SA. The Index

variables focuses  bolly on socio-political conditions in a country by creating a multi-component system
with  flexibility to weigh key factors.  and by utilizing a pennanent panel of experts with diplomatic

Political careers and training  in political science. The ranking of countries  is a two-Step process.  In  step one.
Risk(PRISK) the experts rate the present conditions for each of eight causes (6 internal. 2 external) of political

risk from 7 (no problems) to 0 (prohibitive problems). Then, two Symptoms ofpolitical risk are
rated on the same scale. This subtotal involves a maximum of 70 for the perfect country. Internal
causes of political nsk: fractionalization of the political spectrum mid the power of these factions.
frantionalization by language. ethnic and/or religious groups and the power of these factions:
restrictive (coercive) measures required to retain power: mentality. including xenophobia,
nationalism. corruption. nepotism. and willingness to compromise. social conditions. mcluding
population density and wealth distribution. organization and strength of forces for a radical
government. External causes of political risk:  dependency on and/or importance to a major hostile
power. and negative influences of regional political forces. Symptoms of political  risk:  societal
conflict involving demonstrations. strikes & street violence. and instability as perceived by non-
constitutional changes, assassmations. and gorilla wars. In step two. one or more ofthe causes may
have an overBilelming impact on the overall political stability. The second subtotal  of the system
allocates a total of 30 points to causes (not symptoms) to reward especially advantageous situations.
The expert may apply the points to 1,2, etc., causes or opt to allocate no additional points. The
lowest risk country may receive a rating of 100 as a result of steps one and two. Thus, the higher the
aggregate score. the lower the colintry's political risk. or the lower the aggregate score, the higher a
country's political risk.

Operations The Operations Risk Index is compiled by Business Environment Risk Intelligence SA. The
Risk(OPRISK) objective of OPRISK is to gailge the  operations climate for foreign businesses. Two broad variables

are measured: the degree to which nationals are given preferential treatment: and the general quality
ofthe business climate. including bureaucratic and policy continuity. A panel of experts rate
operations conditions annually  in 53 countries since 1980 Countries are rated on 15 criteria  that
rate a country's business environment from 0 (unacceptable conditions) to 4 (superior conditions).
The criteria are weighted to emphasize critical success factors for a weighted total of 25. A rating of
4  oil each criterion gives a perfect environment of  100 (4x25).  Thus, the lower the aggregate score.
the higher the operations risk: or the higher the aggregate score, the lower the operations risk. The
criteria and weighting are as follows: policy continuity 3.0, attitude: foreign investors & profits  1.5,
degree of privatization 1.5. monetary inflation  1.5. balance of payments 1.5. bureaucratic delays
1.0. economic growth 2.5, currency convertibility 2.5. enforceability of contracts 1.5. labor
costs/productivity 2.0, professional services & contractors 0.5, communications & transportation
1.0, local management & partners  1.0. short-term credit 2.0. long-term loans & venture capital 2.0.

Political Economic Political Freedom: The Freedom in the World Index has been compiled by Freedom House
Freedom since  1972.  Ratings are based on a checklist  of 10 political rights questions grouped into three

(POLECO)'
subcategories (electoral process. political pluralism & participation. functioning of governinent).
Raw points are rewarded to each of these questions on a scale  of 0-4 where 0 points represents  the
smallest degree and 4 points the greatest degree of political freedom. The highest lnumber of points
that may be awarded to the political freedom checklist is 40 (4x10) and the lowest is 0. The three
categories questions are A Electoral Process:  1  Is the head of state and/or head of government or
other chief authority  elected through  free  &  fair  elections?  2.  Are the legislative representatives
elected through free & fair elections? 3. Are there fair electoral laws. equal campaigning
oppommities, fair polling, and honest tabulation of ballots? B Political Pluralism &
Participation: 1. Do the people have the right to organize in different parties or other competitive

1 In POLECO, equal weight (50%) is given to political freedom and economic freedom. In acknowledgement of the
important influence of both political and economic factors, an equal weighting has been assigned.
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political groupings of their choice. and is the system open to the rise & fall of these Competing

parties or groupings? 2. Are there a significant opposition vote, de facto opposition power. & a

realistic possibility for the opposition to increase its support or gam power through elections? 3. Are

the people's political choices free from domination by the military, foreign powers. totalitarian
parties. religious hierarchies. econoinic oligarchies. or any other powerful group? 4. Do cultural
ethnic. religious, and other minority groups have reasonable self-detennination. self-government.

autonomy, or participation through informal consensus in the decision-making process? C

Functioning of Government:  1 Do freely elected representatives determine the policies of the
government?  2.  Is the government  free  from pervasive  corruption?  3.  Is the  government  accountable

to the electorate between elections. and does it operate with openness & transparency?

Data: http://www.freedomhotise.orK/research/freeworld/2005/methodoloey.htm
Economic Freedom: The Index of Economic Freedom is compiled by the Wall Street Journal
& the Heritage Foundation. The Index is based on a set of objective economic criteria that have

been used since 1995 to rank cointries on an annual basis. The Index is based 011 a theoretical
analysis of the factors that most influence the institutional setting of economic growth. There are 50

variables that grouped into 10 categories. trade policy. fiscal burden of goveniment. government

intervention in the economy, monetary policy, capital flows, banking & finance, wages & prices,
property rights. regulations. and informal market activity Scores on the Index range from 1-5. Low

scores are more desirable.  The higher the score. the greater the level of governinent  interference  in
the economy. and the less economic freedom a country enjoys.

Data: http://www.heritage og/researchffeatures/index
Currency Exchange rate of national currency  vis-J-vis US dollars

Valuation(FOREX) Data: IMF International Statistics Onlme

Balance of Surplus or deficit on the current account ofthe Balance of Payment in US dollars

Payment(BOP) Data: United Nations World Development Indicators

Inflation(INFLATE) Annual percentage change in inflation rate as measured by Consumer Price Index
Data: IMF International Statistics Online

Market Size(GDP) Market size as measured by Gross Domestic Product in US dollars pa

Data: IMF International Statistics Online

Economic Growth Annual percentage change in growth of Gross Domestic Product

Rate(GROWTH) Data: IMF International Statistics Online
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The aim in this study is to investigate whether changes in institutional variables will

explain political risk formation in developing countries. For the past three decades. the world has

experienced dramatic changes in social. economic and political institutions particularly in the

developing world. The end of the Cold War was an episodic event with far reaching institutional

ramifications for governments. firms and populations. The collapse. of command economies in

Central and Eastern Europe (CEE) and state dominant economies in Africa. Latin America and

Asia. unleashed transformational forces with varying degrees of success in the formation of

market economies (economic freedom) and democratic governments (political freedom). In

China. while the political regime and authoritarian government were retained. the economic

system was fundamentally liberalized. This incongruous situation combines a highly attractive

investment environment with a perceived high political risk profile: 1 1  From a political-economic

viewpoint. a globalized economy gains ascendance through the globalizations of markets,

production. and technology.

Tlie dual forces of economic globalization and political democratization have increased

incentives to liberalize economic and political life in countries worldwide. However, these forces

have also created discontinuities due to the rising demands for transparency and competitiveness

in a globalized economy. A lively debate has emerged regarding whether globalization has

reduced the risk of doing business in developing countries, or that developing countries have

been further marginalized by globalization. 112 The question may also be raised whether these

broad institutional changes have materially affected the state of human development of

populations around the world. Since institutions operate in a societal context. it is crucial to

know whether improvements in human development. e.g. education. wealth accumulation. health

care. will stabilize societies and political institutions and. in turn. reduce political risk. 113
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Chapter 5: The Impact of Institutional Change on Political Risk in Developing
Countries

Introduction

Political risk is most often used in empirical analysis as an independent variable. In

International Business. the significance of political risk has been established for mainstream

issues such as foreign direct investment (Grosse & Trevino, 2005: Trevino & Mixon, 2004: Pan.

2003: Mudambi & Navarra. 2003: Feils & Sabac. 2000; Butler & Joaquin. 1998: Chase. Kuhle &

Walther. 1998: Tallman. 1988). stock market volatility (Beaulieu, Cosset & Essaddam. 2005:

Kim & Mei, 2001; Chan & Wei. 1996: Bailey & Chung, 1995: Cheung & Shum. 1995).

government intervention (Makhija. 1993), assets and ownership (Philips-Patrick. 1989), portfolio

investment (Clark & Tunaru. 2001: Cosset & Suret. 1995). exchange rates (Siokis &

Kapopoulous, 2003; Bachman. 1992: Cosset & Doutriaux de la Rianderie. 1985). market entry

(Brouthers. 1993: Akhter & Lusch.  1988). and valuation of insurance policy (Clark, 1997).

The use ofpolitical risk as a dependent variable. however. remains largely unexplored.

This is a surprising state of affairs since political risk is not a static phenomenon and may. in

fact. fluctuate -- that is. worsen or improve -- subject to shifting circumstances. In his seminal

works. Korbin ( 1978.1979) argues that political instability may bring about government and/or

regime change in host countries that may. in turn. elevate or reduce political risk. Change in

political risk will occur when new political decision-makers adopt business or economic policies

that either harm business interests (a change from a market to a command economy) or benefit

business interests (return of expropriated assets). Brewer (1983) confirmed Kobrin's argument --

that is. policy instability was more likely than government instability to harm business interests.
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However. of greater concern is whether the failure of human development efforts in developing

countries will generate discontent. violence and instability which are all sources of increased

political risk exposure.
114

Objectives of Analysis

The aim of this paper is to investigate how broad political. economic and social changes

have impacted political risk in der'eloping countries that have been particularly subjected to

intensive transformations. Utilizing the theoretical framework as outlined below and relevant

data. this project seeks to explore the following questions:

•    To what extent has adherence to globalization impacted on political risk on the national

level?

•    Have the dual movements to greater political freedom and economic freedom any

significance for political risk reduction?

•    Do countries that improve human development also reduce their political risk exposure?

Organization

This paper is organized in six parts. Part 1 outlines a theoretical framework of

institutional change that sets the context ofthe independent variables utilized to explain political

risk.  Part 2 explores conceptual issues related to the potential treatment of political risk as  a

dependent variable. Part 3 presents arguments why the selected independent variables -

globalization. political freedom, economic freedom. and level ofhuman development -- may be

viewed as institutional sources of political risk. Part 4 outlines data and methods. Part 5 is a

discussion of the results of a regression analysis and Part 6 includes suggestions regarding

managerial implications and topics for future research.
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Theoretical Framework

The  selection of a theoretical framework to accommodate the impact of institutional

changes on political risk presents interesting challenges. International business lacks a multi-

level. interdisciplinary and unified theory. Theories are often adopted from other disciplines

including economics, social psychology and political science. and may take on an eclectic

character. However. Shenkar (2004) argues that adopted theories tend to expose tunnel vision

and disciplinary narrowness among International Business scholars. Shenkar points out that.

while International Business researchers do use political science theories. they typically limit

their choices to a paltry range of options  such as political risk and MNE-government

relationships.   In this paper. the addition of institutions. including broad economic and political

liberalization as well as globalization and human development. will endeavor to expand the

impact of other disciplines. notably political science, political economy and social science in

general on political risk as an issue-area of International Business. This approach is in line with

the judgment of Buckley & Lessard (2005) that international business theories tend to be issue-

driven. i.e. empirical analysis of current "big questions" which generate theories or theoretical

frameworks of aspects of international business. These include FDI. MNEs and.  in this case.

political risk.

Following the advice of Toyne & Nigh (1997). an inter-disciplinary rather than a multi-

disciplinary approach is adopted. The frameworks and methodologies are fused for theoretical

and investigative purposes. In this paper. institutional change (which includes modernization

theory). as perceived by various disciplines. is utilized as a framework to explore the impact of

broad institutional change on political risk.

188



Literature Review of Institutional Theory

Definitions

Institutions may be defined in a narrow or broad manner. The narrow approach focuses

on formal or explicit institutions.  Levi ( 1990) defines it as - sets of relatively durable and formal

rules that allocate resources ofpower. constrain the choices ofthe personnel and the clients,

citizens or subjects of the institutions. and possess (formally recognized) internal enforcement

mechanism". In the broader focus, institutions are defined as -the routines. procedures,

conventions, roles. strategies. organizational forms, and technologies around which political

activity is constructed -- (as well as) the beliefs, paradigms. codes, cultures, and knowledge that

surround, support. elaborate and contradict these roles and routines". (March & Olson, 1989)

The narrow focus on formal institutions may be perceived as overly restrictive since it often

ignores the normative elements of institutional structures, i.e. de facto rules and conventions that

influence human interaction. The broader focus may be unable to distinguish institutions from

other phenomena such as culture or related terms such as policy persistence or repetitive

behavior. (Sottan. Uslaner & Haufler. 1998) However, a middle ground between the narrow and

broad definitions of institutions may be distinguished.  Hall (1986) argues that institutions have a

more formal status than cultural norms. The formal status does not necessarily derive from legal

as opposed to conventional standing. Cortell and Peterson (2002) view institutions as affecting

(1) the organization of decision-making authority  of the state. i.e. branches of government. and

(2) the policy networks. i.e. institutions delineating the relationship between government officials

and societal actors in the policy process.
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Change Processes

Institutional change may occur in three broad ways: episodic, incremental or mixed. The

distinction between change modes is based upon degree and scope of change. Degree of change

refers to the amount of change. whether a reform builds or streamlines existing institutions. on

the one hand. or radically restructures them. on the other hand. Scope refers to the extent of

change. whether institutional innovation occurs within a single or multiple issue areas. 115

Episodic change reinvents institutional patterns so as to break with prevailing customs and

procedures. In general, episodic change affects both institutions related to government decision-

making and policy networks. (Cortell & Peterson. 2002a) Incremental change refers to a number

of ad hoc. small or gradual steps to bring about evolutionary change confined to a specific area.

According to North (1990). for example. changing contractual rules involves the gradual erosion

of norms and behavior and its replacement by different norms or behavior. Institutional change

may include elements of both episodic and incremental change.  In such intermediate cases. one

of the two indicators ofchange (scope or degree) is considerably more far-reaching than the

other one. It is therefore possible that the radical restructuring of a country' s institutions may

transpire through incremental steps.

Institutional change may be triggered by events and the response of change actors to such

events. Kingdon (1984) indicated that windows of opportunity present change actors (or policy

entrepreneurs) with an objective condition or focusing event to act. i. e. to change institutions.

This is regardless ofwhether change actors accurately perceive the window of opportunity or

not.  Keeler ( 1993) distinguished between micro and macro windows of opportunity. Micro

windows refer to undramatic. non-crisis events. confined to one sector of the economy  or
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political system. which create the possibility for only incremental change. Macro windows. in

contrast. open in response to episodic events such as war, depression or changes in international

power politics. Macro windows make possible far reaching or extraordinary change of

institutional frameworks. Change events may occur in the domestic or international environment

ofthe state. Domestic events that may stimulate change include public dissatisfaction, social

unrest and wide ranging economic problems. International events that may promote institutional

change may include the promotion ofnorms and treaties which may create a disjunctive between

a state's international commitments and the practices embodied in its institutions. (Finnemore,

1996) Institutional change agents may include international and regional organizations, major

powers and MNEs. For example. Ramamurti (2004) points out that triad-based MNEs are allying

with one another to push for institutional change. i.e. global convergence on regulatory domains

including e-commerce, accounting standards, capital market regulations. health and safety

standards, and anti-trust policy.

Given the search in this paper for institutional variables that may explain changes in

political risk, the end ofthe Cold War may be viewed as a major change event which impacted

upon all areas of human endeavor. Therefore, the end of the Cold War is used as the beginning

point for the timeframe ofthis analysis. The end ofthe Cold War was an episodic event which

stimulated wide ranging institutional changes such as globalization. economic and market

reform, and the expansion of institutions based upon political freedom. The change agents here

were mostly from the international environment, notably international organizations (WTO,

World Bank, IMF, UN) and major powers (US. EU). which promoted economic and political

freedom as pre-conditions for economic growth. investment and foreign aid.
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Approaches

Since institutional change has received the attention of many disciplines. e.g.

management. economics. sociology, history, and political science, various approaches to

institutional change may be identified. In Strategic Management. institutional theory deals with

issues such as political risk. trade and investment regulations. capital market privatization,

bilateral investment treaties and corruption. (Grosse & Trevino. 2005: Trevino & Mixon, 2004)

On a macro level. according to Scott (1995), institutional theory emphasizes the influences of

systems surrounding organizations that shape organizational behavior and strategic decision-

making. However, Shenkar (2004) expressed some reservations if strategic theory could handle

the challenges posed by a global economy. He argued that it lacks both the knowledge-base and

the tools that allow understanding of context, not only in macroeconomic terms. but also in

historical, institutional and geographical senses. Slywotzky (2004). in exploring strategic risk.

paid lip service to business vulnerability to political risk. but viewed strategic risk exclusively in

terms of market competitiveness.

Rational choice and economic theories argue that institutional structures arise because

they perform specific functions. Change agents will voluntarily and purposefully design

institutions to solve collective action problems. (North & Thomas. 1973) Institutions arise and

change because they provide benefits or serve valued functions. When events or circumstances

challenge existing institutions. affected actors respond strategically to demand new efficient

institutions. (Hall & Taylor. 1996) The critique against rational choice theory, according to

Rothstein (1996). is that it explains why there exists a demand for new institutions, but not why

the specific institution is created. This approach neglects the process by which change agents

identify and achieve their change preferences.
116
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Sociological institutionalists emphasize that institutional forms emerge from social

interaction. New institutions are not necessarily the most economically efficient. but rather the

most legitimate in light of prevailing national customs. conventions or norms. Institutional

change occurs within the context of prevailing institutions. The degree of change tends to be

limited and the scope of change tends to be incremental. According to March and Olson (1998),

the sociological approach is based upon the conception of behavioral action.  i.e. the logic of

appropriateness in contrast with the rational choice approach which is based upon the logic of

consequences. Others argue that this approach displays a determinism regarding existing

institutions to the exclusion of the motivations of change agents who may hold different

preferences. This approach is often called "change action without change agents". (Hall &

Taylor, 1996)

Many historical institutionalists argue that institutions are characterized by long periods

of statis and change in response to significant crises or critical j unctures. According to Krasner

(1984). institutional change is episodic and dramatic rather than continuous and incremental. In a

similar vein, Ikenberry (1988) states that institutional changes are likely to occur at moments of

crisis when existing institutions breakdown: when struggles over basic rules-of-the-game

emerge; and when existing institutions mediate to accommodate such episodic change. The

benefits ofthe historical approach are considerable since the world has experienced a number of

critical junctures since the end of World War II. which impacted on institutional change in

developing countries. The collapse of European colonial empires led to the decolonization of

most of the developing world. In these new states. institutional change occurred as political elites

experimented. often unsuccessfully. with political (democracy. dictatorship), economic

(socialism vs. market) and social institutions in search of a viable institutional framework to
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address the development problems of their nations. The end of the Cold War. as outlined above.

also set in motion episodic institutional change. e.g. globalization. and economic and political

liberalization.  The main critiques against the historical approach are two-fold:  (1) it obscures the

fact that incremental institutional adaptation is not only possible but more probable than episodic

change. and likely to pot'tend significant policy consequences. (North. 1990): (2) it down plays

the role of change agents in affecting institutional change by focusing most attention on periods

of radical change precipitated by crises.

Modernization theory is the final approach to institutional change. Broadly speaking.

modernization is a multi-faceted process of social change which is both transformational in its

impact  on the institutions  of the nation-state.  but also progressive  in its affect on institutional

performance. This theoretical approach was fashioned to explain the developmental paths of

newly independent states that emerged as a result of decolonization after World War II.

(Huntington. 1971: Rustow. 1967: Shills. 1965) Modernization theory has been criticized on

several grounds. First. it is viewed as a "critical variable approach - in which modernization is

often synonymous with another concept such as industrialization. Second. it is trapped in an

ethno-centric dichotomy: the transformation of institutions in traditional societies into modern

institutions similar to those in Western societies. (Tipps. 1973) Despite these criticisms.

modernization theory has endured for five decades and offers considerable utility for

International Business scholars exploring the impact of social. economic and political change on

political risk assessment. Modernization of business environments. at least since the collapse of

command economies and the rise of globalization. aspires towards the creation of market

economies in a more integrated global economy.
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The fi·ee market economy. however. is not an ideal type. rather. it is manifested in various

mixed forms. developed along various pathways. and subjected to diverse cultural influences.

The market economy is embraced today by countries as diverse as the United States. Japan.

South Korea, Poland. Brazil and Botswana. Finally. foreign firms that understand the differences

between cultures at home. e.g. US. EU. and in host countries, e.g. emerging markets. will add to

their competitive advantage. (Deresky. 2006) According to Hill (2006). understanding foreign

culture requires (1) cross-cultural literacy. (2) the ethics of culture and (3) the role of culture in

competitive advantage. Black and Mendenhall (1990) found that cross-cultural differences are

the cause of failed negotiations and interactions. resulting in losses to US firms of over $2bn pa

for failed expatriate assignments.

Political Risk as a Dependent Variable

More than two decades ago. Simon (1984) identified three impediments to the growth of

political risk analysis. First. a prevailing skepticism that political risk is too amorphous and

subjective a concept to be exposed to systematic quantitative analysis. Political risk was seen as

based on "soft" political and social data in contrast to the -hard" data underpinning economic

and financial indicators. Second, companies under time pressure tend to favor sporadic

individual country studies over cross-national analysis. Third. the cross-disciplinary nature of117

the subject made it often difficult for economists, political scientists, business management

scholars, legal experts and sociologists to communicate with one another due to differing

approaches. concepts and interests. Simon particularly noticed the failure of political scientists.

studying domestic and international politics. to apply their theories to political risk in the

business environment. 118
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Definitions

Simon's evaluation is most probably too critical given the rich literature on political risk

then and now. One may argue that the treatment ofpolitical risk in the literature has changed

from its reference as a construct to a reference as a concept and even as a variable. 119

Conceptual analysis of political risk has moved away from discussions ofthe general

environmental context ofpolitical risk where the concept was not defined. Such discussions only

acknowledged that the political environment is a source of risk to international business firms.

(Drake & Prager. 1977: Green & Smith. 1972) Also vague definitions ofpolitical risk may be

safely rejected. For example, Rice and Mahmoud (1986) defined political risk -as the probability

of not maintaining a viable business operation in an overseas country due to significant changes

in the political environment'. As Kobrin (1979) cautioned. changes in the political environment.

e.g. regime change. may have different potential impacts on businesses. A coup d'etat may place

a radical. socialist government which expropriates all foreign-owned firms. e.g. Ethiopia during

the 1970s. Regime change may result in a conservative government which actually returns

expropriated property. e.g. Chile in 1973. Regime change may simply replace government elites

without affecting foreign investment at all.

Current definitions of political risk provide much more conceptual clarity. Howell and

Xie (1996) stated that political risk  includes the existence of observable circumstances that may

lead to damage to the firm. i.e. political risk is not just the likelihood of losses. but also the

presence of threatening conditions. Howell and Chaddick (1994) defined political risk as   'the

possibility that political decisions, events. or conditions in a country -- will affect the business

environment such that investors willlose money or have a reduced profit margin". From an

operationalization perspective. these definitions offer potential for political risk as a concept and
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a variable. It also ties in with insights regarding political risk which have been around for some

time.  First.  political  risk is manifested in concrete political actions. notably (1) drastic changes  in

government policy towards businesses which lead to government intervention in or government

constraints on business operationst": and (2) violent acts by political actors, a part from

government, which harm. disrupt or destroy business operations. This falls broadly under what

management scientists called political instability.121 (Fatehi & Safizadeh. 1994) For political

scientists. the presence of societal discontent often finds expression in civil  stri fe. internal war

and a  sense of relative deprivation. Societal discontent may  lead to anomic behavior such as

politicized labor strikes. terrorist attacks and kidnappings which cause operations and asset

impairments to firms. 122 Second. the adverse impact of political risk on the profitability ofthe

firm is also a long-established idea in the literature. Robock (1971) refers to political risk as

having the "potential for significantly affecting the profit or other goals of a particular

enterprise". Root (1972) concluded that political risk can "cause a loss of profit potential and/or

assets in an international business operation". Haendel, West and Meadow (1975) define political

risk as the "probability of occurrence of such event(s) that will change the prospects for the

"profitability for a given investment . Accordingly. for purposes ofthis study, it is concluded that

(1) the sources of political risk may be linked to government policy or the violent actions of

societal actors aimed at harming international firms. and that (2) risk is manifested in a loss of a

firm's real or potential profitability.

The Distinction between Political Risk and Related Concepts

The conceptual understanding ofpolitical risk has been strengthened by distinguishing it

from closely related terms such as uncertainty and political instability. As argued above, political

risk is associated with government policy and behavior, while political instability is associated
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with anomic behavior by political actors. other than government actors. such as labor unions.

NGOs. guerrillas. and interest groups. The distinction between uncertainty and risk is clearly

identified by North (1990), "uncertainty is a condition wherein one cannot ascertain the

probability of an event and therefore cannot arrive at a way of insuring against such an

occurrence.  Risk on the other hand. implies the ability to make an actuarial determination of the

likelihood of an event and hence insure against such an outcome." Kobrin (1979) distinguishes

between certainty. objective uncertainty and subjective uncertainty. Certainty occurs  if a single

outcome may be unambiguously associated with a given event. Objective uncertainty may be

approximated by situations where, while one outcome does not dominate. all feasible outcomes

are known. information is readily available and almost all observers agree upon probabilities.

Subjective uncertainty means opinions about the relative likelihood of events are based upon

perceptions that are a function ofthe available information. previous experience. and individual

cognitive processes which synthesize all into an imagined future.

Although the focus ofthis analysis is not on the predictive value of political risk

assessments. a common concern is that the identification ofpolitical risk is likely to be post hoc.

i.e. we will know after-the-fact about the adverse impact of risk. That precludes, especially for

firms with investments in place in a host country. mitigating strategies to soften adverse impacts

or avoid risk exposure. Kobrin (1979) is rather pessimistic by arguing that projections about

imagined futures willlikely occur in an environment of subjective uncertainty. However, as

argued elsewhere. the international firm may not accept a passive role as a potential target of

political risk. Through a process of interest articulation and lobbying. the firm may use political

strategies such as information sharing. constituency building and economic incentives. to

influence political decision-makers. both governmental and nongovernmental, not to engage in
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behavior that may be detrimental to a firm's profitability. In addition. Howell and Xie (1996)

found that political risk indexes have considerable predictive power. The political risk index

(PRISK) of Business Environmental Risk Intelligence (BERI) and the political risk index ofthe

Economist explained 53% and 45%. respectively. ofthe losses firms suffered in Asia in the

period 1987 to 1992.

Sources of Political Risk

A major concern. and  at the heart  of this analysis.  is that little institutional explanation

exists in the literature for the origins or sources of political risk. Simon (1984) outlines how

institutions in the environments ofthe home country. host country. international and global

environments may generate political events which may directly or indirectly adversely impact on

the operations ofthe international firm. Robock (1971) outlines a conceptual framework

consisting of sources of political risk. actors who generate political events.  and the effects  of

political risks on firms. Sethi and Luther (1986) identified political. economic and social-cultural

sources of political risk in both home and host countries as well as methods to contain such

political risk in the international, home country and host country environments. These ideas are

provocative. but have not been empirically tested. In this paper. the impact of the four broad

institutional change processes -- economic freedom. political freedom, human development.

globalization -- on political risk will be empirically tested. The empirical testing of such

relationships will contribute  to the understanding of the sources  ofpolitical risk formation  in

international business.
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Independent Variables

Globalization

The first age of globalization occurred during the  19 h and early 20th centuries when

international trade was driven by the industrial revolution and mass labor mobility. e.g. large

scale immigration of Europeans to the New World. This stage of globalization was brought to an

abrupt end by World War I, the Russian Revolution and the Great Depression. (Friedman. 2000)

During the first half of the 20th century. firms seeking new market entry were often frustrated by

barriers against foreign trade and investment erected by national governments. In the inter-war

period. many countries. including the United States. France. Germany and the United Kingdom.

imposed tariffs and quotas on imported goods and favored local firms for government

procurement contracts. As a result, international trade and investments declined during the

1930s. However. after World War II. these policies were reversed. At Bretton Woods. an

episodic event.  the  maj or trading powers  set up the institutions  for  a new trading regime  as well

as reduced barriers to foreign direct investment (FD1). and negotiated reductions of tariffs and

quotas. Through a series ofnegotiation rounds. the General Agreement on Tariffs and Trade

(GATT) incrementally reduced barriers to international trade. Another episodic institutional

change occurred with the creation ofthe World Trade Organization (WTO). The WTO promotes

the free flow of trade. helps negotiate the further opening of markets. and settles trade disputes

123

among members.

Globalization may be defined in different ways. Broader definitions go beyond economic

interactions. Naim (2002) has described globalization as going -well beyond the links that bind

corporations. traders. financiers. and central bankers. It provides a conduit not only for ideas but

also for processes of coordination and cooperation used by terrorists, politicians. religious
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leaders, anti-globalization activists, and bureaucrats alike." The Globalization Index developed

by A. T. Kearney. a management consultancy, and Foreign Policy magazine is based upon such a

broad definition of globalization. The index aggregates scores on political engagement.

technological connectivity. personal contact and economic integration. 124

A more narrow approach to globalization defines the concept in more economic and

management terms. Hill (2006) defines globalization as the shift towards a more integrated and

interdependent world economy. From this more specific focus, a distinction is usually made

between globalization of markets and globalization ofproduction. The globalization ofmarkets

refers to the merging of historically distinct and separate national markets into one huge global

market place. According to  Wild. Wild and Han (2006). the globalization of markets refers to the

convergence in buyers' preferences in markets around the world. Most global markets are

currently for industrial goods: materials. i.e. commodities such as oil; consumer goods and

business services. The focus here is mostly on trade. i.e. imports and exports. The benefits ofthe

globalization of markets for firms include a reduction in marketing costs. the creation of new

market opportunities, the reduction in variations in seasonal and cash flows, and the adaptability

of global products  to suit local preferences.

The globalization of production, according to Hill (2006). refers to the sourcing of goods and

services from locations around the world to take advantage of national differences in the cost and

quality of factors of production. e.g. labor, energy. land. capital. The fucus here is mostly on

foreign direct investment. The benefits ofglobalization ofproduction for firms include access to

low cost workers, technical expertise and production inputs. e.g. natural resources. In general.

the benefits of globalization for international firms include leverage of core competencies,
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acquiring resources and supplies. opportunities in new markets, and global competition against

rivals.

In this study. the focus is on the impact of economic globalization. notably exports and

foreign direct investment. on the formation of political risk. Since exports and FDI are the main

routes of accessing resources, markets and efficiencies. Julies (1990) recommended the use of

125

both exports and FDI as a measure of economic globalization.

The literature strongly indicates that political risk is an impediment to FDI flows. Grosse and

Trevino (2005) found an inverse and significant relationship between political risk and FDI

flows in Central and Eastern Europe. Erramilli and Rao (1993) maintain that political risk

generates higher transaction costs that inhibit FDI flows. Zhao (2003) found that political risk is

an inhibitor for foreign investments in China. as did Trevino and Mixon (2004) for FDI flows to

Latin America. Since there is an inverse relationship between political risk and FDI, it is a

logical deduction that the opposite relationship may be valid as well. That is. increases in FDI

flows may signal a lowering in the political risk profile in a host country, or. in contrast. declines

in FDI flows may indicate an increase in political risk exposure in a host country.

The benefits of exports for countries are in line with the theory of comparative advantage. i.e.

a country should specialize in a good in which opportunity cost for producing that good is lower

at home than in other countries. As a consequence, such a good should be exported once

domestic demand has been met. This is also in line with the push-pull motivation for exports, i.e.

opportunities in foreign markets "pull" exports. and decreases in domestic demand "push" firms

to seek foreign markets. It should be noted. however. that exports hold advantages as well as

risks for exporting countries. According to Griffin and Pustay (2005). the advantages of

exporting include relatively low financial exposure. gradual market entry. opportunities to
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acquire knowledge about new markets. and avoidance of restrictions on foreign direct

investment. However. exports are also subject to risk exposure. i.e. vulnerability to government

intervention such as tariffs and nontariffbarriers; logistical complexities and security concerns of

long supply chains; and potential conflicts with distributors in foreign markets. Also. exporters

face an array of risks associated with the post 9/11 security environment and the globalized

economy. These include physical threats to the security of global supply chains such as

terrorism: digital security threats due to cyber-criminals and viruses; and reputational risk such

as harm to a firm's image brought about by allegations ofhuman rights violations. product

recalls and accounting irregularities.126

In the globalized economy. developing countries have had a mixed export performance. In

the period  1948 to 2000. Asian exports increased from  13.6% to 26.7% and Middle Eastern

exports increased from 2% to 4.2% as a percentage of total global exports. However. for the

same period. African exports declined from 7.3% to 2.3% and that of Latin America from 12.3%

to 5.8%. (UN. 2005) According to A.T. Kearney/Foreign Policy Globalization Index. the ten

least globalized nations accounted for 50% of the world population and were located in the

developing world in regions such as Africa. East Asia. South Asia, Latin America and the

Middle East. The poor integration ofthese developing countries into the global economy was the

result of factors such as political instability (government intervention in the economy, terrorism.

civil strife); export problems, notably large agricultural sectors facing trade barriers in

developing countries: heavy dependency on oil exports plagued by erratic prices in global energy

markets; and legitimacy concerns in domestic political systems.
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The argument in this paper is that globalization is likely to reduce many political risk factors

outlined above. notably tariff and non-tariff barriers. ownership issues. and the remittance of

profits across international borders.

Hypothesis  1:  Developing  colintries  that  increase  tlteir  level  of globalization  will  also  lower

their political risk profile.

Political Freedom

A major global trend over the past three decades has been a movement towards more

political freedom and democratic governance. From 1973 to 2003. the number of free or

democratic countries in the world increased from 44 (29%) to 88 (46%). Similarly. for the same

period. the number of authoritarian or un-free governments declined from 65 (43%) to 49 (25%).

Despite this progress in political liberalization, only 44% (2.98bn) of the world's population live

in free countries. 35% (2.2bn) still live under authoritarian rule. and 21% (1.32bn) under

restricted democracies. As outlined in Table  1. democratic governance has made advancement.

but remains  a "work in progress". The process of democratization  in the developing world is an

uneven one hindered by many obstacles such as ethnic and religious divisions. clientelism.

entrenched elites and the erosion of civil-military relations. (Sorenson.  1993)

Table 1. Regional Distribution of Political Freedom

Reeion Free Partlv Free Not Free

Sub Saharan Africa 11 (23%) 20 (42%) 17 (35%)

Middle East & N. Africa 1 (6%) 5 (28%) 12 (66%)

Asia Pacific 17 (44%) 11 (28%) 11 (28%)

Americas 23 (65%) 10(29%) 2 (69,6)

CEE 12 (44%) 8 (30%) 7  ( 26%)

Western Europe 24 (96%) 1 (4%) 0 (0%)

Source: Freedom House. http://www.freedomhouse.ore/research/sun'ev2004.htm
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The outcomes of democratization may produce many variations of elite or mass dominated

democracies which are still unconsolidated and not necessarily similar to Western liberal

democracy or social democracy. Unconsolidated democracies may breakdown and revert back to

authoritarianism. (Jreisat. 2001)

Although sequential correlations may differ, there is a strong link between economic

liberalization and political liberalization. In Asia. countries such as South Korea. Taiwan and

Indonesia. economic liberalization created a spillover effect on the political system. This led to

successful demands to replace authoritarian with democratic institutions. In contrast. political

liberalization came first in India with independence. but economic liberalization only

commenced in the early 1990s. (Potter.  1993) In Russia and CEE. societies are faced with the

daunting task of simultaneously liberalizing economic and political systems. (Saunders. 2001)

From a business perspective. the emergence and growth of democracy in developing

countries creates new opportunities and reduces political risk. First. democracy promotes the

principle of a limited state. and an increased separation between public and private spheres.

Private. in this sense, is defined in terms of the market, private property and autonomous civil

society. This change enhances pluralism ofpower centers checking on one another. (Budge.

1993) One benefit ofthis development is that emerging democracies often embark on the

privatization of state enterprises. Second. a market economy is embedded in a social context

which is best served by a democracy. Democratic governments fare better than authoritarian

governments in providing social inputs such as a competitive business environment, publicly

regulated financial institutions and independent courts insuring legal protections for contract and

property rights. The transparency and public accountability of democracy therefore provides the
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most suitable social context for business operations. Third. in democracies institutions, such as

political parties and interest groups. act as mediators between the populist and special interests

on one hand. and the government, on the other hand. Negotiations and bargaining are commonly

used strategies for conflict resolution. In International Relations. democracies tend to settle

disputes among themselves peacefully rather than to wage war. (Ray. 1993) Fourth, from the

standpoint of the citizen. the market is experienced as  a more democratic device than the polity

since it allows more individual choice and power to the consumer. In comparison, public sector

service is based on collective choice which necessitates the disregard for minority choice.

(Seldon. 1990: Usher. 1981) Fifth, democracies create more wealth which benefits businesses in

terms of investment and consuming spending. According to Freedom House (2004). there is a

clear link between wealth and political freedom. The overwhelming majority of high income

countries (80%) are also democracies. For middle-income countries. fewer (66%) have free

governments and, among low income countries. only 16% ofthose countries are politically

free. 127

Therefore. the argument put forth in this paper is that the growth of political freedom in

developing countries will have a mitigating affect on political risk.

Hypothesis 2:  The increase in political freedom in  developing countries will lead  to a

reduction in political risk in those countries.

Economic Freedom

Since the 1980s. the world has seen wide spread transformation from centrally planned

command economies and mixed economies to market-based economies. More than 30 countries

that were in the former Soviet Union or the communist bloc of Eastern Europe have changed

their economic systems. Many states in Asia. Latin America and Africa have sold state-owned
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enterprises to private investors and deregulated their economies to stimulate competition, growth

and inward flows of foreign investments. (Fisher. Sahey &  Vegh.  1996;  Van Wyk. Dahmer &

Custy. 2004) Elsewhere. China has initiated market reform which succeeded in stimulating rapid

economic growth and in attracting the most FDI of all countries. Panic (1998) concluded that

developing countries are compelled to liberalize to maintain national competitiveness in the

global market place. Snyder (2000), however, cautioned against disorderly liberalization. "Where

domestic financial systems have proved too weak a conduit for heavy capital inflows. the result

has been declining credit quality and financial vulnerability to speculative currency attacks".

A study  of 102 countries for more than 20 years provided evidence of a strong

relationship between economic freedom, as provided by a market economy. and economic

growth. (Gwartey, Lawson & Block.  1996) The essence of economic liberalization clearly

indicates that countries need to remove political risk factors. especially adverse governmental

policy. that impedes growth and investment. A study by the International Monetary Fund (2000)

regarded market liberalization as entailing deregulation, privatization of state-owned enterprises

and the creation of a legal system that safeguarded property rights. According to Miles. Feulner.

O'Grady and Eiris (2004). economic freedom involves changes in the institutional setting ofthe

state in an effort to promote growth. This will involve the removal ofthose risk generating

policies and behaviors ofgovernments that inhibit cross-border economic transactions, e.g.

government intervention in the economy: restrictive regulations oftrade. FDI, capital flows and

taxes; poor protection of property rights; and inefficient monetary policy. (Akhter. 2004) As

outlined previously, the political risks confronting international firms strongly coincide with the

restrictions on economic freedoms as discussed in the studies immediately above. 128
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The risk reduction benefits of economic institutional reform are addressed by North (1990).

*'Obviously, competition, decentralized decision making. and well-specified contracts for

property rights as well as bankruptcy laws are crucial to effective organization. It is essential to

have rules that eliminate not only failed economic organization. but failed political organization

as well. The effective structure ofrules. therefore, not only rewards successes. but also vetoes the

survival of maladapted parts of the organizational structure, which means that effective rules will

dissolve unsuccessful efforts as well as promote successful efforts."129

According to Rugman and Hodgetts (2003). the macro-political risk in many countries

13(1has declined as economic and market liberalization took root there. They argued that a

reduction in macro-political risk may well encourage foreign direct investment. As examples.

Rugman and Hodgetts cite that former communist countries. such as Poland. Hungary. Czech

Republic and Russia. now welcome and encourage private investments: and China's membership

in the WTO was the result of two decades of market reform.

The argument put forth in this paper is that economic liberalization will lesson political

risk. that is. the relationship between economic freedom and political risk will be inverse.

Hypothesis  3:  In  developing  countries,  the  higher  the  level  of economic freedom,  the  lower

the  level  of political  risk  exposure.  Or,  tile  lower  the  level  of economic freedom  in  a  developing

country, the higher the level of political risk exposure.

Human Development

Human development is a measure of the extent to which a people's needs are satisfied and

the degree to which these needs are addressed equally across a nation's entire population. The

interest in human development is particularly associated with the United Nations' Human

Development Index (HDI) that ranks countries on the basis of life expectancy. educational
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attainment and income per capita. As a generalization. developed and high income countries

achieve high HDI rankings. while developing countries achieve much lower scores. (Wild. Wild

& Han. 2006)131

Despite the fact that the literature did not produce any studies which directly linked

human development to political risk formation, two compelling arguments may be made that the

condition and level of human development in a country may be a source of political risk. 112 The

arguments below will illustrate that human development may  be a source of (1) political

instability and (2) government policies that are harmful to firm profitability. As argued above.

political instability and harmful government policies are the dominant causes ofpolitical risk.

Kobrin (1979) identified political instability as a property ofthe environment. He also

identified the link between political instability. conflict and harm to business interests in

developing countries. For example. Kobrin identified a number of causes of internal conflict. i.e.

lack of constitutional means to express discontent. stage of modernization and institutional

change and economic discontent. Howell (2003) covered extensively how war damage and civil

strife are forms of instability which are sources of political risk. The link between low levels of

human development and political instability. notably internal war. may be explained in a two

step process. 133 First. the lower the level of human development in a country. the stronger the

correlation with low GDP per capita. low life expectancy. high infant and child mortality rates.

and low primary education enrollment ratios. (UN, 2005) Such countries are also much more

prone to experience internal war. According to Strand, Wilhelmsen and Gleditsch (2005). low

income countries accounted for more than half of countries that experienced violent conflict in

the period 1990-2003. Humphreys (2003),  in a cross-country econometric study. found that

countries with a per capita income of $600 were hal f as likely to experience civil war as

209



countries with a per capita income of $250. The United Kingdom's Department of International

Development (DFID) lists 46 fragile states, which it describes as having governments that are

unable or unwilling to perform core functions such as controlling territory. providing security.

managing public resources and delivering basic services. A majority ofthese countries (35 out of

46) were in conflict during the 19905. Studies clearly linked civil strife with political risk in the

form of economic losses and losses of opportunity. According to Collier et al (2003). violent

conflict gives rise to a chain reaction that perpetuates and extends economic losses. A slowing

economy and uncertain security environment represent powerful disincentives for investment.

domestic and foreign. and a powerful incentive for capital flight. The transfer of almost 20% of

private wealth has been recorded in some countries that experience conflict.

According to Lopez (2003). civil war also leads to destruction of infrastructure and

supply chains. For example. infrastructure losses estimated at $1.6 bn occurred during the civil

war in El Salvador. As a measure of macro-political  risk. the World Bank estimated that a civil

war lasts seven years on average, with the growth rate of the economy reduced by  2.2% each

year. (Collier et al. 2003)

Low levels of human development may also set in motion government policies that may

harm business profitability. The presence of a capacity gap and a legitimacy gap in a country are

often linked with  low levels of human development. As argued earlier. government authority

depends critically upon the capacity to provide basic services and infrastructure.134 When

governments are unable or unwilling to do this. the resulting deprivation and suffering to societal

groups may build resentment and add to loss of public confidence. Political. social and economic

competition  is a normal part of the political process in democracies. Whether such competition

takes a violent form depends on the capacity of government institutions to articulate the interests
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and aspirations of different groups. to arbitrate among them. and to mediate conflict. All  of this

depends on having institutions that are seen as legitimate and accountable. rather than as

channels for pursuing private. not public. interests. According to the UN (2005). conflict-prone

states tend to have institutions that are dysfunctional. liable to breakdowns in political authority.

and tending towards violence to advance claims for control over resources. state revenues and

state power.

In 34 developing countries with oil and gas resources that make up at least 30% of export

earnings. half oftheir combined populations live on less than $1 per day. Two-thirds of these

countries are ruled by authoritarian governments. (Birdsall & Subramaniam. 2004) In oil

producing countries. human development indicators have worsened and institutions for public

accountability suffer from systemic corruption. Authoritarian governments in these countries are

less responsive to domestic demands for public goods. (UN. 2005)135 In such countries.

governments often act predatorily towards the revenues and assets of foreign firms by justi fying

interventionist policies in an effort to meet the responsive and distributional demands of societal

groups.  In many oil producing countries, such interventionist policies have impaired the

profitability of international firms. Such political risks include nationalization of assets.

discriminatory taxation. contract repudiation. and theft of inventory in the supply chain. 136

In this paper. therefore. the argument is advanced that there is an inverse relationship

between low levels of human development and high levels of political risk in developing

countries.

Hypothesis 4:  In developing countries,  the  lower tile level of human development, the

higher the level  of political risk.  Or,  in  developing countries,  the higher the level  of human

development, the lower the level of political risk.
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Data and Methods

A time series analysis is used to measure the significance of four independent variables --

globalization. political freedom. economic freedom. and human development -- and one control

variable (market size) for political risk. The dataset consists of a panel of 29 developing

countries surveyed for the period 1995 to 2003. To test the hypotheses developed above. a137

third order multivariate polynomial regression was applied in order to determine the impact of a

matrix of predictor variables (five independent variables) on the dependent variable. political risk

(PRISK). The independent variables include institutional and macroeconomic factors.

Institutional variables consist of economic freedom (ECO). political freedom (POL).

globalization (GLOBE). and human development (HUDEV). One macroeconomic control

variable. market size (GDP). has been included.118 The specifications of each variable are

outlined in Appendix  1.

A polynomial model is more suited for this study since the dataset includes qualitative

independent variables (institutional factors) and a quantitative independent variable (.

macroeconomic factor). A multivariate polynomial model is a good option for analysis that

includes both qualitative and quantitative variables and which may present linear or nonlinear

dependencies. In contrast. typical least square multiple regression models are somewhat more

limited as they are suited for the analysis of linear quantitative (or exponential  if the  Ln(  ) of the

dataset is utilized) variables and less equipped to handle general. nonlinear dependencies. The

software package MATHCAD was used for the polynomial model.

The symbolic mathematical polynomial model may be expressed as follows:

(4) vs = regression (m,y,k)

(5)  rest = interplvs,m,y(mT )1<1>
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m = matrix of independent variables

y = associated dependent variable z ector

k = highest order polynomial terms to be considered in deriving best fit to data array

t = time (1.2 ---- N)

The significance of the independent variables' influence on the dependent variable  is

measured by the average slope over parameter space in related partial derivative terms. The slope

for each independent variable in relationship to the dependent variable is derived from

multivariate polynomial fit as follows:

(6) slope(x) = intern(vs,m.v.reflocal, + Axr) - interpCvs.m.v.reflocaly)
AX

x = independent variable

For each ofthe five independent variables, this is evaluated as a mesh of locations distributed

throughout the space spanned.

The average attributable slope in each case is evaluated as a simple arithmetic mean:

num
(4) average slope = I  slope xK

K=0
num

num = models data points

In a negative influence relationship between a dependent and an associated independent variable.

the slope is itselfnegative.  In the case of a positive influence between the dependent and an

associated independent variable. the slope is itselfpositive.
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Results

As stated in an earlier section. the goal ofthis analysis is to examine whether change in

political risk in developing countries may be attributed to broad institutional change in social.

economic and political life.

To determine the presence of multicollinearity. a Pearson correlation was run with the

independent variables. Kim's (2004) argument is embraced in this analysis -- that is. independent

variables that are strongly correlated may be included in the same regression due to the

theoretical importance of such variables for analysis. As reported in Table 2. most variables are

only marginally and positively correlated. Since multicollinearity is a common phenomenon in

International Business and Social Science research. a benchmark of <0.5 is regarded as

acceptable. In Table 2. the relationship between political liberalization and economic

liberalization slightly exceeds that benchmark. According to Keller and Warrack (2000).

multicollinearity is a common problem with multiple regression models utilizing business data

which often include both quantitative and qualitative factors. Also. Grosse and Trevino (2005)

justified retention of independent variables. with very strong correlations. in a model because

they exhibit sufficient year-to-year variation.

Some overlapping of indicators is inevitable. In addition. business environments in

developing countries straddle both political and economic systems in a more comprehensive

manner than in developed countries. This is due to less structural and functional differentiation

between economic and political life in developing countries. Tlius. improvements in a country's

level of political-economic freedom will likely lower its political and operations risk profiles.

Capturing the rich tapestry of the institutional context in developing countries. unfortunately.

comes at that price of sacrificing some statistical rigor.
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Table 2. Correlation of Independent Variables

POL ECO GLOBAL HUDEV GDP
POL     1
ECO 0.51073              1

GLOBAL -0.4349 -0.0675              1

HUDEV 0.13065 -0.0094 -0.55398             1

GDP 0.062608 0.051508 -0.14577 -0.19151              1

Table 3 presents the findings ofthe polynomial regression applied to the panel of 29

developing countries. Three regression models were run for the data. Model 1 displays the results

including all five explanatory variables for the full data set. Models 2 and 3 were refined to

improve the fit of the polynomial model by eliminating variables with the lowest significance. In

Table 3, the significance of each ofthe independent variables, as explanatory ofthe dependent

variable, is expressed in terms of its slope multiplied by the range ofthe corresponding

independent variable. This identifies the general trend and perhaps significance of attributable

change ofthe dependent variable in regard to specific identified independent variables. The

predicted attributable changes are not inconsistent with dependent variable range. These

polynomial models analyze the unmodified variable set and identify the induced net change

associated with the natural range of each variable.139 These results clearly identi fy those

independent variables which have a positive influence, as opposed to those which have a

negative influence on the dependent variable. The results are within the expected range of

significance and are compelling.
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Table 3. Regression Results of Institutional Sources of Political Risk

MODELl MODEL 2 MODEL 3

Independent Variable Slope I range of Slope x range of Slope x range of
dataset dataset dataset

ECO -16 -16 52 15 83

POL 4 9 9 456 7 176

GLOBE 85 8 26

HUDEV -3 42

GDP 1402 1483 13 63

The findings show that two ofthe stated hypotheses were valid while the other two were

not proved. Also. market size. the control variable. did not reduce PRISK. The most significant

finding related to the valid hypotheses was that ECO had an inverse relationship to PRISK. That

is. as developing countries liberalize their economies. political risk will decline for foreign firms.

This finding is in line with market economic orthodoxy that economic reforms are beneficial for

international business. (Kobrin. 2005: UNCTAD. 2003) In addition. this finding suggests that

policy reforms that promote economic freedom also reduce political risk exposure and. therefore.

should serve as an incentive for increased trade and investment subject to the market

opportunities and attractiveness in a host country.

The findings also support the hypothesis that low levels of human development are

sources of political risk formation. Positively stated. in countries where governments have

advanced human development. national political risk exposure will decline. This finding

supports the broad thrust of location theories --that is. input factors, such as the availability of
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human capital, increase the attractiveness of such markets for international firms. (Iyigun &

Owen. 1998) This finding also suggests an additional advantage: the political risk premium may

be reduced as human development performance increases.

The finding that POL is unrelated to PRISK is interesting. In one sense. it confirms the

conventional view in risk analysis that changes in political institutions and levels of political

freedom will not necessarily impact on political risk assessments. (Kobrin. 1978.1979) Reading

the  findings of ECO and POL together, as explanatory variables. may support the argument

made in this paper that adverse policy changes (ineffective monetary policy. government

intervention) rather than changes in government (one party replaces another party in power) are

the drivers of political risk exposure.  Such a reading may also compliment the view that

advances in political freedom or democratization is not necessarily sustainable. Existing

institutions, based upon culture. ethnicity, religion and authoritarianism. will subvert new

democratic institutions which are viewed as alien to entrenched values. (Huntington. 1989. 1996)

Episodic changes,  such as the end of colonialism or the collapse of communism. may create the

window of opportunity  for the democratization of government institutions. However. persistent

incremental change is required to consolidate democratic reform (meet the basic requirements of

democracy) or prevent democratic decay (overcome social cleavages and economic crises).

(Sandbrook,  1985; Dahl, 1989; O'Donnell, Schmitter & Whitehead.  1988) A snapshot of our

panel of countries sampled shows that the advances ofpolitical freedom in the developing world

still have uneven outcomes. Most ofthe countries included in the panel (16 out of 29) are only

partially free -- that is. unconsolidated democracies. or still have entrenched authoritarian

institutions. (Freedom House. 2004)
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The fact that this study did not find an inverse relationship between globalization and

political risk may point to the uneven integration of developing countries into a globalized

economy. For the majority of developing countries. globalization means either divergence or

marginalization. Success in world trade depends increasingly upon entry into higher value-added

markets fur manufactured goods. Most ofthe increase in market share in manufactured goods

may be traced to a small number of developing countries in East Asia, notably China. Korea.

Malaysia. Singapore and Taiwan. (UN. 2005) These countries are responsible for 70% of low-

technology exports and 80% of high technology exports. (UNIDO, 2004) In contrast. African

countries which depend largely on agriculture for export earnings have become increasingly

marginalized in the world economy. Africa's (South Africa excluded) share of world exports has

fallen to 0.3% (UN. 2005). The same pattern is true for foreign direct investments in the

developing world. In 2003. China was the recipient of as much as $57 bn in FDI. while the

combined FDI inflows to all Latin American countries were $44 bn and the combined FDI

inflows to all African countries were only $14 bn. (UN. 2003)

Finally. the results indicate that broad institutional change. or the lack thereof. are relevant

for an understanding ofthe political risk exposure firms may encounter in foreign markets.

Understanding the pre-conditions that drive the creation of political risk may be more important

for firms than merely to react to the harmful consequences of political risk. In developing

countries. politics are embedded and meshed with socio-economic life. Therefore. a narrow

reading of political risk, simply in terms of government policy or instability. will come at the

cost of underestimating the dynamic nature of institutional change on political risk evaluation.
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Future Research

What may be done to improve the model? All developing countries may not share similar

developmental paths by means of democratic governance. market openness. global integration or

levels of human development. Future studies of political risk may distinguish among differences

within developing countries to obtain a clearer and more specific picture ofpolitical risk

exposure for foreign firms. First. regime change may be more important than government change

or incremental change of political institutions. Government change may only exchange

incumbents of government decision-making roles. while regime change may involve deeper

institutional and/or policy changes that may impact more profoundly on political risk. Second.

based upon economic performance. different types of developing countries may display different

levels of political risk exposure. For example, high-income countries. based on their proven

market attractiveness, may have lower levels of political risk than middle or lower-income

countries with more pronounced risk concerns for international business. The dominance of

China in the developing world will continue to receive more attention. Given the continued

liberalization of its market place which co-exists with a rigid authoritarian political system, far

too little attention is being paid to political risk in China. (see Buckley et al. 2005; Zhao. 2003)

Third. the operationalization of globalization  in this study was rather specific  with  its

focus on economic integration. Other factors of globalization  may shed additional light on

political risk formation or political risk reduction. These include factors such as participation in

international organizations (WTO. FTAs) and levels of international connectiveness

(technological communications).

The institutional variables in this study  do not provide complete coverage of the impact of

institutional change on political risk. The civil rights and human rights record of a host country is
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likely to be indicative of a country' s openness and tolerance for individual choice including

economic choice. In the United States. for example. international firms have faced lawsuits under

the Alien Torts Act for business dealings with unsavory regimes in developing markets. Issues

such as sweatshop conditions. child labor. gender bias. and community exploitation  are all likely

factors that may elevate a firm's risk exposure in developing countries.

Corruption is another institution that adds cost and uncertainty to doing business in

developing countries. (Rodriguez. Uhlenbruck & Eden, 2005) Despite the extraterritorial laws

implemented by the EU and USA. corruption remains pervasive as a political risk factor in

emerging markets. This is largely due to the activities of unaccountable and predatory

authoritarian governments. poor law enforcement and cultural differences regarding bribery.

Finally. populism  may be another institutional factor of particular interest  for the study  of

political instability in developing countries. Populism. which entails the combination of

corruption. poverty. and radical ideologies and organizations. aims to overthrow governments via

grass root mobilization of the citizenry. It may lead to radical changes in government policy such

as the seizure ofnational assets or resources.

Management Implications

The above findings that institutional change has a significant impact on political risk have

three important implications for management strategy towards emerging markets. First. as in

healthcare. prevention is better than cure. The most common preventative risk management

strategy is political risk insurance. However, multilateral risk insurance is largely confined to

inconvertibility. expropriation. war damage and civil strife. (Moran & West. 2005) It does not

address exposure to other risks such as breach of contract. piracy of intellectual property.

operational disruptions due to labor strikes and currency collapses. Obviously. private insurers
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are prepared to cover some ofthese risks. but this will add considerably to the risk premium as a

transaction cost.

Understanding and anticipating institutional changes. rather than reacting to risk events. may

provide firms with a choice of preventative strategies to mitigate risk. According to Henisz &

Zelner (2005). the traditional perspective ofrisk management advises investors to secure the

strongest ex ante safeguards as possible such as front-loading their returns. They suggest that in

conditions of institutional change.  it is better to bargain for a balance of profitability  with

legitimacy. Maintaining flexibility in periods oftransformation may assist firms in anticipating

risks as well as seizing business opportunities.

Second. a resource-based strategy of risk management should include knowledge creation

and knowledge management of institutional change.  MNEs are skillful in knowledge

management for new product development. However, these competencies should also be utilized

in monitoring and understanding the processes of institutional change and their likely outcomes

regarding the lessening or worsening of political risk. A greater integration of knowledge about

the evolving non-market business environment in conjunction with market and competitive

analysis should underpin knowledge management as a resource ofrisk evaluation. Such

strategies may reduce the subjective uncertainty of risk environments.  From an organizational

point  of view. firms should retain flexibility  in such knowledge management since  "buy  or

make" options may vary across country and market types.

Third, firms should consider adopting a passive or activist position towards institutional

change. The argument thus far is that the modernization of institutions may benefit business

opportunity and alleviate political risk. Firms. acting alone or collectively in trade organizations.

have had mixed results in promoting institutional change in developing countries. American
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firms by adopting the Sullivan Principles. successfully eliminated race discrimination in their

business operations in South Africa, despite the opposition ofthe apartheid regime. In contrast.

international firms siding with pro-democracy political parties in Venezuela evoked the wrath of

the Chavez regime. This was a contributing factor to the regimes hostile actions towards foreign

businesses including confiscation of assets. breach of contracts and imposition ofvarious

ownership and operational restrictions. Subtle diplomacy rather than strident activism may

present the most prudent approach for firms to act as agents of change. The adoption of codes of

conduct and corporate social responsibility strategies have been most useful for firms to promote

human development in emerging markets. notably in the areas ofhealthcare. education. job

creation and community development. In general. the stakeholder approach to the firm as a social

institution opens the door for it to act as an agent for constructive institutional change.

Direct lobbying by firms for institutional change may be directed at the home or host

government. supranational governments (EU) or international organizations (WTO. FTA).

Corporate-government relations and lobbying in the developing world are obviously fertile areas

for further research. The need to understand the "rules of the game" and the tolerance for firms

as political interest groups in different political and cultural settings will be critical factors in

determining the lobbying success of the firm as an agent of change.
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Appendix 1
For operationalization of PRISK. POL. and ECO. see Appendix  1  in Risk and FDI Flows to
Developing Countries.

GLOBE= degree of economic globalization. Measurement is the ratio ofexports to GDP

plus the ratio of FDI to GDP. Since exports and FDI are the main routes of accessing resources.

markets and efficiencies. Julies (1990) recommended the use of both exports and FDI as

measures of economic globalization. Data: United Nations. World Development Indicators

HUDEV= human development deficit. Measurement is by proxy. i.e. the difference between

women as a percentage oftotal population and women as percentage of total workforce.140 The

proxy utilized is valid since women are more often than men excluded from the benefits of

education. jobs. health care and political participation in developing countries due to social.

cultural. religious and historical prejudices against equal rights for women. Data: United Nations

World Development Indicators.
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Chapter 6: Conclusion
In summary. two matters are addressed: a brief overview of each essay as well  as an

agenda for future research.

Overview

Political Sources of International Business Risk

The analysis commences with a theoretical framework on the political sources of

international business risk. The framework combines a sequential process of risk formation with

a system analysis of politics. The interaction between the sequential process and the political

system is quite promising for understanding the political and. more generally. the non-market

context of international business risks.  In very broad terms. the theoretical framework postulates

that the conditions from which risks develop may be found in the various environments in which

a political system is embedded. From these conditions emerge events which cross the boundary

separating the political system from such environments. and which become inputs to the political

system. Such events involve demands by political groups and mobilization of resources in  a

focused effort to pressurize government to make binding decisions. These decisions (outputs or

policy) may impact on the business environment within a country. The conversion process.

changing inputs into outputs. may involve interest groups. political parties. elections and the

government. During these processes. many early warning signals may emerge that potential

government action or instability in the political system may contribute to circumstances that, if

left untended by businesses. will pose threats or possible harm to business interests. The outputs

of a political system or internal conflict. wherein political legitimacy is contested. may produce

risks for businesses. i.e. actions which inhibit business profitability and opportunity.

Government. therefore. may have the power to regulate business. to extract resources. to
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distribute goods. and to respond to input demands that may expose businesses to various risks

related to operations. assets. competition and reputation. This essay also outlines risk

management options for firms to cope with all aspects of the sequential risk formation process

and. potentially. to deal with developments in all stages ofthe political systems process. Risk

management deals with strategic decisions. i.e. make-or-buy. and policy decisions. i.e. choices to

mitigate risks notably risk anticipation and risk sharing. Other techniques. such as avoidance.

remedy. transference and offsets. may also be utilized.

HIV/AIDS as Business Risk: A South African Case Study

The second essay is a case study of HIV/AIDS as a business risk in South Africa based

upon the theoretical framework outlined above. The case study traces the sources of the epidemic

to evolving conditions in the regional. socio-cultural and political environments of South Africa.

The epidemic became a politicized event and crossed into the realm ofthe political system due to

issues such as ideology: challenges to patent rights of pharmaceutical  MNEs: and the political

actions of the Treatment Action Campaign (TAC). a South A frican HIV/AIDS activist group that

demanded an end to government inaction in the distribution of antiretroviral drugs to all HIV+

South Africans. HIV/AIDS issue became a threat to business interests for two reasons: (1) the

rapid spread of the epidemic adversely affected the workforce and the operations of firms; (2) the

government's failure of its constitutional obligations to provide access to public health care due

to institutional incapacity and a political culture steeped in parochialism. This inaction shifted

some responsibility to the business community. social organizations with resources. to act as

partial surrogates ofgovernment in the distribution of public goods. As a consequence, the

disease has exposed firms to a variety of risks. Such risks include operations risks (absenteeism.

lower productivity. higher labor turnover rates. loss of skills and human capital); asset
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impairment (higher recruitment and training costs. increased expenditures on employee benefits):

competitive risks (decreased customer base. higher reporting standards to satisfy shareholder

demands): and franchise and reputational risks (especially for the pharmaceutical industry. i.e.

deep price cuts in ARV drugs and detrimental public relations). This essay concluded with an

analysis of risk management. Large firms with resources usually manage the epidemic in-house.

while SMMES either outsource management or ignore the dilemma. Policy options outline the

di fficulty of risk sharing due to the difference in organizational values among businesses.

government and NGOs. Risk anticipation outlines the benefits of proper risk assessment.

implementation of strategic HIV/AIDS policies. and, in the case of large firms. remedial actions

to deal with the issue at the workplace.

External Risk and the Global Supply Chain in the Chemicals Industry

The third essay moves to the industry level of analysis in which external risks (non-

market) to the global supply chain of the chemicals industry is investigated. From a risk

management perspective. the analysis focuses on the supply chain. an essential function in all

firms. The analysis identifies various external or environmental risks to the global supply chain

in the chemicals industry. and distinguishes those risks to which the industry is particularly

vulnerable. Supply chain vulnerabilities in the chemicals industry refer. in essence. to hazardous

products. dependency on intermediaries. location of production facilities close to densely

populated areas. capacity concerns. IT breakdowns. and governmental regulations. These

vulnerabilities expose the industry to hard costs. i.e. asset and competition impairments. and soft

costs. i.e. unintended complexity to the supply chain.

Five broad. must-do policies are recommended for continued improvement for supply

chain risk management. These are not merely choices but an effort to achieve higher efficiency
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by integrating these policies  into the company' s strategic management. The first policy option  is

to make appropriate investments to improve security and productivity and. hence. profitability.

The other four policy options require system adjustments to mitigate risks by improving

efficiency. These policies include the management of knowledge transfers. political strategies.

training and performance standards. and insurability.

Risk and FDI in Developing Countries

This study investigates the influence of various descriptive variables on the decision to

make foreign investments in developing countries. The independent variables are drawn from

two literature streams. i.e. institutionalism and macroeconomics. Hypotheses are tested for three

institutional variables: political risk. operations risk and level of political-economic freedom.

Also. hypotheses are tested for four macroeconomic variables: market size. inflation. currency

valuation and balance ofpayment. The dependent variable refers to FDI flows to a panel of 31

developing countries for the period of 1995-2003. A regression analysis is conducted using a

multivariate polynomial model. The findings show that both institutional and macroeconomic

variables influence FDI. but in diverse ways. The study confirmed that operations risk is a barrier

to FDI flows and that increases in the level ofpolitical-economic freedom stimulate higher

inf'lows of FDI to developing countries. However. political risk proved contrary to the postulated

hypothesis. not to be an impediment to FDI flows. This may indicate that long-term strategic

opportunities overshadowed short-term political risk exposure or that firms have instituted

effective mitigating risk management strategies to achieve high returns in risky markets. The

macroeconomic variables influence largely confirmed the economic orthodoxy as portrayed in

the literature. Market size and depreciation ofthe host countiys currency are both drivers of FDI

flows in developing countries. However. both high inflation rates and deficits on the current
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account ofthe balance ofpayment are barriers to investing in emerging markets. The findings

largely support the logic ofnew institutional economics. not just as an explanatory theory of FDI

flows to developing countries, but as a guide to managers responsible for investment decisions.

The Impact of Institutional Change on Political Risk in Developing Countries

Tile final essay traces the institutional sources of political risk development. Institutional

sources investigated include globalization. political freedom. economic freedom. and human

development. These independent variables capture some of the rich variety of institutionalism

which cuts across various disciplines. Market size. a macroeconomic factor. is used as a control

variable. The dependent variable. political risk. primarily refers to adverse impacts on a firm's

profitability. A time series analysis is conducted utilizing a dataset consisting of a panel of 29

developing countries surveyed for the period 1995-2003. A regression analysis is conducted

using a multivariate polynomial model. The most significant finding was that economic freedom

had an inverse relationship to political risk. i.e. as developing countries liberalize their

economies. political risk will decline for foreign firms. Tlie findings also support the argument

that low levels of human development are sources of political risk formation. i.e. advancement of

human development leads to declines in national political risk exposure. However. political

liberalization appears to be unrelated to political risk. This may refer to the argument that

advances in political freedom or democratization may not necessarily be sustainable. i.e. existing

institutions will subvert new democratic institutions which are viewed as alien to entrenched

values. The findings also show that globalization of a country does not reduce its political risk

exposure. This may refer to the fact that a majority of developing countries are only partially

integrated in the globalized economy. Also. the benefits of globalization. e.g trade and FDI.
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have only gone to a few developing countries  such as China. while the vast majority of countries

in Africa and Latin America have remained marginalized.

Future Research

At the conclusion of the essays, a brief agenda was setout for future research for risk and

risk management. However, setting this particular inquiry in the boarder context of a research

agenda for International Business provides interesting challenges. Table 1 includes some

research strategies for International Business (IB). (Shenkar, 2004) These suggestions may have

utility for further research of risk and risk management in developing countries.

Table 1. Suggested Research Agenda

IB Research Strategies Future Research for Risk Management

Revive Comparative Research Knowledge Transfer
Revive Local Knowledge Inventory of Accessible Datasets & Collaboration with Local

Researchers in Developing Countries
Conduct Multi-Level Research Levels ofAnalysis: Firm, Micro, Miso, Macro, & Meta
Interdisciplinary, Not Sources of Political Risk: Ideology, Political Culture, Lack of
Multidisciplinary Research Legitimacy, Populism
Employ Context Rich Approaches Events Data Analysis
Use Case Study Methodology Country Case Studies, Business Processes
Study Partially Similar Cases BEM, BRIC, LoM[C, HiMIC, OPEC*
Consider Theory in Research Location Game Theory
Decisions
Feedback into Theory Development Feedback Loop of Political System
Source Shenkar (2004)
*BEM is big emerging markets: BRIC stands for Brazil, Russia, India and China. LoMIC is low middle income
countries: HiMIC is high middle income countries, OPEC is Oil Producing & Export Countries.

A question for investigation is whether the processes of risk formation and  its

management are entirely location-specific or events-specific. Can knowledge about successful

risk assessment and risk management be transferred to other subsidiaries within the international

network of an MNE? Foss and Pedersen (2004) provide the clue that organization. the nature of

the transfer and the dispersion of knowledge elements throughout a network are essential

conditions for successful knowledge transference. Asset impairment. e.g. the nationalization of

MNE extractive facilities. may be managed by comparative analysis and utilization of
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knowledge transfers. This risk formation may be driven by the same set of factors despite

country location such as conditions of wide income distribution. politicized motivations

(predatory government. corruption. nationalism. populism). political events (anticipated regime

change). threats (election campaign promises. political agendas of radicalized groups. legislative

bills). and outcomes (contract repudiation. redistribution ofprofits. public vs. private ownership).

If so. knowledge transfer may assist an MNE to anticipate risk in one market based upon

experience acquired in another.

Risk assessment in extractive industries may be analyzed on different levels of analysis.

i.e. competitive risks on the micro or industry level. operations risks (supply chain) on the meso

or cluster level, harmful policies or political instability on the macro or country level. and cross-

boundary activities related to the processes (financial flows) or structures (home government.

MNEs. NGOs. multilateral agencies) of risk formation in a host country. (Enright. 2000a. 2000b;

Ricart. Enright. Ghemawat. Hart & Khanna. 2004)

Agmons (2003) analysis of game theory also provides research potential for risk

management in extractive industries wherein institutional voids exists between MNEs and host

governments.141  He describes game theory as a theoretical model of bargaining under conditions

of incomplete information by two players in a non-cooperative game. Agreement, i.e. risk

management. may be negotiated on how to divide added value by shifting focus from high to low

opportunity costs.

Events data may also be useful in tracking the sequential unfolding of events and

activities in the risk formation process. Events. in this regard. refer to observable. discrete

activities (action, reaction. interaction) or political actors' behaviors which are targeted at

businesses. Identifying threats. i.e. activities. with specific negative intent from media reports
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will provide early warning signals to businesses about policy changes or anomic behavior which

may adversely affect profitability.
142

Buckley and Lessard (2005) argue that interdisciplinary utilization oftheories

(transaction cost economics. geographical location theory. research base view of strategy.

relationship marketing and branding. and institutional theory) will strengthen research in IB. In

the current study. the interdisciplinary  use of transaction theory and institutional theory  on  one

hand. and the use of political system theory and management theories of risk on the other hand.

have demonstrated the benefits of an interdisciplinary approach. Balancing the opportunity

benefits of location theories with the barriers ofpolitical risk analysis may provide a more

tempered assessment of investment and outsourcing policies.

Finally, comparing risk management in partially similar cases, such as India and China

which are two  of the most dominate emerging markets. will require different challenges to risk

managers. In China, market liberalization has advanced rapidly, but the long-term legitimacy and

stability  of the authoritarian Communist Party government will likely strain institutional capacity

and system outputs of public goods. In contrast, Indian democracy has earned legitimacy  and

relative stability over half a century of existence. Risk formation will likely be stimulated by the

slow and erratic market liberalization in India and a political system which resists disengagement

from the economy.
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ENDNOTES
Introduction
' According to Webster's 3rd New International Dictionary, Amus-Face is defined as having two contrasting aspects
Chapter 1
2 The discussion in this section on the political system is largely based upon the insights of Andrian ( 1994), Almond
(1978), Almond and Powell ( 1966), Easton ( 1965) and Wiseman (1966).

In the USA, an import quota has long limited the amount of sugar which foreign producers may sell  in the US
market. As a result of import quotas, the price of sugar in the USA has been as much as 40% greater than the world
price. (Hufbauer & Elliott. 1993) Higher prices have translated into greater profits for US sugar producers who have
lobbied Congress successfully to keep the lucrative quota agreement. They argue that US jobs in the sugar industry
will  be lost to foreign producers if the quota system is scrapped.
4 Eisenhardt and Zbaracki ( 1992) gave an extensive overview of the firm as a political system. Since the firm may
not make binding and enforceable rules for society, it is more productive to view it as a structure that may. on
occasion, act politically.
5 The continued secularization of the Chinese political culture  may be harmonious or discordant. China may follow
the path of South Korea, Taiwan and Singapore where economic secularization eventually led to compatible
political liberalization. However, if incompatibility between political and economic secularization persists or
worsens in the long run. China's political system may encounter growing legitimacy concerns and increased
demands for regime change.
6 The dilemma for Exxon Mobile Corporation's operations in Angola, an oil rich country with a poor population, is
that its social spending on education, hospitals and infrastructure are deemed insufficient by stakeholders. NGOs and
local activists are demanding that Exxon Mobile pressure the Angola government to spend more of its oil revenue
on social upliftment. This demand is based upon the assumption that the company reaps huge profits from a poor
country, but is a passive bystander to an opaque government with low responsiveness to demands for public goods.
However, Exxon Mobile is reluctant to get involved in the domestic politics of its host country.  Wa// Street Jom·nal,
January 10.2006. Al & A10
7 Real options provide strategic flexibility for decision-making such as low cost opportunities to enter or to expand
activities within a market (call option), exit or contract activities (put option) or combining both (switch option).
Real option analysis views risk in terms of the volatility of a project over time and assists firms in avoiding
downside losses, thereby. enhancing company values.
8 Eisenhardt's ( 1992) key tactics for fast. yet high quality strategic decision-making could also apply to risk
identification: track real time information. build multiple alternatives into the decision-making process, rely on the
advice of skillful managers: consensus is desirable, but delays are worse, and integrate your decision choice with
other decisions and tactical moves.
9 Although Alon and Martin (1998)  did not use a political system approach in their assessment of PR, they identified
various symptoms. i.e. systems, which may influence the formation of risk.
10 A survey by consultancy firm Grant Thornton found that two-thirds of businesses interviewed thought that the
impact of the Iraq war would be negative due to the unpredictable nature of war and its adverse impact on business
growth, The airline and travel industries expressed the highest sense of vulnerability. (7712 Scotsman, April  14,2003.
21) A survey by the Jones Lang LaSalle Group ofAustralian retailers found that 90% of respondents believed that
the Iraq war will have a negative impact on their businesses. Retail sales were down  13% in the first quarter of 2003
when the survey was conducted. ( 77,e Australian Financial Rei·teit·, April 3.2003.57)
i i For example, the implosion of the Zimbabwean political system had a contagious affect on the South African
economy and its attractiveness to foreign investors. (Van Wyk. Dahmer & Custy, 2004)
n A forecast by the World Economic Forum (WEF) defines global  risk as asset damage, loss of human life and/or
negative impact on aggregate global GDP growth. The WEF identifies a spike in the oil price as a risk with a high
severity and a very high likelihood. The continuation of terrorist attacks has a low severity, but a high likelihood.
Increased health pandemics are regarded as risks with both a high severity and a high likelihood. (Wal/Street
Journal, January 30,2006, A2)
0  The EU ban on the import of hormone-treated beef is a case in point.  See the short case study in Hill (2006:209).
I 4 See: Venezuela to seize "idle" firms. BBC News. httr://www. newsvote.bbc.co. uk, downloaded on September 6.
2005. Venezuela politics: Chavez posed to take control of banks. EIU Viewswire. http://www.Rewswire.com.
downloaded on September 6,2006.
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lf Demands in the USA by the medi  NGOs and some members of Congress that oil companies should pay a wind-
fall (discriminatory) tax for charging high prices at the pump despite high profits ( in the aftermath of Hurricane
Katrina) is an example ofa politicized event Ifbills are introduced in Congress to that effect, it will indicate the
deterioration of event into a threat to profitability.  ( IVa// Street Journa/, February  1, 2006. A 14 )
16 Chinese firms have been fined for violating the trademarks of Starbucks. Hennessy (Cognac maker) and Ferrero
Roche ( chocolate maker): counterfeiting the brands of luxury products such as Burberry. Gucci and Prada. and
misusing the domain names ofWal-mart stores However, the US Trade Representative Office regMds piracy as still
rampant in China due to poor law enforcement.  ( 1Fa// Street Journa/. January 27.2006. A2)
17 These arguments are based upon the general arguments in the make-or-buy decision
18

Bradley (1977) points out that of the  114 US manufacturing affiliates that have been expropriated since  1960.
none sold more than 10% of its outputs to partners
19

According to Bradford (2005). international firms favor global instead of country-based PR insurance in order to

aggregate risk exposure. Commercial or compensation PR insurance has become more competitive in terms of
premium rates  and in terms of coverage. Even in areas with high risk exposure, insurers such as Chubb & Son and
Lloyds of London, are providing coverage mining companies operating in Africa to meet rising mineral demands in
China. and MNEs building facilities and infrastructures in the oil and gas industries in the Middle East.
20 See discussion on external risks to the global supply chain in the chemicals industry. (Van Wyk & Baerwaldt.
2005)

2'  In Colombia. a corsortium of coal mining companies hired paramilitary forces to protect the rail link between
extraction facilities and the port of Puerto Bolivar against terrorist attacks. Lloyd's List. September 23.2003: 14
However. transference may create new risks. UNOCAL transferred its security and labor needs to the Myanmar
military for the construction of the Yadana Natural Gas Pipeline Project.  As a result. human rights groups filed
several lawsuits on behalf of villagers against the company for human rights abuse based on allegations of slave
labor. UNOCAL settled by compensating plaintiffs for an undisclosed amount. UNOCAL. Background: The Yadana

Qroject and the activist lawsuits. downloaded from www· unocal.com.
-- To counter demands for raising a windfall or discriminatory tax against oil companies for charging high gasoline
prices despite high profits. Exxon Mobile placed advertisements in US newspapers. The company claims that the
earnings of the oil and natural gas industry at 8.2% for the third quarter of 2005. is lower than that of other industries
such as pharmaceuticals and biotechnology ( 18.5%) and banking (18%). Exxon Mobile also argues that  it paid
$11.8bn in federal and state taxes in 2004 iallile the firm's earnings in the  USA for the same period were $8.2bn.
(11'a// St,·eet Joli,·nal.  January 30,  2006, A6)
13 Pfizer.  the  pliarmaceittical manufacturer, developed its own network of informants and private investigators to
collect information about the manufacturing of fake drugs in China. Pfizer then hands over the information to
officials in the Ministry ofPublic Security, with whom the firm has developed personal relationships. As a result,
the Ministry of Public Security arrested twelve counterfeiters and seized 440.000 fake  pills valued at  $4.3m. C Wall
S/ree/ Jo11,·na/, January 24,2006. A l  & A 1 2) .
14 In this study for a literature review of such instinitional variables, see chapter titled "Risk and Foreign Direct
Investment in Emerging Markets-
Chapter 2„
-  See also Chapter 3 where pandemics are identified as external risks to global supply chains.
26 The terms "epidemic" and -pandemic" are used interchangeably Both terms entail the rapid spread of a
contagious disease to large numbers of people in a country or a number of countries.
17 The following points have been summarized in Figure 4, Chapter  1. Political Som·res OfInte,·nationa/ Business
Risk.

38 For a discussion of the terminology of the political system. see Chapter  1. Pohtical Sources ofhlternational
Business Risk.
29 BBC News. Global spread of HIV http://news.bbc.co uk.
30 According to the OECD (2004/2005), women in developing countries such as South Africa are more physically
susceptible to HIV infection: their partners are frequently engaged in highly risky sexual behavior. women are often
forced to have sex. and women have little personal choice to remain abstinent or use contraceptives
3' All statistics were quoted from SAIRR (2004).
3' See http://www.hivan.ore.za
33 The same report mentioned another incidence related to Apartheid's lack oflegitimacy Dr Nicky Padayachee. a
epidemiologist with the South African Health Workers' Congress a professional body associated with the ANC.
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stated, "The government isn't credible in the toHnships. Even when the government has made a contribution, it's
been minimal.-
34 Table  1  and its discussions rely heavily  on the comprehensive analyses of Sherman & Oakley ( 2004) and Halbert
(2002).
35 This includes placing South Africa on the US s Special 301 Watch List for countries that disregard intellectual

 roperty rights of US firms
6 See, http://www.tac.ore.za.

37
See  discussion in Chapter  1.  Political  Som·ces  of International  Btisiness  Risk.

38 The reader may wish to refresh the political systems terminology discussed in Chapter  1. Political Sozirces Of
International Business Risk.
30

The Department of Labour used the Doyle Model  ofActuarial Projection developed by Metropolitan Life &
Insurance Company.
40 These statistics were compiled by SAIRR (2005a).
41 See Investors Report. http://www.anglovold.com/subwebs/InforniationForinvestors/ReportToSociet,/05.
42 The electoral system - proportional party system - is dominated by party loyalties not geographical
constituencies. which means that there is no direct accountability by representatives to voters, many living with
HIV/AIDS.
43 For discussion see, http://www.aegis.com/news/ar/2001/REO 1 1009.
44 According to AVERT. an international AIDS charity.  in Uganda.  51% of HIV+ individuals are under treatment
coverage while only 21% are receiving drug treatment in South Africa. Avert (2006).
45 These programs often had other adverse impacts such as the downgrading ofHIV/AIDS to a health rather than a
social problem, alienation of stakeholders and foreign donors, and the failure of the Department of Education as a
behavioral change-agent due to the high incidents of sexual abuse at schools,  the high HIV infection rate of teachers
and insufficient human resources to provide life-skills education. For detailed examples of the political system's
socialization dysfunction. see De Souza (2002). http://www·.avert.orit/aidssolithafrica.htm,
http://www.cadre.org.za/BAC/bac.html.
46 Statistics compiled by SAIRR (June 2006).
47 Two provinces, Guateng and Mpumalanga with the highest HIV infection rates, failed to spend all the money
allocated to them in conditional grants to fight the epidemic in 2002/2003. Guateng spent only  50% of its allocated
funds while Mpumalanga spent only 38% (SAIRR, 2004a)
48 Another glaring example of the gap between verbal and physical action is the admittance of fonner Vice President
Jacob Zuma in Court that he had unprotected sex with a known HlV+ partner, During his tenure as Vice President.
Zuma served as Chairperson of the National AIDS Council and the Moral Regeneration Campaign. (Van der Vliet,
2006:5-7)
49 See Laws that Protect People Living with HIV/AIDS, http://www. labourprotest.co.za/hiv  aids)legislation.htm.
Philips (2004).
50

Dr. Rabinowitz, a physician, was MP for the Inkatha Freedom Party when she wrote this report.
5 1 The exception is the financial sector which employs more skilled workers, but has experienced an increase in

 perations risk.
- The prevalence rates are  18.4% in Kwazulu-Natal, 16% Guateng. and 4.4% in the Western Cape. ( SAIRR.

2004c).
53 The US National Intelligence Council (2000) estimated that productivity for Southern African would fall by 5%
and profits by 6% to 8% due to the rising costs of HIV/AIDS, notably absenteeism, health and insurance payments,
and recruitment and training costs.
54 Intellectual property rights impairment will be discussed under the Reputational Risk section.
„--  According to Health InSite. a consultancy firm, the present value of a HIV+ employee to a company ( including
health care. productivity. replacement, death and disability benefits) could be as high as five to seven times the
employee's annual salary. (Financial  Mail ( SA), December 6,2002: 74)
56 BBC News, AIDS hits South African profits. http://newsvote.bbc. co. uk.
57 BP has changed its name to Beyond Petroleum
38 According to the SABCOHA survey sample. the skills distribution of the labor force in financial services  is  39%
highly skilled. 43% skilled and 18% semi- or unskilled.
59 The impact of HIV/AIDS on suppliers per se has not been investigated. Under Black Economic Empowerment
(BEE), the government's board-based affirmative action program for industry, companies will be expected to buy
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more from Black oz#ned suppliers. This may mean that companies will come under pressure to extend HIV/AIDS
intervention programs to suppliers in the future
60 The SRI is inline with the Second King Code on Corporate Governance. a government commission of inquiry
61 All these statistics quoted in SAIRR (2004)  294-295.
62 The latest available unemployment rate (expanded definition) is 41%. C SAIRR. 2005b) The proportion of Africans
living in poverty in South A frica has risen from  50% in  1996 to 61% in 2004
63 In South Africa. a large company is defined as having more than 500 employees. a medium size company has
between  100 and 500 employees. a small company has between 50 and 100 employees. and a micro company has
less than 50 employees.
64 For detailed outlines of the HIV/AIDS programs financed by large firms. see http://www. businessfightsaids.org,
http://www. bl).com: httn://www. hivan.ora. za
65 Save the Children, an initiative by international NGOs. provides ('hi/dhood Challenges  - A  Toolkit for A ctionfor
H/FAIDS At»cting Chi/oren. This guide is aimed at managers to assist them in corporate citizenship duties. This

guide is relevant in South Africa where there are one million AIDS orphans plus another nine million children living
in infected or sick families htti)://www hivanorg za
66 See discussion of risk management in Chapter 1. Poluical Sources ofinternational Business  Risk.
67 Statistics quoted from South African Reserve Bank Quarter/,· Bidletin. Marcy 2004: 102-103
68 Some firms employ the practice of"shadowing" in which two. or even three workers. are trained to perform the
same duty  in an effort to maintain productivity in the face of absenteeism or mortality due to HIV/AIDS related
illnesses
69 Intervention programs include education, provision of medical  aid & life insurance, pension and death benefits,
and counseling.
70 Details about Eskom's pro am were quoted by llie Mercim' Bi,smess Report, June 10.2002 and placed on the
website sponsored by the Centre for HIV/AIDS Networking. http://www.hivan.ore.za.
71 For statistical detail  for risk assessment. see SABCOHA (2005), especially Figures 20.21  and 22.
72

Sunday  Independent,  August 25.2002.
73 77,e Star (SA), September 16. 2002, reprinted in http://www. hivan.org. za
74 This will  be a practical approach since the government only provides approximately 40% of health services while
the private sector provides the rest.
75 Fears for unfair dismissal of HIV+ workers are unfounded since the infected worker is well protected under South
African law. Furthermore, political scientists often view HIV/AIDS in a societal rather than individual manner. For
instance,  it  may be viewed  as a threat to national security.  Elbe  ( 2006) cautions  that the pandemic  is not exclusively
a security issue. but rather a security issue in addition to also being a health issue. a development issue, an economic
issue. a social issue, a political issue and a gender issue.

Chapter 3
76 This study is a revision of a published article entitled "External Risk  and the Global Supply Chain in the
Chemicals Industry". (Van Wyk & Baerwaldt, 2005).
77 In response to the 9/11 terrorist attack. the MIT Center for Transportation and Logistics set up a "supply chain
response to global terrorism" project The project examines the response to terrorist attacks from several different
perspectives: the manufacturing and distribution industry. risk management and insurance industry. and the USA

Bovernment. htto://web.mit.edit/scresnonse.
'8 Global Top 50. CENEAR 79(30). July 23, 2001: 23-27.
79 Based on model of Elkins. Handfield, Blackhurst & Craighead ( 2005) with external factors added
80 As outlined in "Political Sources of International Business Risk". risk formation deals with conditions of
environmental uncertainties that may lead to business or strategic risk. Business risks are real-world activities (i e.

 overnment policy) which adversely impact on the profitability of a firm.
Haimes ( 1999) identifies a number of infrastructure risks, including will ful attacks. adversarial hazards. natural

disasters. and poor maintenance and upgrading.
82 Bier. et al ( 1999) classified natural disasters as extreme events, i e events with low frequency, but high severity

impact.
83 See the discussion on the sequential  flow of risk formation in 'Political Sources of International Business Risk"
s4 Transportation and Distribution. 43( 7),July 2002:  20.
85 See Fact Sheet, www. cbp. gov. March 8.2004.
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86 See Statement: ACC enhances security at 2,040 chemical facilities (April 26,2005).
http //www.americanchemistrv.com/s acc/bin.asp?CID=206&DID=820&DOC=FILE.PDF.
87 According to Chopra and Sodhi (2004). delays may be caused by factors such as poor quality outputs at supplier
plants. high levels of handling or inspection during border crossings, and changing transportation modes during
shipping Disruptions are less predictable, but are more damaging since they may cause a halt in the flow of
materials and products. Disruptions may be caused by extreme events. natural disasters, labor strikes, fires, terrorism
and war.
88 The distinction between hard and soft costs is SC terminology suggested by Wilbert Baerwaldt. supply chain
manager with Duni.
89 The industrial disaster at Union Carbide's chemical plant in Bhopal, India in 1984 caused almost 20,000 deaths
and nearly 200,000 people were exposed to poisonous gas. The company paid $47Om as a liability settlement.
 arma

& Varma, 2005)
See. endnote 4. In Table 4, withdrawal and avoidance policies were excluded since SC improvements require

£roactive actions.Federal Document Clearing House. Congressional Quarterly Testimony, April 27,2005. Testimony by John S.
Corzine, US Senator.
92 Transportation cost exceeds production cost as a share of total cost,
93 According to Varma and Vanna (2005), the Bhopal disaster occurred due to cronyism, poor location. careless
handling of toxic chemicals, failure of safety devices, shoddy maintenance, and callousness towards early warnings.
94

See, American Chemistry Council (ACC),
http://www.americanchemistrv.com/s acc/index.asp?CID=10&DID=13; European Chemical Industry Council
(CEFIC). htto://www.cefic.be/.
95 The EU has also adopted new regulations for shipping hazardous goods: increased shell thickness is mandated for
every new built barrel in 2005. For carriers, payloads may drop, while purchase cost and operating cost (shorter
working week for drivers) increase. Carriers will be compelled to maintain customer service at the same level

 espite diminishing profits.
A poignant example of effective preparedness arose from 9/11. Morgan Stanley successfully evacuated 2,700

employees from 22 floors in the World Trade Center ( 12 were killed). The company had conducted its own full-
scale evacuation drills prior to 9/11 and provided all employees with a copy of a detailed emergency plan, which had
been fully rehearsed.
Chapter 4
97 FDI also has cost implications for host countries. First, host countries may worry that FDI may lead to a loss of
national sovereignty and autonomy, i.e. foreign parent companies, with little commitment to the host country and
over which the host government has little control. will make key decisions regarding the host countries' economy
and strategic industries. However. with the growth of globalization, the benefits of FDI will likely exceed its costs
for host countries. (Kuttner, 1996) Second, subsidiaries of MNEs, with greater economic power. may drive
indigenous companies out of business and allow the MNEs to monopolize the market.  Once the market is
monopolized, the foreign MNE may raise prices above those that would prevail in competitive markets, with
harmful effects on the economic welfare of the host nation. In general, while FDI  in the form of green-field
investments should increase competition, FDI in the form of acquisitions may result in monopolies. For example,
Hindustan Ltd., the Indian subsidiary of Unilever, acquired its main local rival, Tata Oil Mills, to assume a dominant

 osition in the bath soap (75%) and detergent (30%) markets. (United Nations, 2002)
For an excellent, but parsimonious overview of FDI theories, see Dunning (2000). particularly Table 1. His

tabulation highlights the following:  ( 1) definitions of the five main theory streams. i.e. industrial organization. firm,
trade, location and finance. (2) The important schools of thought within the five theory streams. i.e. theories of
location include internationalization. clustering and agglomeration. exchange rate, knowledge enhancing and spatial
transaction costs.  (3) A time line of scholarly contributions to theory accumulation. ranging from the 1960s to the
new millennium. and (4) Influence links between theory builders. For additional analyses of FDI theories see: Aliber
(1970).Froot & Stein (1991). Grosse & Trevino ( 1996). FDI theories  are also closely linked with theories of MNEs
(Calvet, 1981).
99 NIE. according to Harris, Hunter & Lewis (1995), focuses On the intersection of institutional environments and
firms which results from market imperfections. Institutions provide the rules-of-the-game that structure societal
interactions, a firm's actions are bound by such rules. (North,  1990) N[IE is concerned with the reduction of costs
associated with transactions, i.e. those related to FDI decision-making and implementation. This perspective
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emphasizes that firms incur costs when they undertake business transactions. i.e. the cost of obtaining information,
and writing and enforcing contracts. According to NIE. firms are a particular form of organization for administrating
transactions between one party and another. (Grosse & Trevino. 2005) Firms exist because they may be able to
reduce the costs of negotiating and enforcing terms and conditions of exchange. relative to market transactions
(Coase. 1937) Under the managerial-choice approach of NIE, managers employ a transaction-cost-economizing
calculation when making contractual decisions ( Walker & Weber.  1984 1 It appears  that NIE falls within the ambit
of internalization theory'M For example, the G7 - USA, Canada Japan, UK, France. Germany and 1taly - all share a market economy and a
democratic form of government
m  This is an interesting causality issue but falls outside the scope of this study. Contingency factors,  such as culture.

r ional location
and country size, may play a role in political-economic liberalization

- See Appendix 1
103 See discussion in chapter on Political Sources of International Business Risk
104 Butler & Joaquin's assessment that political risk in host governments is too state-centric and an under estimation
of the risks posed to international business by interest groups  such  as labor unions, terrorist organizations. trade
associations of host country-based competitors. and NGOs. For country examples of the adverse impact on a firm's
profitability, see Table  1 in "Political Sources of International Business Risk"
105 In this study. control variables such as inflation. currency valuations and market size have been included.
106 The authors define opacity as "tile degree to which there is  a lack of clear, accurate. easily discernable and widely
accepted practices governing the relationship among businesses, investors and governments". (p. 40) The Opacity
Index draws upon 65 objective Variables from 41 sources compared across 48 countries. Each component ofopacity
- corruption. efficacy of the legal system. deleterious economic policy. inadequate accounting and government
practices, and detrimental regulations - is rated separatelh and the component ratings contribute to an overall
opacity rating The overall rating is used to assign an interest-rate premium or discount derived from doing business
in a given country as compared to doing business in the USA.
107 For example. The African Growth Opportunities Act (AGOA) provides tariff-free access for African textile and

agricultural products to the US market for those African countries that meet acceptable standards of democratic
governance.  See. httn //www.agoa.gov/aeoa   leeislation/a,zoa lewislatioii.html. Membership of the WTO and
numerous Free Trade Agreements (FTAs) imply members' adherence to economic liberalization However.
adherence to democratic governance is not a prerequisite to such membership. To qualify for EU membership.

applicant countries must meet both free-market and democratic standards. Free-market standards include

privatization of state assets. deregulation of markets, restructuring of industries and control  of inflation. Democratic
standards include democratic government, protection of human rights. and the incorporation ofEU laws into
domestic legal codes See, http://www. europe.eu. int/comm/enlargement/index.htm.
108 Market size, rather than market growth, is more commonly used as a control variable In empirical analyses. the

impact of economic growth on FDI inf'lows in host countries, have produced mixed results In studies of China.  Wei

(2000) and Peng (2000) found that GDP growth is a strong driver of FDI inflows. In contrast, Zhoa (2003) found
that GDP growth only had marginal impact on FDI in China.
'  Hyperinflation in emerging markets is the extreme manifestation of this concern. Hyperinflation may be defined
as cumulative inflation in excess of 100% over a three year period. The danger for investors is the problem of
"disappearing assets"   I f the current inflation rate was used. the depreciation would be understating relative to

replacement costs. profits would be overstated in real terms. and the book value of plant and equipment would
eventually nearly disappear from the balance sheet as its value diminished in reporting currency terms. (Eiteman.
Stonehill & Moffet, 2001) In Israel  in  1982. most transactions were made in US dollars to alleviate triple-digit
inflation. Holdings in US dollars, instead of devaluated Israeli Shekels. were the best hedge against eroding
purchasing power. (Tausig.  1983)
110 Least square multiple regression models have normalized variable ranges which provide a common scale. Simple
comparison of resultant slopes will indicate that independent variable  1 > independent variable 2 > independent
variable 3, etc However. without multiplying slopes with associated variable range induced net change is less
reliable
Chapter 5
"'  Firms will conduct business in host countries with high risk exposure if (1) returns are higher and (2) strategic
positioning is required for long-term competitive advantage The long-term concern in China is that market
liberalization without political liberalization may cause tension and even political instability   Pan (2003) found. for
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example. that political protests. such as the Tiananmen Square incident, had a immediate adverse impact on FDI
inflows to China
112 For an excellent summary of the benefits and disadvantages of globalization.  see Wild. Wild &  Han (2006)
11 3 The global prominence of human development as an issue area is especially linked to the Human Development
Index (HDI) developed by the United Nations Development Program ( UNDP). See, discussion below on human
development as an independent variable.
IN According to Adam Smith  {( 1776)  1976}, "no society  can be flourishing and happy of which the far greater part
of members are poor and miserable".
l I 5 A tariff reduction on imports is an example of a single issue change. Extensive economic and trade reforms to
meet the membership requirements of supranational institutions (WTO. EU,  FTAs) are examples of multiple issue
change.
116

Change agents may be motivated by (1) self interest, i e advance their own power by accommodating changing
circumstances or by perceiving existing institutions as costly to their own interests. (2) appropriateness, i.e. Busza
(2002) found that historical tradition, particularly support for democratic practices, affects leaders' preference for
institutional change and for particular types of institutions: and (3) a process of learning, i.e. interaction with the
changing environment will determine the direction and extent of institutional transformation.
117 According to Stapenhurst ( 1992). political risk assessment, whether made or bought,  is now an essential policy
for most MNEs.
118 Political scientists have since then made considerable contributions to International Business theory. See, Brewer

C 1993). Boddewyn & Brewer ( 1994), and Howell (2003).
119 According to Lundberg (2004).  constructs are ideas without observable referent.  they are inferred from  what may
be observed. However. analysts can not easily agree with precision in verifying such constructs. Concepts may be
observed directly in their factuality verified by two or more independent observers. Concepts assist in clear thinking
as well as clear communications because there is little doubt about their meaning. A variable is a concept that varies
in some observable or measurable way.
120 Such government policy changes may be brought about by nationalism ( demand for sovereignty over national
resources and assets, anti-foreign attitudes). socialism (greater state intervention in economy), and authoritananism
(predatory regimes which extract more from the economy as self enrichment for corrupt politicians or patronage
payment to secure political survival).
121 For a comprehensive listing of political risks, see Table 1, Political Sources of International Business Risk.
122

Gun· ( 1968,1979) argues, that as the gap between societal group value expectations and its value capabilities
wi(lens, the potential for violent behavior increases.
123 Despite its successes, the WTO has failed at its meetings in Doha and Cancun to remove trade barriers in
agriculture and to protect intellectual property rights. In dispute resolution, members often upheld protectionism.
rather than free trade even in the face of retaliatory measures by aggrieved countries. See, http:/twww. wto.org/
12.4

See, Foreign Policy & A.T. Kearney ( 2004). Measuring globalization: economic reversals, forward momentum.
Foreign Po1icy March-April: 54-69.
125

In 2000, global merchandise exports reached $6.2 trillion, an increase of 12.5% over  1999.  ( WTO Press Re/ease,

October  19.2001) The growth of trade (volume of exports) exceeded growth in world output (GDP) three-fold in
2002.(A Survey of Capitalism and Democracy, The Economist, June 28.2003: 4-7)
126 See, KROLL Risk Consultancy, niw.krollworldwide.com. Check Point Softward Technologies,
http://www. checkpoint.com.
127 High income countries GNI/per capita > $6,000, median GN1/per capita $19,570, Middle income countries
GNI/per capita $1.500-$6.000. median GNI/per capita $2,960. Low income countries: GNI/per capita < $1.500,
median GNI/per capita $450. World Bank Development Indicators, http://www. intemetworldstats.com.
128 See Comprehensive list of political risks in Table 1. Political Sources of International  Business Risk.
129 The idea of economic freedom finds resonance with North's ( 1990) position that economic rules define property
rights, i.e. the bundle of rights over the use and the income to be derived from a property.
130

Macro-political risk affects all foreign-owned enterprises in the same way. Micro-political risk affects particular
industries or individual firms. (Robock,  1971)
"'  In 2000, the UN General Assembly issued its Millennium Declaration of Human Development Goals which
includes the following HDI objectives: eradication of extreme hunger and poverty, achieving universal primary
education, promoting gender equality and empowering women. reduce child mortality. improve maternal health,
combat HIV/AIDS. malaria and other diseases. improve sustainable access to safe drinking water and sanitation. and
aid and trade reforms with special treatment for the poorest countries.
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132 The inclusion of human development as an explanatory variable was inspired by the work of Akhter (2004) who
established significant relationships between economic freedom and bureaucratic corruption. on the one hand. and
human development. on the other hand Some lateral logic justifies at least an investigation of the potential links
between human development and political risk

1 33 The terms internal war, civil strife, armed conflict and civil war refer to a domestic conflict betweeWamong

groups within a state
134 For a discussion of outputs and capacities of the political system and regime legitimacy. see Political Sources of
International Business Risk
135

For example. in Equatorial Guinea, less than  10% of $700 million in oil revenues found its way into government
accounts. Also, in countries such as Botivia and Ecuador. conflicts regarding the control of natural resources have
become a focal point for disadvantaged indigenous groups which have been deemed politically powerless by
unresponsive governments.  (UN.  2005)
136

For examples of such political risks see Table 1. Political Sources of International Business Risk
137 The panel includes the following 29 countries: Argentina. Brazil, Chile, China, Colombia. Ecuador. Egypt,

Hungary. In(liz Indonesi4  Iran.  Israel,  Republic of Korea. Malaysia. Mexico. Morocco, Nigeria. Pakistan. Peru.

Philippines, Poland, Russi& Saudi Arabia, South Africa. Thailand. Turkey, Ukraine, Venezuela, and Vietnam.
138 Market size is expected to have an inverse relationship with PIUSK   For the measurement of market size, GDP in
US dollars pa is used from the UN World Development Indicators.
I 39 Least square multiple regression models have normalized variable ranges which provide a common scale. Simple
comparison of resultant slopes will indicate that independent variable  1  > independent variable 2 > independent
variable 3, etc. However, without multiplying slopes with associated variable range induced net change is less
reliable.
140 A more common measurement is the Human Development Index of the United Nations (HDI) However. the
HDI is only measured every second year making it unsuitable for an annual time series analysis.
Conclusion
141 Institutional voids refer to the scarcity of intermediaries between potential buyers and potential sellers which may
be acute when businesses and host governments dispute ownership of resources. (Williamson.  1985)
142 Events datasets are especially associated with the analysis of foreign policy behavior in Political Science. These
datasets. such as WEIS and COPDAP, identify discrete events in the relationship between states ( Kegley.  1980,

Hermann, Kegley & Rosenau,  1986)

Nederlandse Samenvatting (Dutch Summary)

Inteniational Blisiness heeft het karakter van een Januskop dat zowel negatieve als positieve

ontwikkelingen laat zien. Risico weerspiegelt het negatieve facet van hiten,ationa/ Blisiness.

Internationale handel en investeringen brengen kansen met zich mee en vormen het positieve

facet.

Risico heeft in de globale economie betrekking op die activiteiten die de winstgevendheid van de

onderneming in gevaar brengen. West en Hamel (2005) omschrijven het laatste decennium als

een turbulente periode voor internationale investeringen. Deze periode wordt gekenmerkt door

economische teruggang. politieke instabiliteit en financiele crises. Aanzienlijke financiele crises

in Mexico. Oost-Azie. Rusland en Argentinie remden de groei van de wereldeconomie en
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schrokken investeerders af om met durfkapitaal te participeren in sommige opkomende markten.

Internationale conflicten, zoals de terroristische aanslagen in New York, Madrid en Londen en

de oorlog in Irak. zorgden voor een dating van het consumentenvertrouwen en de economische

groei. De olieprijs is sinds de eerste Golfoorlog voortdurend gestegen en heeft recent een piek

laten zien. die voornamelijk werd veroorzaakt door politieke instabiliteit in olieproducerende

landen als Nigeria. Saoedi-Arabic. en Venezuela. HIV/AIDS geselt nog steeds de wereld. en ook

de dreiging van pandemieen als SARS en de vogelgriep. zorgen voor een verlies van

intellectueel kapitaal en andere operationele risico's.

De positieve kant van de Januskop omvat de kansen die ontstaan in de globale economie. De

globalisering van markten en productie. die gestimuleerd wordt door de liberalisering van wet-

en regelgeving met betrekking tot internationale handel en investeringen, heeft ervoor gezorgd

dat internationale handel en grensoverschrijdende investeringen zijn toegenomen (He et al.,

2007). Deze ontwikkelingen werden in het bijzonder gevoed door de hoge groeivoet van de

Amerikaanse economie en de opkomst van China als een groeimarkt. Internationale

ontwikkelingen als het wereldhandelsoverleg. de Europese Unie. NAFTA en andere

ontwikkelingen met betrekking tot vrije handel. hebben ervoor gezorgd dat er internationale

spelregels zijn ontstaan. Dit vergemakkelijkte de internationalisering van bedrijven, het openen

van nieuwe markten en de opkomst van het vrije-markt denken in landen die in het verleden een

planeconomie hadden dan wel excessieve overheidsinterventie.
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Ondanks de kansen voor winstgroei. is het nog steeds zo dat internationale bedrijven

geconfronteerd worden met een waaier aan externe risico's die kunnen zorgen voor onverwachte

kosten en een lagere winst dan verwacht. Deze risico's komen voort uit:

(1) de toename van regelgeving als gevolg van nationale druk voor protectionistische

maatregelen in zowel ontwikkelde als opkomende landen:

(2) onvoorspelbare politieke veranderingen in onstabiele democratieen waarbij

overheidsinterventie ten koste gaat van privatisering en vrije toegang van internationale

bedrijven, en;

(3) het groeiend dispuut tussen ontwikkelde en opkomende landen als het gaat om intellectuele

eigendomsrechten (piraterij)  bij de laatste en landbouwpolitiek (protectionisme) bij de eerste.

De analogie van de Januskop geeft de context van risico in international business weer alsmede

de positionering van de vijf essg,s in dit proefschrift. De vij f essm,s worden tevens in een

onderzoekscontext geplaatst.  In het invloedrijke werk van Kobrin (1979) - nu bijna dertig jaar

geleden - worden vijfuitdagingen geformuleerd met betrekking tot onderzoek naar politieke

risico's:

1) empirische analyse van de condities waaronder en het proces waarmee politieke

gebeurtenissen inte,7,ational bitsiness bernvloeden:

2) meer kwantitatieve informatie over de effecten zelf;

3)  additionele en meer systematische studies met betrekking tot de beoordeling en waardering

van de politieke omgeving van multinationale ondememingen:

4) grondige gevalstudies. en;

5) interdisciplinair onderzoek.
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De vijf hoofdstukken  in dit proefschrift belichten de diverse aspecten van de door Kobrin

(1979) geidentificeerde uitdagingen.

Hoofdstuk 1 schetst het bredere kader waarbinnen dit proefschrift zich ontvouwt middels een

study van de politieke bronnen van internationale zakenrisico's. In dit essay worden riscios

geanalyseerd vanuit een sequentieel vormgevingsproces. Het in dit essay ontwikkelde raamwerk

is gesteund op enerzijds de managementtheorieifn omtrent risico en anderzijds het politiek

wetenschappelijk perspectief op risicomanagement.

Hoofdstuk 2. "HIV/AIDS as Business Risk: A South African Case Study" gaat ten volle

in op de door Kobrin gestelde uitdagingen. Het in Hoofdstuk 1 ontwikkelde raamwerk

wordt gebruikt bij het analyseren van de HIV/AIDS epidemie als mogelijk zakelijk risico.

De keuze van Zuid-Afrika als focus in de analyse wordt mede ingegeven door de enorme

omvang van de epidemie in dit land. De politisering van deze epidemie in het Zuid-

Afrikaanse politieke systeem stelt de nationale en internationale zakenwereld bloot aan

diverse risico's.

Hoofdstuk 3 - een case study van de chemische industrie - behandelt de invloed van

externe risico's op de global supply chain. Middels een geintegreerde studie van de supply

chain worden diverse risico's: (1) geYdentificeerd, (2) de gevolgen ervan in kaart gebracht,

alsmede (3) aanbevelingen voor risicomanagement geformuleerd.

De essays in de eerste drie hoofdstukken belichten de gevolgen van risico's m.n. een

vermindering van de winstgevendheid van de onderneming. Het belang van risicomanagement

alsmede diverse methodes van risicomanagement worden besproken. Het pro-actief beheer van
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risico's wordt geanalyseerd op twee niveau's: het strategische niveau en het operationele (policy)

niveau.

In Hoofdstukken 4 en 5 ligt de klemtoon op het empirisch interdisciplinair onderzoek.

In beide studies wordt een data set van cross-sectionele (cross-country) tijdreeksen

geanalyseerd middels een multivariaat polynomiaal model. Steeds wordt een

interdisciplinair perspectief gehanteerd. De in het onderzoek geintroduceerde variabelen

worden ontleend aan de managementwetenschapppem, de politieke en sociale

wetenschappen, institutionele theorie en macro-economie.

In Hoofdstuk 4 wordt nagegaan wat de invloed is van diverse variabelen - dus incl. risico -

op het niveau van directe buitenlandse investeringen (FDI).

In Hoofdstuk 5 wordt een analyse gemaakt van de invloed van institutionele veranderingen

op het politiek risico binnen ontwikkelingslanden. Met andere woorden. politiek risico wordt in

dit essay gezien als een afhankelijke variable. De gemaakte analyse is geheel consistent met de

door Kobrin geTdentificeerde condities waaronder en processen waarmee politieke risico's

ontstaan.
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