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Internat ional Bus ines s and Pol it ics
1

" In our Op inion , the mos t chal lenging is sues fac ing MNCs

are those created by social -pol it ical

(Cit ibank [1 2]
"Thus the future Amer ican Bus iness wi l l require the highes t
degree o f s ens it ivity to the pol it ical framework in which
it func t ions and to the great coming changes in the World
pol it ical process .

"

(Kis s inger [32]

While the pol it ical environment has always been an important factor in

internat ional bus ines s , it has rece ived increas ing attent ion from both s cholars

and prac titioners in recent years . This higher level of pol it ical cons cious

nes s re flects both the internat ionali za tion o f product ion and pos t-war changes

in the structure o f soc io/economic relat ionships .

Mos t uninat ional firms are managed by local cit izens who have an intui
-

t ive unders tanding o f domes t ic pol it ics . Al though they cer tainly make serious

'

error 8 , they typical ly know" how the sys tem works and how one relate s to i t .

In addit ion , while domes t ic pol it ics are impor tant
,
the pol it ical sys tem

(and that o f many o f the other maj or cap ital expor t ing countries ) has been

quite s tabl e in the past . Even though succeed ing adminis trat ions may express

di fferent views about the private s ector
,
actual changes in pol icy have tended

to be those o f degree rather than kind .

When the firm expands internat ional ly
,
i t faces pol itical ins t itut ions

and pol it ical risks not encountered by it s uninational counterpart s “ Given

the need to conduc t s imultaneous operat ions in a l arge number o f dif ferent en

vironments , managers can no longer rely on an intuit ive unders tanding o f pol i

t ics . Indeed
,
the impl ications o f s imilar

"

T e a m
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events may di f fer markedly from country to country . S econd
,
many pol itical

systems in which the firm operates may be a good deal les s s tab le than that

o f the home country : abrupt changes in pol icy may occur relat ive ly frequent ly

and el ic it l it tle surpr is e . Thus , the manager venturing abroad may perce ive

pol it ics as both more important ( in terms of achievement o f the firm's oh

j ect ives ) and more di f ficul t to deal with .

There has al so been a tendency in the pos t-War era towards increas ed

pol it ic izat ion o f the economic and soc ial sphere s . .The vas t maj ority of

government s now accept some respons ib il ity for the soc io- economic wel fare

of their cit izens and the need to execute pol icy to ach ieve that end . Further

more , the mixed economy with some degree of direct government part icipat ion

in economic act ivity is now clearly the norm . Thes e tendenc ies are obvious ly

related to the po l it ical mobil izat ion o f large segments of the world 's pcpu

l at ion result ing from the almos t ub iquitous penetrat ion o f mas s communicat ions

increas ingly pervas ive mas s educat ion and urbanizat ion . There is broader

part icipat ion in nat ional pol it ics and greater "pol it ical" invo lvement in
"economic" act ivit ies .

While there has been increas ing academic interes t in the inters ect ion

of pol it ics and internat ional bus ines s , it is s t il l a relat ively new and

loos e ly de fined field . I t would appear worthwhile to review and summarize

what has been accompl ished thus far and tolook towards future needs . This

paper wi ll at tempt to serve that end by focus ing upon one of the more sal ient

is sue areas ; the pol it ical risk as sociated wi th foreign investment . I t has

three obj ect ives : to review the exis t ing l iterature , to build upon

this l iterature by attempt ing to more precis e ly de fine the concept o f po l i

t ical risk
,
and to sugges t fruit ful d irect ions for future research .

Thus , the next sect ion wil l review exis t ing concept ions o f -pol it ical

risk and S ect ion I I I wil l discus s the subj ect in some depth and at tempt

a rede finit ion . S ect ions IV
,
V and VI wil l review aSpect s of the litera
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ture deal ing with the as ses sment and evaluation o f the impact o f the pol i

t ical environment upon fore ign inves tors . Las t , in Sect ion VI I
,
we wil l

attempt to draw conclus ions and sugges t some ques t ions in need of res earch .

While recogniz ing their importance , we wil l not deal with the manage ~

ment o f polit ical risk or with Speci fic prob lems such as nat ional izat ion .

One final caveat . Al though the paper at tempt s a comprehens ive review o f

the relevant literature , we certainly do not claim that it is exhaus t ive .



I I Pol it ical Risk

When you enter an endeavor unsuccess ful ly then the planning
was incorrect . The risk was above the gains and you s tumbl e
along

'

the S agacity , ingenuity , planning it in

volves much weigh ing , odds agains t failure
,
odds agains t gain .

"I spent much t ime in j ail . That 's why I 'm a s tudent o f the

mat ter .

"

(Doc Graham in Terke l £60]

The term pol it ical risk occurs frequently in the internat ional bus iness

l iterature . Whil e it s usage almos t universal ly impl ie s a pos s ib il ity o f un

wanted cons equences aris ing from pol it ical act ivity
,
there is certainly no

agreemen t on its precis e meaning .

Many wr iters conceive o f po l it ical risk in terms o f (usual ly hos t ) govern

ment inter ference with bus ines s Operat ions . Wes ton and S orge 's [64] de finit ion

is representat ive : "
( P) o l it ical risks arise from the act ions o f nat ional govern

ment s which inter fere with or prevent bus iness transact ions
, or change the terms

of -agreements , or caus e the confis cat ion o f whol ly or par tial ly fore ign owned

bus ine ss prOperty
’! ( p . Similarly ,

‘

Baglini [5] Carl son [ l l] H iteman

de fine po l it ical risk as governmental or sovereign inter ference with bus ines s

operat ions .

While Lloyd
'
s lfél] view is a b it broader ( circums tances changing in a way

that produces consequences for the firm) , he no tes that pol it ical r isks are

primarily a J g flect ion o f the act ivi ty of governments . and Al iber

[2] al so , at leas t impl icitly , de fine pol it ical risk in terms o f government

pol icy towards foreign investors . The former cons truct s a model bas ed upon

power el ite s and asks : "
(W) ould the challenging pre-el i te group be favorab ly

disposed towards cont inued foreign (p . The lat ter is con
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cerned with depos i ts denominated in a s ing le ,currency in several countries

and conc ludes that those which are subj ect to the regulat ions o f di f ferent

nat ional authorit ies are subj ec t to d i fferent pol it ical risks ( p . This

rather widespread concept ion o f pol it ical risk in te rms of government inter

ference with private inves tment has important normat ive impl icat ions to whifh

we shal l return in the next sect ion .

S everal authors View poli t ical risk in terms o f events
,

"
i. e . ,

pol it i

cal ac t s , cons traint s impos ed cm the firm
’

or some comb inat ion o f the two .

Green llB , 2g] direct ly equates pol it ical ins tab il ity with pol it ical risk .

Rodr iguez and Carter [2 2]concentrate on expropriation (part ial or to tal )

and exchange riskin the context o f uns table LDCs . Van Ag tmael [62] focuses

upon ins tab il ity , nat ional ization ( total and "creeping" ) and external pol i

t ical change . Hershbarger and Noerager [RI] l is t property damage
,

expropri

ation , government inter ference with exis t ing contract s
,
exchange controls

,

discr iminatory taxat ion and regulat ion .

Nehrt conce ives the inves tment c l imate as composed o f a bus ines s

c l ima te ( economic , so cial and adminis trat ive environments ) and a pol it ical

cl imate (p . He then de fines the lat ter in terms o f the risk o f nat ional

ization or expropriat ion , what may be cal led creeping expropriat ion
,
and

future d irect compet it ion from pub l ic enterpris e .



Other author s are d iff icul t to categor i ze . Brooke and Remmers for

examp le , do not d ef ine po l it ical r isk , per se , but po int out tha t the NNE i s

sub j ec t to mul tipl e pol i t ica l (and economic ) sys tems , each wi th attendant contro

and risks . Dymsza [ 14] sugge st s that because o f the interrelat ionships between

the po l i t ical , l egal , economic , and cul tural environment s a compo s ite ri sk fac to

be cons t ituted . l ink [66 ] ca t egor i zes pol it ical r i sk in terms o f event s detr
to al l bus ines s enterpris e and thos e detrimental

to fo re ign inves tors . The former are seen a s rel ated to sys tem s tabil ity , th

lat ter to hos t government pol icy . La s t , Daniel s ar al . [1 3] merel y no te that

of the maj or conc erns o f interna t ional f irms is the pos s ib i l ity tha t a d et er io ra

tion o f the pol it ica l cl imate wi ll ef fect the ir opera t ing po s i t ions (p .

Three authors have cons idered the concept o f pol it ical r isk in cons ider

ab le detail : Robock ,
Root , and Ham del and Wes t . Robock 13 67 sugges t s the

fol lowing operat ional de finit ion !

r isk in internat ional bus ines s exis t s ( 1 )
when dis cont inuit ies oc cur in the bus iness environment ,

( 2 ) when they are d i f ficul t to ant ic ipat e and (3 ) when
they result from pol it ical change . To cons t i tute a "risk"

these changes in the bus iness environment mus t have the

potent ial for s igni ficant ly a ffect ing the pro fit or other
goal s o f a part icular enterprise? (p .

The concept s o f discont inuity and d irect e ffect s on the enterpr is e are

central to Robock
'
s de finit ion . He notes that while al l pol it ical environ

ment s are dynamic
,
changes which are gradua l and progres s ive and are ne ither

unexpected nor di fficult to antic ipate do not constitute pol it ical risk . Whi le

in some cases it
,

becomes d i f ficult to draw the l ine between cont inuity

and d is cont inuity ( p . it is clearly the lat ter which provides the

bas is for po li t ical risk .

Perhaps mos t important ly
,
Robock clearly di fferent iates between pol it ical

ins tab il ity and pol it ical risk ; pol it ical fluctuat ions which do not change
,

the bus ines s environment s igni ficant ly do not represent r isk for internat ional

bus ine s s Po l it ical ins tab i l ity , depending upon how itf is de fined , is a



separate al though related phenomenon from that o f po l it ical r isk (p .

Robock also cons iders pol it ical risk as indus try or even firm spec i fic

rather than as an aggregate phenomenon . He dis t inguishes between macro

risk" where pol it ical event s resul t on cons traint s on al l foreign enterpris e

L

? e . g . Cuba in 1959- 60 ) and 3micro ri sk" which affect s only s e lected

fie lds of bus ines s act ivity or foreign enterprise s with speci fic character

ist ics (p .

Las t
,
Robock makes two other important po ints . Firs t , that the domain

o f pol it ical risk extends beyond LDC host countries toindus trial ized and/or

home countries . S econd
,
that pol it ical risks can resul t in gains as wel l as

los ses ; in insurance terminology the pos s ib il ity o f " speculat ive" as wel l as

"pure" r isks exis t s .

Root [5 0] de fines po l it ical r isk in terms o f the

pos s ible occurence o f a po l it ical event o f any kind

( such as war , revolut ion , coup d 'etat , expropriat ion ,

taxat ion , devaluat ion , exchange controls and import t e

s trict ions ) at home or abroad that can caus e a los s of
pro fit potent ial and/or as sets in an internat ional bus ines s

operat ion"

Root emphas izes the dis t inct ion between uncertainty and risk ( a dist inc
v o

tion
_

with normat ive as we l l as pos it ive impl icat ions ) , at tempts to dis t inguish

between pol it ical and other environmental r isks and develops several us e ful

taxonomies .

Pol it ical event s are di fferent iated fromsoc ial or economic events in

terms of the ir mot ivat ing force or d irect ion ; the former result from either

.
government act ion or bear on a nat ion 's pol it ical authority ( p . However

,

in a subsequent paper liljlRoot concludes that the dis t inct ion between pol it ical

and economic risks breaks down at the experient ial level as a resul t of the



interdependence of economic and po lit ical phenomena ( p . an

attempt at that d is t inct ion is made ;
"
(A) n uncert ainty is pol it ical i f i t

re late s to ( a) a potent ial government ac t or (b ) general ins tab il ity

in the political/social system" (p .

Root al so develops two useful taxonomies . Firs t
,
pol itical uncer

taint ies are categor ized in terms o f the manner in which they a ffect the

firm ; ( 1 ) trans fer uncertainty about flows of cap ital , payment s ,

‘

tech

nology , people
,

etc. , ( 2 ) operat ional uncertaint ie s about pol ic ie s which

direct ly cons tra in local operat ions
,
and (3 ) ownership/control uncertain

t ie s about pol ic ies re lat ing to ownership and/or managerial control (p .

S econd
,
Root d is tinguishes between political/economic risks as soc iated with

hos t government actions that are primar ily a response to ( largely unant ici

pated ) changes in the nat ional economy , and political/social risks which

are re lated to the hos t governments ' response to non- economic change . The

two typologie s are related : trans fer and operat ions uncertaint ie s flow

primarily from political/economic events and ownership/control from pol it ical/

soc ial .

Haendel and Wes tZ24] focus upon a d is t inct ion between r isk and uncer tainty

between the probab il ity o f occurrence o f an undes ired pol it ical event ( s )

and the uncertainty generated by inadequate informat ion concerning the occurrenc

o f such an ( p . Thus pol it ical r isk is de fined as the risk

or probab il ity of occurrence o f some pol it ical event ( s ) that wil l change the

prospec t s for the pro fi tab il ity o f a given inves tment
,

"
(p . xi ) . (They later

expl icit ly note that po l it ical risk is - both inves tor and inves tment
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The crux o f the ir argument is that informat ion in this cas e inform

at ion about the pplit ic
al environment can help br idge the gap ; i t can

enahle inves tors to convert uncertainty to risk which is , at least potential ly ,

measurable
,
insurab le and avo idab le ,

"
( p .

~We shal l pursue this

l ine o f reasoning in the next s ect ion .



I II Pol itical Risk : a recons iderat ion

In sect ion V o f this paper we conclude that international firms ' under

s tanding of the concept o f pol i t ical risk , the ir asses sment and evaluat ion of

pol itics
,
and the manner in which they integrate pol it ical informat ion into

decis ion making are al l rather general , subj ect ive and super fic ial . We would

argue that while the l iterature re flect s substant ial progres s in a relative ly

short period o f time , it s t il l does not provide an analyt ic framework which can

adequate ly contr ibute in either a taxonomic or an operat ional sens e to

improved pract ice .

As noted above , many authors s imply view pol it ical risk in terms of an

even occurring e ither in the environment ( e . g . ins tab il ity ) or at the j unct ion

o f environment and enterprise (e . g . a nat ional izat ion) , typical ly as sociated

wi th an ac t o f government , that has unfavorab le consequences for the firm .

Those who have exp lored the is sue in more depth
L
yn

-

44 , 46 , 50] clearly dis

tinguish between the pol it ical event
2
and the ac tual loss or gain to the firm .

They note that any given pol itical event may have favorable
,
unfavorab le or

perhaps no consequences for foreign inves tors depending upon its nature , the

condit ions under which it occurs , and the character is t ics o f the speci fic

inves tment in que st ion .

However , the exis t ing " s tate o f the ar t" place s l imitations on operat ion

alization in the context o f the inves tment (or t e- investment ) decis ion proces s .

Firs t
,
the phenomenon is not de fined in a manner that al lows for unamb iguous

clas s i ficat ion o f environmental events ; i .s . which are of concern and which

are not . Second , while al l of the authors mentioned directly above ( and

deal with uncertainty in terms of both environmental proces ses ( cont inuous

versus discont inuous change ) and dec is ion makers ' percep tions (uncertainty

versus risk) the two are not expl icit ly linked in a manner which facil itate s

integrat ion into inves tment decis ionmaking . Third
,
the concentrat ion on

d iscont inuous change and/or uncertainty unnecessar ily l imits the scope of

tomoreex

mhm. m



pol it ical analys is . Las t , the emphas is on the negat ive cons equences o f

government " intervent ion" entail s an impl ic it normat ive as sumption that may
b

not be universal ly val id .

This paper certainly will not resolve , or even at tempt to resolve
,
al l o f

these prob lems . However” we wil l at tempt to build upon the exis t ing literture
a

to more expl icit ly de lineate the concept o f pol it ical risk . Our ul t imate ob

j ective is normat ive ; to further develop the concept so as to al low for more

precise s tatements as to how firms should analyze and evaluate pol itics and

integrate pol it ical informat ion into the dec is ion making proces s .

This s ection wil l firs t focus upon environmental phenomena of d irect concern .

I t wil l then explore the interac t ions or links be tween the pol it ical environment

and the firm
,
focus ing upon the perception o f environmental events by decis ion

makers . Las t , the impact o f pol i t ical events upon the firm and the integra

tion o f as ses sments of that impact into decis ion making wil l be dis cuss ed .

The pol it ical environment

Al l firms interact with almos t al l dimens ions o f the environment in which

they operate . While economic , pol i t ical , social
,
cul tural , legal , and phys i

cal aspects of the environment may be analyt ically dis t inct in the mind o f

the social s c ientis t , we would have to agree with Roo t that these dis t inct ions

then to break down at the exper ient ial level . S oc iety exis ts in its ent irety ;

"The power proces s po l it ics ) is no t a dis t inct and separable part o f

the social proces s , but only the pol it ical aspect o f an interact ive whole"

Las swe ll and Kaplan p . xvii .

This mos t certainly app l ies to the two aspect s of the environment o f

direct concern , economics and pol it ics .

"In al l the pol it ical sys tems o f the

world , much o f pol it ics is economics and mos t o f economics is also pol i t ics .

What then is the di fference between the two? " Lindblom A fundamental

ques t ion is thus obvious , is there any reason to cons ider the pol i t ical en
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vironment s eparate ly ; to dis t inguish pol itical ri sk from o ther bus ines s risks

faced by the firm?

Gilp in [177, among others , has argued that in the modern world the relat ion

ship be tween pol it ics and economics is not d is t inct and independent
,
but rather

interac tive and reciprocal ; Neither economic nor po l it ical fac tors alone are

suf ficient to exp lain events [BC]. The interdependenceof economics and pol i

t ics
,
however , does no t mean that we cannot d is t inguish between them . In fact,

the dis t inc t ion may depend on one 's viewpo int ,
"Economics re fers to act ivi ties ,

which may s imul taneous ly be pol it ical act ivit ie s looked at in a particular way"

How then do we dist inguish pol it ics from economics? Pol it ics clearly in

volves power or authority , the pol it ical proces s is the shaping
,
distri

bution and the exercise o f power" [39] p . 75 . Whilewe talk o f "corporate

polit ics" or "univers ity pol it ics , we general ly ut il i ze pol it ical " in the

context o f the whol e soc iety in which we l ive . Pol it ica l l ife concerns al l

those variet ies o f act ivity that in fluence s igni ficantly the kind o f author

itative pol icy adopted for [I5] pp . 127 and 1 28 .

At this point we can conclude that we are primari ly concerned with power

or authori ty relat ionships at the societal or s tate leve l .

"In an unt idy pro

cess cal led pol it ics , people who want authority s truggl e to get it while

others try to control thos e who ho ld it" [407 p . 119 . We are concerned

wi th at tempts to get , maintain , or increase power as determinants o f events .

While actors would inc lude both the government and oppos it ion groups ( large

and smal l
,
organized or d isorganized ) , to be re levant to their act s mus t be

related to power at the leve l of the s tate .

Thus
,
we can dis t inguish between economic and po l it ical de terminants o f

events . Firs t , at leas t in the shor t run , pol i t ic s largely determines

the framework of economic [17] A change in regime can resul t

in a change from a market to a social is t economy (Cuba in 1959 ) or the reverse

( Chile in

areauffic
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str ike in Tun is at about the same t ime began as an economic event a protes t

against wage res tra int s and ended as a ful l chal lenge to the B ausguiba

government .

The environment and the firm : percept ions and impact
.

J

The firm exis t s as a system within an environment . Given our de fini t ion

o f the re levant pol it ical environment , we need to pursue the second ques t ion

posed above . How do pol i t ical events
,
which occur in the environment

,
a ffect

the firm? The answer depends , to a large extent , on the nature o f the world

facing the firm . Three s tate s o f a ffairs in terms o f the relat ionship

- be tween events and out comes are o f interes t .

In the firs t a s ingle outcome can be unambiguously as soc iated with a

given event ; certainty exis t s . In the s econd
,
while certainty does not exis t ,

one has per fec t knowledge o f al l pos s ible outcomes ass ociated with an event
9

h

i

re l



and the probabil ity o f each occurr ing . In the third
,
sta te of a f fairs

,
ne ither

knowl edge of al l pos s ibl e outcome s nor "obj ec t ive probab i l it ies (in the sense

used above ) exis t . However , uncerta inty is , fol lowing Shackl e bound ed .

”Decision. makers can make judgements about mo st of ! the important outcomes and

their l ikel ihood o f oc currence . (The fourth s ta te o f comp le te uncerta inty i s

not of interes t ; it enta il s what Shackl e cal l s a "powerle s s

I t is c lear that in the context o f the kind o f dec is ions we are concerned

with certainty is an ideal cons truc t . The firm operate s in a world of uncer

tainty ; i t always faces the poss ib il ity that outcomes wil l di ffer from those

ant icipated . The dis t inc t ion between our s econd and third state s-of- a ffairs ,

awhich der ives from one 's ability
v to as soc iate probab il it ies with outcomes

,
is

as so ciated with Knight [34]
"The pract ical di fference between the two categories

,
risk and un

certainty
,
is that in the former the dis tribut ion o f the outcome in

a group o f instances is known ( e ither through calculat ion a prior i
'

or from s tat is t ics o f past expgrience) , while in the case o f uncer

t ainty this is not true
,
the reason be ing in general that it is im

pos s ible to form a group o f ins tances becaus e the s ituat ion dealt
- with is in a high degree unique" p . 233 .

I t should also be c lear that for mos t bus ines s decis ions the s tate Knight

de fines as risk , the exis tence of dis coverable and ob j ect ive ( in the sense that

they exis t a prior i ; that all observers wi th per fect knowledge would agree upon

their values ) probab ilit ies is an ideal cons truc t .

"A cosmos in which outcomes have

calcuable probabil it ies which men se
e
k to dis cover and upon which they act

is a cosmos where in e ffect certainty and not uncertainty [54] p . 10 .

Firs t
,
mos t bus ines s decis ions

,
and certainly the di s crete and s equential

foreign direct inves tment dec is ions o f immediate concern ,
are what both Knigh t

and Shackle re fer to as unique events . They can ne ither be repeated nor div

ided ; i . e . , treated as one o f a series o f exper iment s and poo led (as can bo th

death s and auto accidents ) . Perhaps more importantly
,
the decis ions are made
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by human be ings in a very complex environment . I t is far from c lear that

al l pos s ibl e , or even al l important
,
al ternat ives can be speci fied . As

dec is ions are taken in the pres ent
,
poss ible outcomes must be imagined out

comes , exis t ing subj ec t ively in the mind o f the decis ion maker .

"
(T )he out

comes , by comparison of which a decis ion is made , are fragment s o f the in

dividual mind (no mat ter whether in some later act ivity they shal l be oh

served to have come [3417 p . 10 .

Let us return to our three s tates o f af fa ir s and the l inks between the

pol it ical environment and the firm . The firs t
,
where outcomes are known and

unamb iguous
,
is certa inty . To avo id semant ic confus ion (with terms such as

bus ine s s or pol it ical risk ) , we shal l cal l the second (where probab i l it ies

are known ) ob ject ive uncer tainty . Las t , the third s tat e can be cal led
,
for

reasons which wil l become c lear , bounded sub jec t ive uncerta inty . _ Now , while

certainty and obj ect ive uncertainty are ideal construct s
,
they can be , and at

t imes are
,
approximated in actual ity .

Certainty can be approximated by s ituat ions when one outcome dominate s

al l others . Thus , the probab il ity that the next Pres ident o f the United

S tate s wi l l be se lected by a cons t itut ional proces s and that he ( or she ) will

not ins t itute a program o f broads cale nat ional izat ion o f industry is so high

as to be virtually certain . Certainty may als o be approximated in s ituat ions

that Robock [46] des cribed as gradual change which one can ant ic ipate based

upon current trends .

Obj ect ive uncertainty can bgw approximated by s ituat ions where wh i le one

out come does not dominate , al l feas ible outcomes are known
,
informat ion is

readily available
,
and al l . (or almos t al l ) obs ervers agree upon probabil i t ies .

Again
,
an example would be the outcome o f mos t U. S . pres ident ial elect ions .

Now , what is the impact o f the pol it ica l environment on the firm in each

o f these s tates- of-af fair8 2 Given certainty
,
the pos s ib il ity that outcomes

wi l l d i f fer from tho se ant icipated does not exis t . The firm does not face



bus ine ss r i sk , the po ss ible variat ion o f returns from their expec ted value s

(typical ly measured by the s tandard dev iat ion (16 1 , p . 363 . Thus , under

cond it ions o f cer ta inty , pol it ical even ts can only aff ec t the magnitud e o f

returns ; they have no d is tr ibut ion . However if uncertainty exi st s (either

obj ect ive or subject ive ) pol it ical event s can affec t bo th wha t is now the exp ected

va lue o f returns and the ir d is tr ibut ion ; pol it ica l event s can contribute t o

bus ines s r isk .

Several add it ional po ints are in order . F ir s t , one can only say po l it ica l

events may e ff ect returns (either their expec ted value or d istr ibut ion ) . As

many authors have no ted a .s. [4 6 1 and whe ther they

do o r no t is a func t ion o f bo th environmental and f irm (inc lud ing indus try

and/o r proj ect specific )factors . Second r isk is a property o f the f irm no t the

environment . It is the po s s ible var iation o f a f irm sp ec if ic variable from i t s

expec ted value ; it can be caus ed by environmenta l even ts . Third , r isk may

gmply po s it ive as we ll as nega t ive var ia t ion about the mean ; it can resul t in

gains as we l l as los s e s. The d i st inc tion between pure" r i sk which involves

only a chance o f lo s s or no lo s s (e . g . a f ire or fraud ) and speculative" r isk

which invo lves the po ss ibil ity o f bo th ga in and lo s s [31 ] is useful .

The d is t inc t ion between obj ec t ive uncerta inty and bounded subj ec t ive
'

uncertain ty is al so important . In the la tter , uncertainty is bounded in tha t al l

the ir probab il it ies the mos t important and
pos s ible outcomes and are no t known ; only op inions a s to their relat ive l ikel i

.A

hood are ava il able . Uncer tainty i s al so subj ec t ive in that these op inions are

bas ed upon dec is ion makers percept ion 's wh“h
are in turn a func tion o f the

info rma tion ava il abl e to them , the ir previous exper ience and their individua l

cognit ive processes vdnch synthes ize both into an imagined future .
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The cruc ial po int , and one which forc es us to take is sue with the exi st ing

l iterature Haendel We s t is tha t while bet ter in forma tion

can help el iminat e m isconcep t ions about bo th the po l it ical environment and i t s

impac t upon the f irm , it can s eldom conver t uncer ta inty into r isk or what we ha

cal l ed ob j e c t ive uncerta inty . Opinions formed about future event s , and perhap s
9

al l percep t ions of rea l ity , are inherently sub j ec t ive . Hannah Arendt [3] put

it wel l

that appears mani fe st s itsel f to a s ingle viewer capable
of perc eiv ing it under a l l it s inherent aspec t s . The world appears

in the mod e of it- s eems- to- me , depend ing on part icular perspect ives
determined by loca t ion in the world as wel l a s by part icular organs

of perception . Not only do es thi s produce error , wh ich I can co rr ect
by chang ing my locat ion , drawing c lo s er to what appears , or by improving
my ima g inat ion to take o ther perspect ive s into account ; i t al so g ive s
b irth to true semblances that i s true dec ep t ive appearance s , which
I cannot correc t l ike an error , s ince they are caused by my permanent

loca t ion on the ear th. and r emain bound up with my own exis tenc e a s one
of the ear th's appearances

"
(p . 1 08

Thus , wh il e g iven bo th obj ec t ive and bounded subj ec t ive uncerta inty the

pol it ical environment can af fec t both expec ted r eturns and the ir d i str ibut ion

(i . e . bu sines s r isk) it s contr ibut ion to the lat ter d if fers in ea ch s tate .

Let us a s sume tha t a l though the world ex is t s in a s tat e o f obj ec t ive uncertainty ”

it is mani fe s t to the dec i s ion maker as bounded subj ec t ive uncertainty . An

omnis cient ob server woul d no t be certain about unambiguous consequence s o f event

but would be certain about the compl ete set o f consequences and the probabilit ie

a ttached to each . However he or she would a l so have ava ilabl e the percepti ons 0

each dec is ion maker which woul d be a funct ion o f an interact ion between availabl

informa t ion and pas t experience (broadly de f ined ) , expressed in some sort o f

probab il i s t ic form .

Our omnisc ient ob server then could calcula te the dif ference between the

obj ect ive probab il it ie s and the
"subj ect ive" probab il it ie s of each dec ision make

Par t of the variance o f th is var iabl e would be a ttr ibutab l e to d i fferenc e s in

informat ion and would presumeably be r educed through dissemena tion of s imila r

hmwflm



(and hopeful ly more accurat e ) da ta . However part of the variance is a func tion

o f d if ference s in bo th the exper ienc e and cogn it ive proce sse s of dec i s ion

makers and is thus irreduc ible . We shal l call this variance in the d if ference

between obj ec t ive probab il it ie s (a s seen by our omnisc ient ob server ) and the

d ec is ion maker
?
ac tual es t ima tes of "probab il it ie s" a sub ectivit factor .

Und er condit ions o f obj ec t ive uncerta inty the contr ibut ion o f po l it ica l

event s to bus ines s r isk is a funct ion of only the events themselves . I t is

the probabil ity d is tribut ion of outcomes . However under cond it ions o f bounded

subj ec tive uncertainty the contribut ion o f po l it ical event s to r isk is a func tion

o f both the events and the subj ec t ivity factor . Aga in , part of the d i ffe renc e

be tween "obj ective probab il it ie s" (an ideal construc t ) and subj ect ive perc ept ions

is due to a lack of info rmation and par t is due to the very nature of perc ept ion .

Thus the po l it ica l environment contr ibute s to r isk both because of it s uncer ta inty

(i . e . the probab il ity d is tr ibution o f outcome s ) and the fa ct that de ci s ion makers

know that , r egardl es s o f the information they have ava il able , they can never

perc eive tha t probab il ity d is tribut ion d irec tly . Their perceptions of it are

dis torted
inherently by the ir pas t experience and cognit ive pro ces ses . We woul d

sugges t tha t the subj ec t ivity fac tor is extremely impo rtant in international
2,

bus ines s wher e managers mus t a s ses s ahd evaluate st imul i ar i s ing in an
'

al ien cul ture .

The term
"
polit ical risk" appears overly cons trained from both an analy

t ical and Operational viewpoint . We are , or should be concerned wi th the

as sessment o f the nature o f the pol i tical environment
,
the evaluation of its

impact on the firm , and the integrat ion o f that informat ion into decis ion

making . We are concerned with al l relevant pol it ical events whether or not

their outcomes are evaluated under condit ions of cert ainty or uncertainty
,

whether their impact upon the firm is pos it ive or negat ive . We would thus

propose that the impact o f the environment upon the firm be evaluated in terms

o f a cont inuum ranging from certainty to bounded subj ect ive uncertainty .



Integrat ion into dec is ion making

The third que st ion po s ed a t the beginning of this sect ion invo lve s

integration of po l it ical a s se s sments into the d ec is ion making proce ss . It

is not a sub j ec t which has been widely d i scus sed as the l itera ture typical ly

focuses upon d eriving (typ ically probabalis t ic ) es t imate s o f

pol it ical events and/or their impac t upon the f irm ra ther than how the es t ima te s

are util i zed in the decis ion making (presumably a capital budget ing) process;

Pr imar ily for reasons of a lack of comp etence in what i s a very special ized

field , we wil l no t make a major departur e from this tradit ion .

without a great deal of dis cus s ion ,

Mast authors who have cons idered the probl em as sume
,
that d ec is ion makers

will ut il i ze po l it ical analysis to adj u st ei ther ca sh flows or the d i scount

rat e . Robock [46] for example
,

shows how r isk ana lys is can be used to determine the po l it ica l r i sks l ike ly to

ar ise dur ing spec if i c t ime per iod s and then sugges t s tha t , the present

value of expect ed cash flows , or the internal ra te o f return from the investmen

proj ec t under cons iderat ion can be adj usted to ref l ect the t iming and ma gnitud e

o f the risk pr obab il it ie s ,

" p . 1 7 . (In the exampl e tha t fol lows , however , only

cash f lows are ad jus ted . )

After r eviewing evid ence showing how mos t f irms analyze pol it ical and

econom ic s tab il ity , S tobaugh [57] suggests two mo re s ophist icated techniques ,

rang e of es t ima te s and r isk analys is . However whil e both provide probabilit

d is tr ibut ions as wel l as expected values of cash flows , Stobaugh 's exampl e s

use environmental ana lys is only to adj u st the l evel o f the cash f low

At l ea st two author s have d i scussed the mat ter in some depth .

S tonehill and Nathanson [58] obj ec t to s impl e d i scount ra te adj u s tment s t

refl ec t po l it ical and for eign exchange uncertaintie s .

"Us e of a d i scount rate
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(and risk pre ferences ) or as an agent of the stockho lders . Thus , we would

sugges t that the potent ial e f fect o f pol it ic s be evaluated in terms o f the

continum dis cuss ed above . Under condit ions giving rise to risk , whether one

actually adj us t s the d is count rate or no t wil l be determined by One 's judg;

ment as to l ) the appl icabil ity o f the Capital As set Pr icing Mode l and
a

whether the risk is sys temat ic or no t .

Under condit ions approximat ing certainty dec is ion makers should be cOn

cerned only with de termining the e ffect of pol i t ical events on the magnitude

o f cash flows . Risk
,
clearly is not a relevant concern . However , pol it ical

ass es sment and evaluation is st il l neces sary . Certain outcomes are not in

herently obvious ; they are certain given suffic ient informat ion about the

environment and the firm . The latter is quite important , as vulnerab il ity

to pol it ical change is l ikely to be firm or even proj ec t speci fic .

Under condit ions approximating obj ect ive uncertainty ,
the decis ion maker

mus t cons ider the impac t o f pol it ics on both the expected value of cash flows

and the ir distr ibut ion ( or bus ines s risk) . The
-

est imate of the contribut ion

to risk wi l l flow sole ly frOm the d is tr ibut ion o f the j oint probabil ity o f a

pol itical event taking place and a ffect ing cash flows . A poss ibl e example

might be France in 1978 where one could have as s igned probabil it ies to the

l ikel ihood o f the le ft coming to power and the l ikel ihood of one 's indus try
'

be ing nat ional i zed i f that outcome occurs . Las t
,
under condit ions o f bounded

subj ect ive uncertainty , the decis ion maker is aga in concerned with the e ffect

o f pol it ical events upon both expected values and risk . However
,
in this in

s tance risk is increased because one is uncertain about the shape Of the prob

ab il ity dis tribut ion . In fact one knows one 's es t imate is inherent ly dis torted

due to subj ect ive factors and that the dis tort ion can never be complete ly el i

minated .
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We thus are concerned with a process which involves the ass es sment o f

the natur e of the pol it ica l environment , evaluat ion o f the impact o f that

environment upon the firm's operst ions , decis ion maker 's percept ions o f bo th

environmental events and the ir impacts and the integrat ion o f pol it ical as sess

ment and evaluation into the decis ion making proces s . One addit ional po int

needs to be made, at l eas t in brie f . The evaluat ion o f the impac t o f pol i t ics

upon foreign investment may entail impl ici t normat ive as sumpt ions which are

counterproduct ive in terms of the very is sue of concern . This problem is

exacerbated by the tendency to view pol it ical r isk in terms o f government

inter ference with one 's operat ions .

3

Much of the dis cus s ion o f pol i tical risk appears to assume that govern

mental res trict ions on FDI
, whe ther they invo lve part ial dives tment or local

content regulat ions , involve economical ly ine ffic ient and perhaps even " irra

tional
" tamper ing with flows of direc t inves tment which provide net bene fi ts

to the ir rec ip ient s . While we can no t discus s this is sue in depth it shoul d

be clear that the latter is les s than universal ly accepted and that what ap

pears as economic nationalism
G
to an inve s tor may be regarded as an attemp t

to implement a pol icy o f indigenous indus trial izat ion by the hos t . In short ,

company and hos t country obj ect ive s di ffer and ne ither has a monopoly on

goodnes s and light . A percept ion to the contrary , whether expl ici t or impl ici t
,

may wel l increase the risk one is at tempt ing to evaluate .

At this point we wil l temporarily leave our examinat ion o f the concep t o f

pol it ical risk and resume our review of the li terature . S ect ion IV wil l exa

mine empirical s tudies which attempt to tes t for relat ionships between pol it i

cal events ( typ ical ly ins tab il ity ) and fore ign d irect inves tment . S ect ion V

wil l review the s izeab le l iterature des crib ing how firms as se s s the pol i t ical

environment and/or evaluate pol it ical risk . S ect ion VI wil l then examine several

methodologies which have been developed to ass ess pol it ical risk . Las t , a fter

drawing conclus ions (VI I ) we wil l return to a rede finit ion o f pol it ical risk .



IV . Pol i t ical Event s and Fore ign Direc t Inve s tment

Thi s sec t ion wil l review empir ical stud ie s o f the re lat ionsh ip between

foreign direc t inve stment (FDI ) and environmenta l variabl es .

‘

F ir st , a

methodol og ical caveat i s nec es sary . Al l o f the stud ie s compare economic , s oc ial

and pol i tical ind ica tors acro s s a very d ispara t e group of countrie s . Fur thermore ,

quant if icat ion of non- economic variabl es po ses s ignif icant conc eptual and

methodologica l probl ems . Thus the raw data are typ ica l ly weak in terms o f both

a ccuracy and comparab il ity and so l imit c onc lus ions tha t can b e drawn from the

r esearch . La st , al l but one o f the s tud ie s invest iga te what is Obviously a

longitudenal phenomena cro s s- sec t ional ly , further exa cerbat ing the usua l pro bl ems

encountered when one a t temp ts to e stabl ish causal relat ionship s a t the so c ietal

level . In summary , whil e the re search resul t s d iscu ssed be low are us eful and

interest ing , the resul t s must be taken as very tentat ive .

Green conducted the f ir s t ma jor empir ical s tudy of the rela t ionship
'

between

pol itica l instab il ity and FDI with re sul t s reported in [7 and The method

ology involved a cros s sect ional ( 1965 ) tes t of the relat ionship between s tocks

of U.S . FDI in manufactur ing and trade (book value) and an index -

of pol it ical

ins tabi l ity acros s 46 developed and developing countries while control l ing for

GNP/capita . The independent variable , the Feierabend and Fe ierabend index O f

pol it ical ly re levant agres s ive behaviors , includes 30 des tabilizing events

compiled over a 16 year . period ( 1948



Green concluded that po l it ical instabil i ty d id no t affec t the overal l

a llocat ion of market ing FDI p . 1 85 . D isaggregat ing into sub sampl e s

o f developed and le s s developed nat ions d id not mod ify his f ind ings . In fact

only when countrie s were d isaggrega ted r egiona l ly wa s a s ignif icant r elat ionship

es tabl ished .

While it is no t with in the purview o f thi s paper to ext ens ively cri tique

the stud ie s reviewed , two point s shoul d be no ted . F ir s t , there ar e wel l known

problems with the Fe ierabend index . I t is a compos ite measure which a ss igns

we ight s subj ec t ively to events (to account for their intensity) and perhap s mo s t

impor tantly , scal es nat ions on the bas is of the mos t d estab il iz ing event dur ing

the t ime period
‘

in ques t ion . S econd , i t is d iff icul t to interpr et re sul t s in

the absenc e o f o ther variable s which might a ccount for part o f the variance o f

PDI . However , Gr een 's s tudy wa s the firs t a t tempt to rigorous ly inve st igate the

impac t of po l i t ica l ins tab il ity on PDI .

A second s tudy by Green and Cunningham [20 ] a t tempted t o overcome the

spec if icat ion prob l em . Their methodology invo lved analys is o f r el at ionsh ip s

between two d ependent variable s to tal and manufacturing FB I and

el even ind ices of po tent ial ly r e levant environmenta l fac tors acro ss a group of

25 developed and develop ing countries . The independent variabl es inc luded

indices of market po tent ia l , pol it ica l instab il ity , cul tura l d if ference s , infra

struc tur e , pro f itabil ity and the l ike . Cross- sec t ional analys is

( a s tepwise regres s ion procedure ) fa il ed to es tabl ish a relat ion ship

between ind icators of pol it ical instab il ity (the Feierabend index ) and s tocks of

PDI . The equat ion for to tal investment (R2 .46) inc luded two measures of

marke t po tent ial and an ind ica tor of re turn on investment . The equat ion for

manufac turing FDI (R
2

. 41 ) inc luded only GNP .



In a third analys is Green and Smith d id es tabl ish a s tat is t ica lly

significant re la t ionship (Kenda ll
's Tau .33) between instab il ity and a measure

o f prof itab il ity of U . S. FDI (U .S . share in net earning s and branch pro f i ts as

a percentage o f inves tment ) in a g roup o f 23 countrie s . However , analys is at

the sec tora l l evel showed a pos it ive r el ationship betwe en earning s and s tabil ity

in mining and pe trol eum , but no s ign ificant rel at ionship in manufac tur ing . As

manu factur ing ac count ed for almo s t hal f of the inve stment ex i st ing in the 23

countr ie s , and a s the s trong corr el at ion observed in the min ing sector

appears to b e a funct ion o f a smal l sampl e (N 6) and one large a typ ica l outr ide

(South Afr ica ) , it is d if f icul t to know what to make of the f indings .

Knickerbocker [33] analyzed the af fec t of environmenta l variabl es on pa t tern

of ol igop ol is tic r ea ct ion . He regre ssed (u sing a s tepwis e procedure ) a measure

of entry c onc entration on nine environmental var iable s a cros s a group of 21

deve loped and d evelop ing countrie s . The independ ent var iable o f intere st wa s

Sherbini
'
s s tab il i ty- cohes ion index which included measures o f intra- country

violence , cul tural fragmenta t ion and year s of sovereignty .The Sherbini index , a

mea sur e of ol igopoly stab il ity and the growth ra te of GDP accounted for 492 o f

the va rianc e .

~

Kn ickerbocker concluded tha t the po s i t ive relat ionship between

intens ity o f o l igopo l is t ic reac t ion and country s tab il ity indicat es that

ologopolists were no t incl ined to make defens ive inve stment s in uns table market s

p . 184 .

Root and Ahmed [52] ut il ized dis criminant analys is to at tempt to ident i fy

the determinants o f manufacturing FDI in 58 L 0 3 8 . Countries were class i fied as

unattract ive , moderate ly at tract ive , and highly at tract ive on the bas is of per

capita in flows o f non- extract ive PDI ( 1966 S ix of thirty-e ight environ

mental variable s included in the s tudy were found to be s igni ficant dis criminato

GDP/capita , GDP growth rate , economic integrat ion
,
urbanizat ion

,
commerce- transp

communicat ion , and regular execut ive trans fers .

oneventdz



While the authors conclude that pol it ical ins tab il ity is one o f the

determinants of manufacturing FDI
, regular executive trans fers was the fi fth

variable se lected by the s tepwis e procedure and its exploratory power appears

weak . Although the resul ts are of interes t , we would sugge st that they again

confirm that the maj or determinants o f FDI
a
re market related and not pol it ical .

”

In a rather comp lex study Thunel [617attempted to analyze the relat ionship

between pol it ical instabil ity and the investment dec is ion process . Thunel l 's

inves t igat ion d i ffered in several important respect s from those reviewed thus

far . Firs t , it was longitudenal ( 1948-67 ) rather than cros s- sect ional . S econd , he

attempted to ut il ize flows , or rather changes in flows , of FDI as the dependent

variable .

'

Third
,
he did not use a compos i te index of pol i t ical s tabil ity . Based

on event data , he as sembled a number of indicators roughly categor ized as el i te

and mas s stab il ity .

Thunel l cons truc ted a dependent var iable bas ed upon years in which there was

a major
"trend" change in the flow o f fore ign inves tment ( the s econd derivat ive ) .

For each o f the independent variables ( indices of s tab il ity) he then cons tructed

rat ios o f the mean number of event s during years of pos it ive trend change and the

mean number during years of negat ive trend change
,
each over the mean during years

o f no change . Relat ionships were then described Observat ionally .

An asymmetrical re lat ionship was observed between pol i t ical event s and

major trend changes . A high leve l o f mass vio lence preceeds negat ive trend

changes , wh ile a low leve l of pol itical ins tab il ity is no t suffic ient to gene rate

a pos it ive change . Rather , it was o ften accompanied by a government trans fer

which Thunnel speculates impl ies a shi ft in po l icy .

Us ing a stepwis e regress ion procedure on 1958 to 196 7 data ,
Thunnel found

that 621 o f the variance in the leve l of flows of FDI between trend changes could

be accounted for by GNP the type of trend change ( a dummy variab le ) and

a compos ite index of government ins tab il ity (wi th a negat ive s ign ) . O f the three ,

GNP was clearly the mos t power ful explanator .



While Thunnel
'
s r esul ts ar e very intere st ing , they mus t be r egarded a s

quite t entat ive . Probl ems of comparab il ity , bo th with regard s to sourc e

vs . European inves tment ) and ho st countrie s requ ir ed a number o f separate

analyses . Second , the absence (with the exc ep tion noted above ) o f s tat is tical

analys i s makes it impo s s ib l e to evalua te the s igni f icance of the r esul t s . One

s imp ly does no t know how large the ra tios mu s t be to be meaningful and the ir

range is o f ten qui te l imit ed .

In a cro s s- sect ional (1 965- 67 ) s tudy acro ss 62 countr ies , Kobr in [35 ]

analyzed the relat ionship between U . S . manufactur ing FDI and a number o f economi

soc ial and po l it ic al environmental var iabl e s . The d epend ent var iabl e was the

number o f new subs id iar ies es tab l ished from 1 964- 67 as r epor ted by the Harvard

Study .

'

Us ing fact or ana lys is , 33 environmenta l ind ica tor s were reduced to s ix

aggrega te ind ic es : so c io- economic development , market s i ze , market growth , a

measur e o f general ized po l it ical instab il i ty , government change , and armed ant i

regime act iv ity. In addit ion , a seventh var iabl e mea suring pr ior expor t involv

was introduced .

Flows o f manufac turing FB I were then regres sed on the seven environmenta l

variabl e s . For the ent ire group of countr ie s , the seven.

V8 riab1 es accounted for

642 o f the var iance o f PDI ; however only market size ,
growth and prior export

invo lvement were s ignif icant at the . 05 l evel . Acro s s a subgroup o f 48 LDCs , the

environmental var iabl es accounted for 582 o f the var iance of FB I . Again , only

the three market related variable s and socio- economic development were signifi

cant at the . 05 level . Resul t s were not affected by an at tempt to control for

marke t s ize .
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when adminis tra tive capac ity i s gr ea ter . No rela t ionship wa s establ ished f or

the other two ind ice s of confl ic t ; genera l turmo i l and l arge scal e non- focu sed

vio l enc e .

Given our extens ive d iscus s ion o f the af f ec t of the pol i t ical environment

on foreign inves tor s , i t is c lear that a ll of the s tud ies summari zed have

several g lar ing defect s . F irs t , they al l focus upon ins tab il ity when i t is

cl ear that po l it ical ins tabil ity i s ne ither a nec es sary nor a sufficient condit i

for changes in pol icy relevant to fore ign inve stment . Second , they al l ut i l ize

aggr egate (typ ica l ly cro ss-national ) ana lys is when the r isk posed by po l it ics is

markedly af fected by indus try , f irm and even proj ec t spec ific fac tors . (Th is

problem is somewhat all eviat ed by the focus o f mo st of the s tudie s on the manu

facturing s ector . ) La s t , al l the s tud ie s enta il major data and methodological

prob lems , which to b e fa ir , ar e inherent in th is type of analys is .

Given thes e rather s ignif icant caveat s , what can be said o f the resul t s ?

Cl early , pol it ical factors are no t the major de terminant o f FBI . As would be

expected , the overwhelmingly impor tant determinant of manufa ctur ing inve s tment

is the s ize and potent ial of the marke t In fac t , no re lat ion

ship could be e stabl ished between any sort of general no t ion o f po l it ical

instab il ity and stocks or f lows of FDI . (Knickerbocker d id f ind a relat ionship

between an environmental index and entry concentrat ion . ) The only s ignif icant

stat is tical relat ionship s involved either r eg ime ins tabilitvl§ 2 and 6g]or focus

ant i- regime viol enc e Bo th Thunnel and Kobr in [36] sugge s t tha t the

relat ionship is ind irec t ; ins tabil ity is onl y important to the extent it mo tiva t

either po s itive or nega tive , change s in government po l icy .

mflmmw



V . The Po l it ical Environment : Ass e ssment and Respons e

Surveys of managerial as s es sment and evalua t ion o f the po l it ica l

environment conduc ted over the pas t f ifteen year s c ons is tently r eveal an interes t ing

paradox . With very few except ions , managers ra te pol itica l instabil ity (or

pol it ical r isk ) as one o f the major influence s on the for eign inve s tment d ecis ion .

Yet , aga in with very f ew exceptions , the same surveys report the absence o f any

formal or even rigorous and sys tema t ic a s s es sment o f pol i t ica l environment s and/

or their potent ia l impac t upon the f irm .

Two ear ly s tud ie s r eported the perce ived impor tance of pol it ical s tab il i ty

to investor s . 83 8 1 [5] found that execut ive s ranked s tab il ity firs t and marke t

potential s econd of 15 potent ial determinants of the foreign inve stment decis ion .

S imilarly
,
a fter interviewing

managers in 38 f irms , Aharoni [1 ] conc luded , (A) 1 l the r espondent s a s s erted a s

a matt er o f cours e tha t the f ir s t thing they cons idered wa s pol i t ical and economic

s tab il ity ,

" p . 1 3 . A second conclu s ion o f Aharoni's de scr ibed the as se ssment

proc ess : "Risk is no t d escribed in terms of the impac t on a spec if ic inves tment .

It is ra ther described in general terms and s tems from ignorance , general izat ions ,

proj ect ion of cultur e and standards to o ther coun tr ie s -and on unqual if ied

deduct ion from some general indicator to a spec if ic inves tment , p . 94 . As we

shall see , l ittl e can be found in r epor ts of more recent survey s to suppor t a

chall enge to Aharoni
'
s conclus ions .

S everal o ther impor tant stud ies were conduc ted (o r report ed ) in the la te

1 960
'
s . In 1966 Roo t surveyed executives in a large number of f irms sel ec ted

from the Fortune 500 l is t relying on bo th a ma il ed ques t ionna ire and per sonal



interviews . He repor ted [49 ] that while - execu tives ind icated pol it ical r i sks

and marke t opportuni ties to be dominant fac tors in mos t (for eign )

inves tment d ec isions no executive offered any ev id enc e of a sys tema t ic

eva luation of pol it ical r i sks , invo lving their ident if ica t ion , the ir l ikely

inc id ence , and the ir specif ic consequences for company op era tions , p . 7 5 .

In a second paper [48 ] Roo t r eported a survey (o f the same group of firms )

wh ich explored execut ives perc ep t ions of pol it ica l and business cl ima te s . The

re su lt s were quite cl ear ; execut ives subj ec t ive perc ep t ions o f pol it ica l

ins tab il ity were highly ins trumental in shap ing the ir a tt itud e s toward s the

sa fety and pro f itab il ity of inve s tmen t Opportunit ie s . S tabl e government s wi th

a po s it ive at t itude toward s the wer e clo s ely a ssoc iat ed with pro f itabl e ,

high po tent ial , invesmtment cl imate s .

A 1 967- 68 survey o f inves tor s in twelve countr ie s conducted by the Conference

Bo ard [43 ] confirmed earl ier f ind ings of Aharoni [l ] and Roo t F ir st , e s t ima

o f pol it ical r isk were typically ba sed upon subj ec t ive percep tions . The s tudy

makes it cl ear that obs tacle s to inves tment ex is t in the mind o f the inve stor

c erta in countr ies are d i smiss ed from cons idera tion a s investment s it e s on the

ba s is o f inf ormat ion that is incompl et e , outda ted or in some ca se s even erroneous ,

p . 2 . Second , pol it ics is perc eived a s an impor tant de terminant of for eign

inves tment . Thus , a common response to perc e ived pol it ical r isk is avoidanc e

"A gr ea t many inves tor s el iminated countrie s and even whol e geographic reg ions

from the ir inves tment cons idera t ion for pol it ical r ea sons ,
" p . 3 .

oneW t00
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Three s tudies reported in the early sevent ies are o f interes t . Piper [43]
reviewed 16 pre- inves tment surveys for food proces s ing enterprise s in Lat in

America conducted under the AID fi fty/fi fty program . He ident i fied 38 decis ion

variab les and concluded that soc ial and pol it ical fac tors were general ly of

minimal concern . The surveys concentrated on technical and engineering
,

financ ial and economic factors . However , when evaluat ing Piper 's re sul ts
,

one mus t note that the surveys he reviewed are a l l associated with decis ions

no t to inves t and his at tempt s to redress this b ias were not succes s ful .

Swansbrough ut il ized mailed ques t ionnaires to survey 21 2 U.S . inves tors

in Lat in Amer ica during 19 70 . Three pol it ical or perhaps quas i-pol it ical factors

were ranked as the mos t important problems confront ing O.S. inves tors in Lat in

fAmerica . Speci fical ly
, 881 o f respondents ranked "res tri ct ive economic pol icies"

as of high or medium importance , 8 62 did s o for "pol i t ical ins tab il ity" and 652

for "hos t i l ity to private enterprise .

" Zink's £66] conc lus ions
,
bas ed on a

mail survey o f 18 7 U.S. manufacturing mult inations were again cons is tent with

previous s tudies . He found that while pol it ic s in LDCs had become a maj or

concern o f the execut ives surveyed ,
U.S. companies had not (with few exceptions )

developed techniques for forecast ing pol it ical change or ident i fying pol it ical

phenomena that might prove detrimental .



Two recent , and related , Conference Board report s are monotonously

c ons is tent with previous find ings .

The f ir s t [37] focuse s upon U .S . mul t ina t ional s opera ting in Canada and
h

Italy and is based upon interviews with mana ger s and home and hos t country

o ff ic ia l s . The author s found tha t 1 ) l it t le a tt ent ion is paid to po l it ic al

analys is , 2) par ent companies do no t appear to va lue pol it ica l repor ting , 3)

any pol it ical analys i s which transc end s superf ic ia l impre ss ion s t end s to be

conc entrated a t t ime s of enter ing or l eaving a country , and 4 ) no t enough

ser ious a ttent ion has been pa id to the ut il ity of incorpora ting pol it ical analys

into dec ision making , pp. 7 9 and 80 .

The second study [38] incorpora tes f indings from non-U .S. MNCs and widened

the geographic area o f interes t to inc lude Braz il and Nigeria . The author s

found wid espr ead (al though no t universal ) agreement that ho s t country environ

mental analys is was becoming incr ea s ing ly impor tant , and tha t f irms ' capab i l ity

to und ertake such analys is ne eded improvement . However , af ter rev iewing the

kind o f informa t ion a manager might f ind useful , they conclude that while some

sort of environmental analys is exis t s in mos t al l firms
,
i t is typical ly rather

loose and casual , deve loping and utilizing .a subj ec t ive feel for the pol i t ical

Dur ing the cour se of the s tudy , various planning materia l s and document s

were r eviewed .
The conclus ion drawn i s to the point :

"
I t is here tha t one can

be s t apprec iate the relat ively super f ic ia l qua l ity of mo s t environmental ana lys

More of ten tha n not
,
the few paragraphs devo ted to a hos t country

ls social and

pol iti cal dynam ic s is no t bet ter than one might f ind in l ead ing parent company

newspaper s
,

p
. 65 . Interes tingb uthe author s found tha t for every pag e o f env

mental data in planning do cuments
,
ther e wa s l ikely to be twenty pag e s o f econ

data analys is .



Drawing on his exper ienc e as a Vic e- Pres ident of a major bank , Van Ag tma el

[57] concludes that even large and act ive MNCs do no t ana ly ze pol it ica l r isk in

a very sophis t icat ed manner and that they do no t a lways ident ify var ious type s

o f r i sk and relat e them to spec if ic bus ine ss operat ions . He a gr ees with o ther

au thor s that the typ ical r esponse to pol i t ical r isk is avo idance ,

"Even tho se

corporations which have mad e commitments oversea s , by and large , try to avo id

pol itical risk by invest ing in 'saf e ' countr ie s ,

" p . 26 .

We have no t reviewed one , somewhat spec ia l ized , area o f the pol it ical

environment a s ses sment l itera tur e ; that dea l ing with the soverign r isk inherent

in pr ivate bank l end ing to LDCs . Whil e that top ic has generated a good deal

of r ecent at tent ion , it would appear that the conc lus ions pr es ented above app ly

equa l ly wel l to banks . Ra ther than extend , what is already a ra ther lengthy

paper , we would re fer the inter ested r ead er to the fol lowing : Goodman

Mue ll er Van Ag tma el [63 ] and Ya s sukouich

Las t , we would l ike to br ief ly review the f ind ing s o f the l iterature on

managers ' sourc es o f information about pol it ic s . Aga in , the earl ie st find ings

st il l s tand . In a c las s ic study , which whil e deal ing pr imar ily wi th trad e

c ertainly ha s broad er impl ications , Bauer , de Sola Poo l and Dexter [6] conc luded

tha t , to bus ine s smen , knowl edge of the
"out s ide world" came in a number o f ways

"I t came in par t through the printed word , but wha t came that way wa s
surpr is ingly general and unfocused . Our r espond ent s r ead Time , Bus ine ss

They r ead a gr eat deal . They al so read trad e papers . But , in making

spec if ic bu s ines s dec is ions , they did not do re search in pub l ished sourc es .

Knowl edge of for eign economic af fa ir s came e ither from the mo s t
general newa sources or , mor e vividly , from correspond ence and pe rsonal
experienc e ,

" p . 47 0 .
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In his survey o f manufacturing MNCs ,
Zink 66 found that managers ' maj or

source s o f po l it ical in forma t ion were report s from hos t- country employees
,

genera l news sources and financ ial ins t i tut ions ( in that order ) . Only 232 of

respondents cons idered internal pol it ical s ta ff as an
_
important source and only

67% so rated out s ide consultant s on a continuous retainer .

After interviewing fi fty managers in the headquarters o f 13 MNCs ,

Keegan 30 concluded that his s tudy emphas ized how l it tle the sys temat ic

methods o f in forma tion s canning have become a part o f the way in which execut ives

learn about the ir bus ine s s environments ,

" p . 420 . Executives s tat ioned abroad

(but no t lower employees ) , banks and the publ ic pres s were the mos t important

sources o f in format ion for headquarters managers .

Again ,
in summar iz ing this segment o f the l iterature a caut ionary s tatement

is nece s s ary ; mos t resul t s should be taken as tentative . Much of the evidence 1

annecdotal in nature and mos t , i f not virtual ly al l , o f the data resul t s from no

probab i l is t ic surveys . However , findings of the s tudies reviewed above are im

pressive ly cons is tent .

Firs t
,
i t is c lear that managers cons ider po l it ical ins tabil i ty and/or

pol it ical r isk
,
typically quite loosely de fined , to be an impor tant factor in

5

the fore ign inves tment decis ion . S econd , i t i s j us t as clear that rigorous

and sys temat ic ass e s sment and evaluation o f the pol it ical environment is ex

ceptional . Mos t pol it ical analys is is both super ficial and subj ect ive and no t

integrated formal ly into the dec is ion making process . I t would appear that the

result ing subj ect ive percept ions o f "pol it ical ins tab il ity" are equated on almos t

a one to one bas i s wi th a poor inves tment c l imate . The response frequent ly is

avoidance ; firms s imply do no t ge t involved in countries or even regions , they

perceive to be risky . Las t , managers appear to re ly primarily on internal ( to

the firm) s ources for environmental information . When they look for outs ide

data
,
they are mos t l ikely to go to their banks or the general and bus ines s

media .
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While both ind ic es ar e at l ea s t a t tempt s to systematica lly scr een the

environment , their u sefulness is somewhat l imi ted . F ir st , they prov ide "ho l is t ic "

rankings which are inherently independ ent o f firm or indu stry fac tor s . More

impo rtantly , they r ely on a panel who may d iffer widely no t only in terms of

rankings , but in how they conc eptual iz e the phenomena being eva luated (e . g .

The weigh tings are obviously subj ect ive , and aga in ,
may no t

be rel evant to a g iven f irm . La s t , a t l ea st in the cas e of BERI , panel s el ect ion

is a function of who Haner knows , and mor e recen tly , who each orig inal panel i s t

knows . Whil e mos t ar e non-U .S. nationa l s , they al so t end to be employee s o f

indus tria l f irms or f inanc ial ins t itu t ions . Thus , whil e the ir exp er t ise i s no t

que st ioned , the ir fundamenta l v iewpoint s are not l ike ly to d if fer gr ea tly from

the us ers o f the servic e . The net resul t is , as Haner hims el f note s tha t

the index canno t forca s t sudd en changes in the pol it ica l and economic environment

Again , however , bo th ind ic e s may be useful for general pr e- scr eening .

A second set o f methodo logie s ut i l i ze quant ita t ive ind ices . Severa l au thors

for example , rev iew exis ting ind ica tor s (or model s ) o f po l i t ica l in stab il ity .

Thus Gr een and Kor th [21 ] d iscu ss thr ee exis t ing ind ices in terms o f the cond it io

und er which managers would f ind each u seful . Smith [56 ] a s sume s tha t the rela tio

ship s between power el ite s and the ir cons t ituent s are cruc ia l and then opera t ion

al ires Gurr 's rela t ive depr iva t ion model to pred ict tho se re lationships .

There have a l so been several attempt s to develop mor e sophist ica ted quant ita

t ive ind ic e s of po l it ica l r isk . For exampl e , Haendel and Wes t [24 ] sugge st what

they call the Pol it ica l System Stab il ity Index (PSSI ) which is compo sed of

f if teen indi ca tor s of the system 's stability/adaptabil ity . The PSSI is compr is ed

o f three subind ic es : soci o- economic (e . g . frac t ional i za t ion , growth GNP/capital ) ,

governmental pro ce sses (e . g . l egisla t ive ef fect ivene ss , const i tutiona l changes ) ,

and socie ta l confl ict . The latter is , in turn , an aggrega te of thr ee ind ic es

Mu ss
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pub lic unrest ( a .s. r iot s , cris es ) , internal violence ( e . g . armed attacks
,

coups ) and coerc ion potential ( internal security forces per capita) . A s core

and an es t imate of con fidence in that s core ( 1-5 ) are provided for the overal l

index and each o f the three maj or sub- ind ices . PSSI scores
,
which are based

upon Z s cores and thus relat ive to one another
,
have

‘
been developed for 65

LDCs .

Rummel and
'

Heenan
wi53] sugges t integrat ing qual itat ive as ses sments (re

l ienee on "old hands
,

" delphi techniques , e tc . ) with quant itat ive as ses sments .

As an example
,
they ut il ize mul t ivariate analys is to predic t two components

of intras tate con fl ict turmoil and rebel l ion in Indones ia through 1980 .

Juhl [29] compares a number o f environmental ind icators , including four

measures o f po l it ical instabil ity and BERI . The resul ts are of interes t .

Firs t
,
while the relat ionships (rank order correlat ion) , between the var ious

indices are typically s ignificant
,
they are rather weak . S econd , none of

them account for more than 25% o f the variance of any of three indices o f

nat ional izat ion . Las t
,
wi th one except ion , the author could not es tabl ish

a s igni ficant relat ionsh ip between the BERI Nat ional ism sub- index and flows

,
of FDI .

0

Whil e recogni zing the inherent l imit s o f aggrega te quant ita t ive analy sis

as with the d elph i techn iques , i t ignore s indus try and f irm spec if ic fac tors

we bel ieve that it o ffer s a gr ea t d ea l o f po tent ial a s a ba s is for sys temat ic

and rigorous as s es sment of the pol it ica l environment . (we ar e no t sugges t ing

that it can now , o r a t any po int in the futur e , be ut il i zed independ ent o f

qua l itat ive judgements . ) However , in sp ite of the fact that mo st of the methodo ~

log ie s d is cus sed were d eveloped to a id in internat ional f irms ' a ss es sment of the

po l it ica l environment , they s t il l measure pol it ica l in stab il ity rather than the

potent ial impac t o f pol it ic s upon the firm .



As we wil l no te in the las t s ec t ion o f this paper , this probl em transcends

tha t of ind ex d evelopment . Whi le mo st author s r ev iewed agree that po l i tica l

ins tabil ity and po l i t ical r isk are d ist inct phenomenon , the fac t of the ma tt er

is that we do no t rea lly know a grea t deal about how the former the po l it ic

environment in general ) affec t s the l at ter .



VI I . Conclus ions

In a real sense , the focus of this paper has been on decis ion making

under uncertainty . S peci fically , uncertainty about the impact o f the pol i

t ical environment upon the internat ional firm .

i

Managers have available , and apparently use , a wide variety of tech

niques to reduce and cope with uncertainty in many areas o f bus ines s Oper

et ions . Mos t firms
,
for example

,
would no t even cons ider bas ing a maj or

new produc t introduct ion on a general ized " fee l" for the market . Rather

they typical ly util ize a battery o f re lative ly Sophis ticated research tech

niques to aid in reach ing a j udgment about bo th the product 's potent ial and

how to market it . Yet , j udgments about the impac t o f pol it ics upon opera

tions appear , at leas t from the sources reviewed in this paper , to be rather

superfic ial and typically based almos t entire ly on subj ect ive perceptions .

To be absolutely c lear
,
we no t equat ing " sophis t icated analys is" with a

complex mathematical model . Rather
,
we s imply mean a systemat ic and relat ively

rigorous approach to data gathering and pr oblem so lving . Whi le s tereotypes

are admit ted ly unfair , the al l too typical proces s where pol i t ical "
ins tab

ility
" is equated with a poor inves tment cl imate and the market avo ided , is

a long way from that ideal .

The l iterature reviewed in th is paper re flect s the subs tant ial growth and

development o f a re lat ively new area . However , we mus t conc lude that some fairly

major gaps mus t be fi l led i f it is to contr ibute to more sys temat ic and rigorous

as sessment and evaluation o f pol it ic s by managers o f internat ional firm ; and to

the effec t ive integrat ion o f that in format ion into the decis ion making proces s .



The lacunae that - exis t are bo th conceptua l and empi r ical .

def init ions o f the phenomena , a conceptua l s truc ture rela

firm and a grea t dea l o f information about the impac t of

env ironment . The thr ee are , o f course
,
r ela ted .

We wil l no t a ttempt to neatly redef ine the concep t 0

Ra ther we wil l at tempt to s et some bound s about the area

however , we should l ike to make a , probab ly fut il e
,
sugge

"poli tical r isk
" be dropped from usage . I t is bo th overl

confus ing ; one is never c lear whether it r efers
-

to bus ine

opposed to uncertainty , r i sk in terms o f a chanc e o f a l

systema t ic or unsystema t ic r isk .

In the s imples t pos s ibl e terms we are interes ted in

impact (s ) o f the pol it ica l env ironment upon the opera t ion

1 . The pol itical env ironment is c ircumscr ibed in te

however they are
'

manifes t , are mo tivated by or have

or authority
the ma intenance or mod if ica tion o f powesf

rela tionshi

level and

2 . The impac t upon the f irm is d ef ined in terms o f

magnitude o f cash f lows or returns and upon the bus i

wi th them in the context o f a spec if ic proj ec t .

Under condit ions approximat ing c ertainty , po l it ica l

the magni tude o f cash flows .
-Under cond it ions approxima t

(i . e .
-probab il i tie s ar e known ) , pol it ica l event s will eff

value of ca sh f lows and the ir potential d i str ibut ion . Un

subj ec t ive uncerta inty (probab il itie s are not known ) , the

wil l effec t both expec ted values and r isk . However , in th

o f both uncerta inty and an inab il i ty to d irec t ly perce ive

terms of the acm a l probab il it ie s a s soc iated with events .



Firs t
,

of cash flows
Two fur ther poinsi should be c lear . e xpected value s and the bu siness risk

assoc ia ted with them ar e properties o f the f irm . The pol it ica l events we ar e

concerned with are proper ties o f the environment . Unders tand ing the nature o f

the transboundary l ink (environment/firm) i s thu s cruc ial . Second
,
the im

p
ac t o f

the political‘ environment is indus try , firm and even pro j ec t speci fic .

Las t
,
we woul d l ike to br ief ly sugges t some ar eas where addit ional res earch

might be fo cused .

stud ie s reviewed in s ec t ion IV examine s impl e r el at ionship s be tween

f lows of inve stment and po l it ical event s . It is c l ear , that wha t

ever relationship ex is t s is bo th ind ir ect and compl ex . Thus ,

further work (bo th theoret ical and empirical ) is needed to id ent i fy

the types o f environmenta l events l ikely to af fec t operat ions , the

cond itions under wh ich they are mo s t l ike ly to do so and the nature

of the spec if ic pro ces s by which they do so .

on nat ional i zat ion we real ly know very l it tl e about the r el at ive

impor tance o f actua l cons tra ints impo sed upon f irms . Have , for exampl e ,

pres sure s for local ownership , exchange control s , d irec t l imit s on

opera tions , or res tr ic t ions on fees and royal t ie s re sul ted

from pol it ica l change and how have they effec ted f irms ?

o f the pol itical environment by mul t inat ional f irms . Wha t fac tor s

af fec t the way the a sse ssment and evalua tion proc es s i s organiz ed and

executed ? Where i s it lo ca ted in the organi zat ion? How i s the

re sul ting informa tion integrated into dec is ion making? Impor tant ly ,

how' does the proces s a ffec t s trateg ic dec is ion making ? Are there

indus tr ial or nat ional d ifferenc es ? What affec t s managers subj ec t ive

percept ions o f pol itica l environment s? How doe s informa tion ac t upon

them?



44 .

In depth case s tudies . Mos t of the re search des cribed in this

paper is quant itat ive and cross-national . Whi le i t has been a

valuable aid in mapping out the nature o f relat ionships between

variables , thorough cas e s tudies are needed to flesh out the

skeleton . For example
,
a case study o f the impact of a deter

iorat ing pol it ical environment (Argent ina in the late 1960 8 ) on

fore ign inves tors could aid in unders tanding the exact nature

o f the impact of pol it ical events on fore ign firms! Cas e s tud ies

could al so help compensate for the lack of t imeseries data .

Interd is cipl inary research . Work in this area definitionally

impl ies that one draw upon previous e ffort s in both management

and po li t ical science . However
,
i t is clear that e ffort s in

volving a numbe r o f the soc ial science s such as economics , organ

izational psychology and anthropology are l ike ly to bear fruit .
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