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Preface

The present book is the result of an interest of one of the authors
which has persisted throughout his career in different forms, Colin
White, an interest in risk — its identification and measurement and
even more its role in the historical development of different eco-
nomies. All of his previous work has reflected this interest, but to a
varying degree. The views expressed therefore are a distillation of what
wisdom the author has acquired over a long career teaching and
writing about such topics. The second author, Miao Fan, completed in
2004 a PhD thesis at Swinburne University of Technology, entitled
Country Risk and its Impact on the FDI Decision-making Process from
an Australian Perspective, Swinburne University of Technology 2004,
which had at its core a survey of Australian managers and their attitude
to country and other types of risk. She has just started a career in a
bank pursuing the more practical side of risk management. She has
worked over the last few years with her co-author on a number of con-
ference papers which have progressively set out the main outline of the
book.

Both authors would like to give their thanks to those whose help,
whether academic or otherwise, has made such an enterprise possible.
As the dedication shows, this is most of all the families of the two
authors. We live in a risky world, but families reduce that risk. A life of
reflection and writing is initiated with the help of parents and made
very much easier by the assistance of loving partners. Colleagues are
often there to discuss an interesting point and to provide the reality
test to which all ideas must at some time be exposed. Universities
provide the facilities critical to research, the preparation and giving of
papers at conferences and the whole-hearted commitment of time and
effort to the completion of a text. To all responsible for the necessary
inputs many thanks.

Xii



1

Introduction

The aim is to establish a structure for decision-making that
produces good decisions, or improved decisions, defined in a
suitable way, based on a realistic view of how people can act
in practice.

(Aven 2003: 96)

This book is an exploration of the way in which risk influences the
process of decision making relating to foreign direct investment. Its
initial premise is that country risk is, and should be, a major deterrent
to such investment. Since FDI is of increasing significance for the pro-
motion of economic development in countries with a low level of econ-
omic development and for the maintenance of continuing growth in
developed countries, it is important to understand how risk of various
types constrains the flow of such investment. FDI is much more impor-
tant than trade in delivering goods and services abroad (UNCTAD 2003:
xvi). In 2002 global sales by multilateral enterprises reached $US18 tril-
lion, as compared with world exports of $USS8 trillion. In the same
year the value added by foreign affiliates of multinational companies
reached $US3.4 trillion, about one tenth of world GDP, twice the level
of 1982. Because risk is a significant determinant of foreign investment
there is a need for the relevant decision makers to identify, estimate and
assess the relevant risk and to respond to it (Baird and Thomas 1985:
234).

There are several books which have had an important influence on
the authors. Hull, as early as 1980, anticipated most of the relevant
issues. Moosa (2002) provides the conventional view about the use of
present value for appraisal of international investment projects.
Broader in its scope than Moosa’s text, since it incorporates the real
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2 Risk and Foreign Direct Investment

options approach, is a book by Buckley (1996), which claims to be
the first book on international capital budgeting (Buckley 1996: vii).
The main innovation since the publication of Hull’s book has been
the application of a valuation of real options to investment appraisal.
A pioneering book is that by Dixit and Pindyck (1994). Probably the
best introduction is a set of essays edited by Schwartz and Trigeorgis
(2001). This literature has the virtue of building into an investment
appraisal both uncertainties concerning future performance and
interdependencies between investment projects over time.

The book is neither solely an instructional manual on how to make
an international investment decision in conditions of risk, as Hull’s
book (1980) might be regarded, nor solely a research monograph, as
the book by Dowd (1998), on the concept of value at risk, might be
viewed. It is more like the book by Moosa (2002), which is intermedi-
ate between a primer and a review of existing theory. It goes much
further than Moosa in considering the problem of valuation of invest-
ment, in particular how uncertainty affects that valuation. The book is
therefore similar to both a review of theory, one with a critical slant,
and a primer, an updating of Hull’s approach to FDI, with strong indi-
cations of how an investment decision should be made. It is also like a
research monograph in that it develops a treatment which brings
together ideas not previously combined.

It is easy to see the elegance of the financial theory used in the ‘hard’
risk literature but to realise its limitations (Bernstein 1996). In this
theory, there is a clear prescription on how to effect an investment
appraisal, which needs to be examined. However, it is also easy to see
the importance of good strategy making to the success of an individual
project and to the overall performance of the relevant enterprise. All
successful enterprises have good strategies, which include appropriate
procedures for making decisions on which projects to run with, proce-
dures which take full account of any interdependencies between pro-
jects of a different timing. An appropriate approach clearly requires the
insights of both the financial theorist and the strategist. In an impor-
tant sense, to be developed in the book, strategy should have prece-
dence over capital budgeting, but it is always sensible to base strategy
on sound quantitative foundations, where this is possible. The book
does this.

The first section of this book is introductory, including three chap-
ters which establish the context for the main arguments. In sequence
they discuss and critique the existing theory relevant to risk control,
explore the general nature of risk and indicate the tendency of FDI
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flows to be lower than expected, that is the existence of a pronounced
home country bias. The second section introduces the present value
formula for appraising investment projects, initially in conditions of
certainty but then under uncertainty or risk. It tackles the appraisal of
investment projects from three different perspectives — the financial,
the strategic and the organisational. There are chapters devoted to each
of these perspectives. The third section concentrates on the identifica-
tion and measurement of risk, particularly country risk. It includes
three chapters which deal in sequence with types of systematic risk
other than country risk, country risk itself and the risk specific to an
enterprise or a project. The final section comprises two chapters,
showing how risk should be incorporated into an investment appraisal
and how the response to risk has clearly kept aggregate FDI flows much
lower than might be anticipated.
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Part |

Risk and Home Country Bias

It is hardly surprising that less investment occurs in countries
that managers perceive to be risky ... this finding tells us
nothing about the fundamental sources of risk.

(Henisch 2002: 9)

The aim of the introductory section is twofold, to indicate the im-
portance of risk in economic decision making, notably investment
decisions, and to emphasise the prevalence throughout the world
of a home country bias in the location of investment: the link between
the two is a major focus of the book.

There are three chapters. The first explores the conventional treat-
ment of risk and investment. The second considers in more detail the
nature and role of risk, including country risk, in decision making
relating to investment. The third considers the level of FDI in the con-
temporary economy, particularly how to judge whether it is large or
small. This chapter shows that there is considerable evidence of a pro-
nounced home country bias in the location of investment, as of other
economic activities.
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2

A Review of Theory Concerning Risk
and the Foreign Investment Decision

Possibly one of the biggest reasons for the failure of manage-
ment science models in business is the management scientist’s
tendency to want to make his model as ‘sophisticated’ and as
‘realistic’ as possible without taking due account of how it will
fit into this company’s decision-making processes at their
current stage of evolution.

(Hull 1980: 134)

This chapter considers the platform of existing theory on which an
acceptable treatment of risk and FDI can be built.! It is appropriate
to consider at some length the way in which risk is treated in the
financial literature and to show its limited relevance to the appraisal
of foreign direct investment. It is also necessary to place the FDI
decision in the context of the investment decision-making process
in general.
There are five sections to this chapter:

e In the first section there is a review of the different approaches to
risk.

e The second provides a statement and critique of the ‘hard’ risk
approach.

e The third section analyses how risk is usually measured, notably as
variance and as the impact of extreme events.

e Section four offers a critique of this approach in the context of the
foreign direct investment decision.

e Section five considers the distinguishing characteristics of foreign
direct investment and how they influence the treatment of risk.



8 Risk and Foreign Direct Investment

Different approaches to risk

It is possible to conceptualise risk in different ways. There are three
main approaches (Culp 2001: chapter 1).

e according to its multifarious sources, focusing on the incidence of
specific unanticipated risk-generating events or behavioural changes;

e according to the impact of risky events on a key performance indi-
cator, distinguishing risk which is systematic in its impact, affecting
all the members of a defined group, and risk which is idiosyncratic
and non-systematic, that is specific to an enterprise or a project;

e according to a distinction between risk and uncertainty, or more
broadly between financial and business risk, the former amenable
to estimation of the relevant probabilities of relevant outcomes,
the latter not so and requiring a specialised knowledge to be
manageable at all.

The conventional ‘hard’ risk literature argues:

e that the first approach is irrelevant to risk management - the
sources of risk are of no significance, since it is the impact on a key
performance indicator such as profit or the value of the relevant
enterprise, which is important,

e that the central focus of any risk control is systematic market risk
but this is conditional on a stable degree of vulnerability to market
risk for any particular enterprise,

e that the third approach is unnecessary since there is only risk and no
uncertainty — all probabilities are already known or can be derived
from subjective assessments.

Most analysis of risk in the ‘hard’ literature short-circuits both the need to
consider the source of risk and to make a clear and consistent distinction
between risk and uncertainty, and therefore between financial and busi-
ness risk. Such analysis avoids tracing the sequence of events which
results in risk for the enterprise, concentrating on performance outcomes
without considering the causative chains which produce those outcomes.
It assumes that all possible outcomes can be measured as probabilities,
albeit subjective probabilities, and that only risk is under analysis, not
uncertainty.

For our analysis the source of risk is important since understanding
that source allows risk to be mitigated as well as managed. In this book,
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risk control is seen as consisting of both risk mitigation — actions to
reduce the risk level to which the decision makers are exposed, and risk
management — actions to redistribute at least some of the risk to
others, whether commercially through insurance or hedging, through
voluntary sharing in strategic alliances or through involuntary sharing
imposed by government. Financial theory fails to put enough emphasis
on the need for the mitigation of risk. In practice, sensible managers
devote far more time and effort to risk mitigation than risk manage-
ment, the former being strategically more important to the retention
of competitive advantage than the latter.

There is a simple rule put forward by economists on how much miti-
gation should be undertaken in any particular situation. The commit-
ment of resources should be taken to the point at which the marginal
benefit of the action taken is equal to its marginal cost. Beyond this
point additional costs are not worth incurring. The benefit consists
in the reduction of risk, which in its turn can be represented by a
notional increase in the present value of the investment.

The second distinction is important but is less useful for our analy-
sis than usually assumed. Financial theory argues — surprisingly to
anyone not versed in the financial theory literature — that managers
should not be concerned with risk management, because the owners
of an enterprise, its shareholders, have a much better opportunity to
diversify risk through their choice and adjustment of a full portfolio
of financial assets than managers have (see for example Doherty
2000 or Culp 2001). They are in a much better position to choose
the risk/return combination they desire and to realise that choice.
Most financial risk is unsystematic, accounting for something like
70% of the variability in the price of an individual share (Buckley
1996: 27). Because unsystematic risk can be diversified away it
allegedly has no influence on the behaviour of financial investors.
Systematic market risk is the prerogative of financial investors. In
practice, most managers find such a suggestion unacceptable since
any risk of a project failure threatens their own position. Moreover,
the distinction does not seem useful for the present analysis. There is
risk which is systematic, but it is systematic by country or by indus-
try. There is a sense in which at the enterprise or project level all risk
is unsystematic.

The third approach raises the issue of the difference between busi-
ness risk and finance risk. On one account (Buckley 1996: 33-34),
financial risk is reflected in the premium added when an enterprise has
debt, which rises with the level of its gearing ratio. Business risk is the
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risk characterising the overall situation of an enterprise. This is not a
helpful use of the terminology. Financial risk is better seen as the risk
which arises from the operation of financial markets and the uncertain
movement of prices within those markets, business risk that which
arises from the core activities of the business itself. All enterprises are
identified by their core activities and assets, and are expert in those
areas of activity in which they have core competencies. Such compe-
tencies rest upon an advantage in access to information which yields
them a competitive advantage over their competitors, one which
allows them to earn an above-normal or monopoly profit. The insider
is always privileged, having information not accessible to others. In
areas of expertise, the risk managers can mitigate risk in a significant
way. All enterprises have as one of their core competencies risk control
in the core area(s) of activity, so-called business risk. Their ability to
make an above normal profit partly reflects this source of competitive
advantage, the ability to control core risk. The competitive advantage
of any enterprise consists largely in an ability to leverage an informa-
tional advantage in the area of core activity by mitigating, rather than
managing, that risk.

The distinction between core and incidental risk is critical (Doherty
2000: 223-225), the former being part of normal business activity
(Culp 2001: chap. 1). There is no point in trying to hedge away the
raison d’etre of entrepreneurship, that is, the core risk. It is wise to
hedge only incidental risk such as the foreign exchange risk which
arises from changes in the relative values of currencies. With perfect
markets for risk, it would be possible to cover all risks, both core and
incidental, but in such a world all enterprises earn only a normal rate
of return.

The three approaches are different perspectives on the same problem,
complementary rather than contradictory; each is important but not in
the way often argued by financial theory.

The ‘hard’ approach to risk

The argument denying the need for managers to control risk privileges
the owners as the most important stakeholder group for any enterprise,
in some senses the only stakeholder whose interests matter. The single
goal of any enterprise is to maximise the price of the shares held.
The shareholders are seen as in a much better position to control risk
either, where risk is unsystematic, by diversifying the portfolio of assets
held, or where risk is systematic, by adjusting that portfolio of shares
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to take account of the risk attached to any particular enterprise, risk
which is, therefore, reflected in its price. The context in which risk is
considered is, therefore, that of its marginal effect on a well-diversified
shareholder.

In such analysis, there is an assumption of strong or semi-strong
market efficiency, that all relevant information is reflected in prices.
The analysis assumes that systematic risk is reflected first in the risk
premium attaching to a particular asset and secondly in the level of
‘betas’ which indicate the level of co-variance of the returns of a partic-
ular enterprise with the overall market return. It assumes the existence
of stable betas and risk levels knowable from past data. It asserts that
the shareholders are uninterested in any risk control by managers; any
attempt by managers to change the betas, i.e. to manage risk, will be
offset by a movement in the price of the relevant shares. A corollary of
these arguments is the separation principle (Modigliani and Miller
1958), the notion that the investment decision and the finance deci-
sion are separate, the former made by managers and the latter by the
shareholders as financial investors.

The capital asset pricing model provides a template for the inclusion of
risk in the appraisal of any investment (see Dumas 1993 on the global
asset pricing model — GAPM). Any asset (or project), or in a world of co-
variation any portfolio containing such an asset, must yield an expected
return greater than the risk-free return, plus a premium which compen-
sates for systematic risk, plus a term which allows for idiosyncratic or
non-systematic risk.

The conventional formula is:

1(j) = r(f) + bir(w) —r()} + ¢

where 1(j) is the target rate of return for the particular enterprise, and
under certain conditions a particular project, 1(f) is the risk-free rate of
return, and r(w) is the (world- or country-)market expected return. e is
an error term which captures any non-systematic risk.

A key constant is beta, which is defined in the following way.

b = cov{r(j), r(w)}/var{r(w)}

The beta reflects the divergence of the return on this asset from the
market return or more precisely and more formally the co-variance of a
particular asset’s return with respect to the market return, divided by
the variance of the market return.
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There are three distinctive risk premiums commonly separated and
relevant to investment appraisal —

e a systematic market risk attached to the particular class of assets,
reflecting its riskiness over and above a minimum risk-free level
(usually taken as the rate for a New York treasury bill), say equities
in a particular country or in the world market. The risk-free return is
sometimes defined differently for separate countries (Moosa 2002:
207-210).

e asystematic asset- or enterprise-specific component, which can either
increase the systematic market risk premium or reduce it. The asset or
portfolio beta is most commonly measured on the basis of past data,
but also with reference to real characteristics which impart a persistent
and systematic divergence from the market level — at the enterprise
level, by the size of the enterprise, its degree of debt leverage or vari-
ability of earnings; at the country level by elements included in the
country risk assessment which have the same impact on variability of
return by country.

The usefulness of such an analysis rests on the stability of such betas,
including the elements which determine the betas. If betas are not
stable, they do not identify elements of behaviour useful in determin-
ing the relevant risk premiums. One significant aspect of risk is prone-
ness to a change in the level of risk itself.

In the absence of a world market it is interesting to ask whether stable
country betas exist, indicating a persistent tendency for riskiness to differ
from country to country. In a sense, the assertion of the importance of
country risk is an assertion of a systematic beta-like tendency for market
movements in particular countries.

e any non-systematic asset-specific risk independent of the behaviour
of the market.

It is assumed that this element can be managed away by diversification
of assets, provided that there are enough different assets in the relevant
portfolio. There should therefore be no risk premium for private risk. If
for some reason shareholders cannot diversify in the way desired, an
enterprise should deliberately acquire a portfolio of unrelated assets in
different sectors of the economy, since any non-systematic risk will be
diversified away by a careful choice of enough assets. Whether country
risk can be diversified away depends on whether it is regarded as un-
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systematic risk and, even if the latter, whether there are enough coun-
tries to build a large enough portfolio to do this. There are both control-
lable and uncontrollable elements in this component (Aaker and
Jacobson 1990).

On this argument market frictions establish the need for risk control
(Doherty 2000: chapter 7), because they impede efficient market opera-
tion, give rise to positive transaction costs through agency and bank-
ruptcy problems, and interfere with optimum investment decisions.
There are inefficiencies in the markets for strategic resources, notably
the intangible resources specific to all enterprises, and even for real
options (Miller 1998: 511). An enterprise may also deliberately com-
pensate undiversified stakeholders, such as the managers of the enter-
prise, for the risk bearing arising from the operation of the enterprise
(Miller 1998; 511; further developed in chapter 6).

How risk is measured

In any financial investment there are assumed to be many assets, with
varying combinations of return and risk, which could make up a port-
folio. Any which yield a given return at a higher risk or a given risk
with lower return should be ejected from the portfolio. Those left con-
stitute the market security line, an efficiency frontier. The choice of
preferred outcome from an efficient set of projects reflects a trade-off
between risk and return, underpinned by a clear stance towards risk,
which is usually expressed as a set of indifference curves each repre-
senting combinations of risk and return yielding an equal level of
utility.

Risk is defined in a way that allows it to be measured as the variabil-
ity of possible returns. In most of the financial literature risk is usually
taken as the variance of returns, which are normally distributed (that
is, the square of the standard deviation, which measures the average
deviation from the mean). If we know the first two moments, the
mean and the standard deviation, we can easily infer the probabilities
of different outcomes occurring (Culp discusses this issue at some
length). This approach ignores the possibility that the distribution is
non-normal. Risk control must confront the danger of ‘lower-tail out-
comes’, extreme events. The object of risk management is seen as the
minimisation of variance, or a variant such as the reciprocal of the
coefficient of variation. Adopting as target the maximisation of a
return adjusted in a particular way for risk, for example the return
divided by the standard deviation (the Sharpe ratio) prejudges the
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appropriate attitude to risk, by subjecting the analysis to a formulaic
approach (Hirschleifer and Riley 1992).

Sometimes the use of variance is indirect. For example, the World
Investment Reports in both 1998 and 1999 use the coefficients of vari-
ation of investment flows into particular countries as a measure of the
risk facing potential investors in those countries. This is to put the cart
before the horse. Any such measure should be treated as an indepen-
dent variable in a study of the determining influence of country risk on
FDI. This is an example of the illegitimate practice of taking a conse-
quence of risk as part of the defining characteristic of that same risk.

The main weakness of the variance approach, particularly when it is
estimated ex post, is that it misrepresents the situation on risk. Only if
the distribution is normal (symmetrical) is it possible to say that variance
exhausts the meaning of risk and provides an accurate measure of that
risk. Such a focus on variance assumes no skewness or kurtosis. What is
relevant is downsize risk (Aaker and Jacobson 1990), the negative behav-
iour of returns as represented by the lower half of the distribution. The
approach produces obvious anomalies, if applied mechanically, such as
the classification of businesses with predictable but rapidly growing
returns as highly risky and those with stable or slowly declining returns
as not risky. There is much evidence that the world is not ‘normal’, not
conforming to a normal distribution: there is considerable skewness or
kurtosis. Extreme events matter. Even financial markets have been on
occasion subject to extreme swings, becoming hopelessly illiquid as the
result of mood changes sparked off sometimes by an apparently minor
event. A normal distribution predicts that a 10% decline in the capital
market is a very rare event, whereas such declines occur much more fre-
quently than predicted (Stulz 1996: 21), happening, for example, on the
American stock market on 100 days in the twentieth century. Such insta-
bility makes most hedging impossible and risk control breaks down at
the very time that it is most needed. In the event of a dramatic melt-
down, even the most sophisticated of risk management ceases to be
effective.

Large unprecedented, unexpected events cannot be accommodated
with normal portfolio management techniques. It is difficult to know
how far these meltdowns can be predicted, but comprehension of the
relevant chains of causation is highly relevant. There are disasters or cat-
astrophes which can cause major financial distress, even the bankruptcy
of a company, and threaten the position of particular stake-holder
groups, notably managers or owner-managers who have considerable
enterprise-specific capital. These risk-generating events might include



A Review of Theory Concerning Risk and the Foreign Investment Decision 15

natural disasters such as earthquakes in California or Kobe or hurricanes
in Florida, as well as terrorist attacks such as those of September 11
2001. Such events are rare, but their impact can be devastating. At other
times, there is the build up of small changes, which at some stage grow
to constitute a threshold beyond which there is a run-away effect.
Identification of such events is vital to survival. A precondition for suc-
cessful risk control is a realistic awareness of future probabilities.? Worst
case scenario generation focuses directly on the threat of such extreme
events. In certain circumstances rather than aiming at reduction of
the ‘average’ risk associated with a given project risk control should be
about the identification of the possibility of ‘lower-tail outcomes’ and
their elimination. The more recently developed ‘value at risk’ approach
recognises this by focusing, as a measure of risk, on the maximum pos-
sible loss at various confidence levels, the latter chosen according to the
degree of risk aversion of the investor (Dowd 1998). For example, it
might consider the maximum loss which occurs with a 95% or a 99%
confidence level. Any greater loss is only likely to occur on average once
in 20 or 100 years.

Problems with the conventional approach

The starting world for financial theory is the following:

e a developed set of efficient markets in which risk is traded, both
along with and in financial instruments separate from the products
and services exchanged in those markets,

e a range of derivatives, or contingent claims, which cover every
contingency confronting decision makers, including those making
investments, and derive their value from some underlying asset.

In the words of Moss (2002; 35), ‘Standard economic models actually
envision a world of complete contingent markets, where any risk — no
matter how small or unusual — can be bought or sold in the market-
place.” In such a market system, all prices fully reflect risk and there is
no need to account for risk or uncertainty separately. The premiums
attached to prices reflect the level of risk as revealed by the probabili-
ties in the various markets. An investment decision maker would then
be operating in the equilibrium world of an Arrow or Hirschleifer. The
market for risk may not be as developed as this suggests for a number
of very good reasons (see Moss: chapter 2). The concern is not so much
the faults of the underlying Capital Asset Pricing Model (Roll 1977),
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about which there is considerable debate (Fama and French 1992), as
its usefulness to the appraisal of foreign direct investment. There are
four good reasons why the CAPM approach cannot be used without
significant adaptation. The space devoted to the first reason shows its
paramount importance.

e The argument is based on a series of highly restrictive assumptions
inapplicable to the real world. It is possible to relax some of the
assumptions and retain the theory, but not all. There is a point at
which relaxing the assumptions creates a different world.

There are four crucial assumptions (Culp 2001: 63). The first is the exis-
tence of strongly efficient markets, notably capital markets. Although
assets in the financial market are unspecific, homogeneous in key attrib-
utes, designed to be easily exchanged, and usually divisible, and there
are many buyers and many sellers, there is overwhelming evidence that
at best the weak market efficiency assumption holds.

One problem is asymmetric investment in a transaction. The influence
of different stakeholders on decision making is important because they
have different risk exposures, that is different investments, and different
abilities to diversify. Shareholders are unusual. Other stakeholders often
have assets which are heavily committed to activities linked to the rele-
vant enterprise. Workers and managers have most of their assets locked
up in human capital which over time becomes more and more specific
to the enterprise for which they work. Many such stakeholders may be
unable to diversify their assets. This is particularly significant for man-
agers. Human-capital risk cannot be diversified away in a private market
because claims on human capital cannot be bought or sold; this would
constitute a form of slavery. This gives managers a particular interest in
the risk to which the enterprise is exposed. There is little doubt that the
old have no choice but to hold too much, and the young too little,
human capital in their portfolios of assets. There are comparable issues
for the community living around an enterprise, which may not only
have human capital tied up in employment in a certain enterprise but
housing whose value is linked to the prosperity of the relevant enter-
prise. Even the provision of schools and hospitals may be so linked. It
can also apply to governments who generate a large proportion of their
revenue from a limited number of projects, or suppliers linked to one or
a few customers.

Another problem emerges with respect to the credibility of the com-
mitment to any business relationship. The role of one important group
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of stakeholders is usually ignored, the next generation. It is impossible
to commit future unborn generations to current risk-sharing arrange-
ments through private contracts. There is a danger future generations
may reject such contracts, sometimes through the political process,
sometimes not. Complete intergenerational risk sharing is ruled out.
Nor can any private entity ever credibly commit not to default on its
future obligations; there is always some default risk. An individual may
default deliberately as a matter of strategy or be forced to default by cir-
cumstances beyond his/her control. Sometimes the default has a
significant negative impact on the conduct of business.

Another difficulty is that some benefits and costs, including particu-
lar types of risk, are not fully reflected in the price of a product, but are
externalised. Externalities exist at every level of an economy. They may
simply be external to a project but still internal to an enterprise or
external to the enterprise but internal to an industry.

There may also be dangerous feedback loops such as financial panics
resulting from contagion effects. Depositors will withdraw money from
an otherwise sound institution simply because there is danger that
others will do so. In a race to get access to liquid assets many deposi-
tors may lose out and the institution may go bankrupt regardless of its
initial state. The same might apply at the country level with a run on a
country, resulting in a rapid and large outflow of financial assets. All
market economies operate on the basis of perceptions and therefore of
confidence.

Network effects are a positive manifestation of an externality, where
the value received by a consumer in his/her consumption reflects the
number already consuming. For example, the greater the number of
consumers operating a third generation mobile phone, the greater the
potential benefit to be derived by a new consumer. It does matter how
many other consumers you can link up with. This is similar to the old
bootstraps argument which was once advanced on the basis of pecu-
niary external economies, that is, that the simultaneous implementa-
tion of a number of linked projects favours them all, if only in the
increased demand generated.

A second assumption is that all players have similar knowledge, that is,
they are exposed to the same new information, perceive it and are
capable of processing it in the same way. In the literature on both risk
and FDI there has been an increasing focus on imperfections in access to
information. Much uncertainty or risk arises because of ignorance, a lack
of adequate information on possible risk-generating events. The fre-
quency of occurrence of some risk-generating shocks cannot be predicted
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because there is simply not enough information to make such a predic-
tion. The causal chains may be unknown, and perhaps unknowable with
the current state of knowledge or in any feasible future state, whatever
the resources devoted to an information strategy. In some cases neither
of the potential parties to a transaction involving risk can obtain ade-
quate information about the risk in question, because the information
either does not exist or is prohibitively expensive to acquire.

The problem is also the unevenness of the spread of information.
The main example of asymmetry is that between insiders and out-
siders, those who are privy to particular decisions and those who are
not. There is nearly always a difference in the accessibility of informa-
tion by two partners in any economic transaction. The reality of busi-
ness is that some enterprises have knowledge that others do not. Much
of the current analysis of risk management is increasingly premised on
such asymmetries of information, notably that between owners and
managers. Investors, particularly large market-leaders, deliberately seek
to segment the market, creating asymmetries of information in order
to generate profit-generating situations. Insiders actively seek to create
a perception of bimodal or skewed distributions. There is a motivation
to conceal relevant information.

Asymmetric information of this kind creates incentive problems
which can increase overall risk. Principal/agent relations are univer-
sal, arising wherever one partner to a transaction(s), the principal,
hires the other, the agent to perform a particular task. The principal
cannot know what the agent knows about the detailed circumstances
of the performance of that task. If the two have differing interests in
the outcome of the transaction, there is a risk for the principal that
the agent will pursue his/her own interests rather than those of the
principal.

Moral hazard arises when the partner to a risk-management transac-
tion providing the hedge or insurance knows less about possible risk
contingencies and their impact than the hedged or insured partner.
Any gain from mitigation will be captured by the insurer or institution
providing the hedge and not by the insured or hedged. There is, there-
fore, a diminished incentive to engage in such mitigation behaviour.
Risk management in this situation may increase the level of risk to
which an economy is exposed.

Adverse selection arises when the seller of a product or service knows
more about the quality of the sales item than the prospective pur-
chaser. An individual knows more about his/her medical condition or
the seller of second-hand motor car knows more about the quality of
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the car relative to the average being insured or sold. More relevantly, it
also occurs when the insured knows more about their level of risk than
their insurers, or the receiver of a loan more about their creditworthi-
ness than the bank making the loan. Those who are most at risk have
an incentive not only to conceal their risk but to take the relevant
insurance or sell the car, and those who are least at risk have an incen-
tive to refrain from incurring the costs of the same insurance or to
withdraw the car from the market and sell it privately. There is a
process of self-selection which could subvert the effective operation of
the market.

Even if the same information is available it may be perceived differ-
ently (Tversky and Kahneman 1979). Perception problems may result
from the way a problem is ‘framed’, which often depends on the
context in which the problem first makes its appearance. The shear
quantity of information available makes this likely. There is an abun-
dant literature showing that individuals do not behave according to the
standard view of what is rational. Market participants do not make deci-
sions as rational economic men/women, maximising income, utility or
some easily understood maximand. They have neither enough informa-
tion nor the capacity to process that information. They may lack the
inclination, in many situations trusting their own gut feeling or intu-
ition (for an argument in favour of the use of intuition see Mandron
2000: 1012). They may adopt a range of simplifying tricks or heuristic
devices which allow them to impose order on a rather uncertain world
and to frame the relevant problem in a way which makes it easier to
deal with (Moss 2002: 43-34). This framing may be done in terms of the
status quo, or rather aspirations relative to the status quo; information
may be used which is readily available or striking and ambiguous infor-
mation rejected or downplayed; or there may be an optimistic bias, a
preference to use good news rather than bad news, for example the ten-
dency to ignore the possibility of extreme events. There are many such
simple rules used to put the information available into some kind of
working order.

The third assumption is that investment strategies are already given,
that is, the investment decisions of enterprises are determined inde-
pendently of financing decisions. All the possible values of a given
project are ‘spanned’ by assets already sold on the capital market
(Dixit and Pindyck 1994: chapter 5). This means that it is possible to
find an asset or to construct a dynamic portfolio of assets, whose price
is perfectly correlated with that of any project because its risk/return
profile can be replicated by those assets. In the simplest case of no
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risk, it is a risk-free bond. Any decision currently being made is
assumed to be within the span of existing projects - it has no effect on
the prospective range of returns and risks. This is equivalent to saying
that the decisions of the relevant enterprise do not affect the opportu-
nity set available to investors. This is untrue of many projects such as
those involving research and development or the introduction of a
new product. Any additional investment project extends the span of
existing projects.

Finally, it is assumed that everyone has equal access to the capital
market and on the same terms, whether to lend or borrow in that
market. The interest spread of similar financial instruments shows that
this is not the case. It may be impossible for some players to borrow at
all. This ability may also vary over time. This assumption is a funda-
mental departure from reality.

These problems are the principal reasons why the market cannot fully
handle the existence of risk and why existing theory fails to take full
account of the complexity of relevant decision making (Moss 2002).
The world is not at all as the theory of the text books describes. The
divergences of the real world from such an ideal world has significant
implications for investment appraisal, as we shall see later.

e The second reason for having reservations about CAPM theory is
that most treatments of risk deal only with the redistribution of
existing risk, the level of which is taken as a given.

The analysis is usually couched in terms of a fixed and known amount
of risk. Insuring or hedging does not mean that overall risk is reduced.
Structural change does mean that the potential impact of risk, or risk
exposure, is reduced, although the level of risk itself is not. In the
‘hard’ risk literature genuine risk mitigation is usually not dealt with at
all or in a trifling way.

e The third is that, despite the main argument of financial theorists,
even they find in the multiple failings of the market so many justifi-
cations for managing risk that they might just as well assume from
the beginning the need for managers, in addition to financial
investors, to manage risk of various kinds.

¢ A final problem relates to the large contradiction between theory and
practice, in particular the assertion by decision makers that they
follow the CAPM method in investment appraisal and the inconsis-
tently high ‘hurdle’ rates used in such appraisal (Jagannathan and
Meier 2002). The true market risk premium might have been as low
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as half the historical US equity premium during the last two decades.
Surveys of decision makers in enterprises (Poterba and Summers
1995) have indicated the application of much higher hurdle rates of
return than would be suggested by the CAPM approach (Fama and
French 2001). These rates also unexpectedly vary greatly from project
to project within the same industry, and even the same enterprise.
Such discrepancies require an explanation.

The peculiarities of foreign direct investment (FDI)

There are serious reservations concerning the extension of the ‘hard’
risk management, or portfolio, approach to foreign direct investment?
(Elton and Gruber 1975).

e Portfolio analysis looks backwards rather than forwards: it rests on
the availability of detailed information about past behaviour,
notably that concerning the level of the risk-free return, the market
returns on different assets, and return co-variances. The analysis also
assumes stable past behaviour so that there is an unambiguous risk-
free return, risk premiums for different markets and betas for differ-
ent enterprises. Otherwise each will change according to the time
period selected for the estimate.

e The relevant time horizon, reflecting a commitment over a protracted
period, although not necessarily the lifetime of the assets, is much
longer than for portfolio choice. The commitment of resources for
such a long period guarantees a higher level of uncertainty.

The first two reservations, indicating very different time perspectives
for financial and physical investment, makes it doubtful whether the
approach is appropriate for FDI (Calverley 1985 is one of the few to
directly address this question). FDI has a much longer time perspective
and requires anticipation of future events which are not simply a re-
run of the past. Estimating variance, or any other measure of risk, from
past data assumes a stability of the environment which is illegitimate.
In normal times, i.e. periods of stable behaviour, the past can be used
to anticipate the future. In abnormal times, i.e. periods of instability,
this does not work. The latter are frequent enough to cause enormous
problems for investors if they are ignored.

e There is a commitment of a wider range of assets to such invest-
ments, including entrepreneurial and technical inputs as well as
financial resources, creating very different risk exposures.
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e FDI involves investment in highly specific assets, usually in large
indivisible units. There is a lumpiness about the investment which
creates what economists call discontinuities.*

e The segmentation of many markets for physical assets by asym-
metric information is ignored. This is linked to the fact that for
many assets there is a liquidity risk which reflects the lack of
a market for such assets which can be accessed at any time
without serious loss.

Together these three reservations have significant implications. It is
extremely rare that an enterprise holds facilities which are completely
independent of each other, assets which yield no economies of scale
and scope.> At the very least for international projects there may be
a sharing of promotion costs or of research and development. For a
given enterprise, because of the existence of significant world-wide
value-adding networks, the returns and risks attached to different
assets may be highly correlated; there are serious interdependencies
and very considerable co-variance. For a ‘global’ portfolio of physical
assets held by a multinational enterprise there is, therefore, no risk
which is completely non-systematic. This makes it very difficult to
diversify away risk by simply having a large portfolio of different assets.
Inclusion of a new asset may change the whole pattern of returns and
risk for existing assets. If different country markets fluctuate indepen-
dently of each other, entry into a large number of such markets might
create such a portfolio, but this involves exporting as the entry mode
rather than FDI.

e The range of events which threaten the value of foreign direct
investment is much greater than for normal portfolio investment.
The kind of threat is different from that which affects portfolio
choice.

As a result of these reservations, the portfolio approach is only margin-
ally relevant to an international investment project. The risk premiums
advocated in the capital asset pricing approach are unlikely to be
appropriate to such a project.
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Risk and Risk-generating Events

There are never likely to be enough major capital investment
decisions facing a company within a reasonable period of time
for it to be proved statistically that decisions taken on the
basis of an analysis of the risks are better than those taken
without any such analysis.
It should be recognised that the use of risk evaluation in
business is in essence an ‘act of faith’.
(Hull 1980: 135)

This chapter starts by indicating how necessary it is to bring together the
disparate approaches to risk in a genuinely integrated manner which
assimilates all risk factors and the different disciplinary approaches to risk.
It defines what risk is and shows the universality of that risk with careful
distinctions made between incidence, impact and response. The analysis
shows how such risk-generating events might be classified. One method of
classification is by the different levels at which risk arises and has to be
controlled. The analysis then turns to the response to risk by considering
the appetite for risk, or degree of risk aversion, of those confronting risk.
Part of such an analysis is consideration of the nature of risk exposure for
organisations and individuals, notably different stakeholder groups. In
conclusion, the chapter analyses the connection between risk and return
which is considered a positive one by financial theorists but paradoxically
has appeared in the empirical data to be negative; successful organisations
are able to increase returns and reduce risk simultaneously.
There are six sections in the chapter:

e The first section argues the need to take an integrated approach in
dealing with the various risk factors.

23
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e The second confronts the need to define risk in a preliminary way.

e In the third the focus is on the interaction between incidence,
impact and response and on the universality of risk.

¢ The fourth section makes an introduction to the different types and
levels of risk relevant to FDI and to the risk exposure of particular
assets.

e The fifth section considers the risk appetite, that is, the degree of
risk seeking or risk aversion, which characterises individuals or
organisations.

e The final section discusses the relationship between risk and return in
a dynamic context, particularly whether there is a trade-off between
the two.

Integrating the treatment of risk

Risk is not a purely negative element since inherent in any opportunity
is some risk. Risk is everywhere, the ever-present associate of progress
in general or of any specific entrepreneurial challenge in particular. It
inevitably accompanies the attainment of a good pecuniary return. It is
both impossible and undesirable to avoid all risk since the opportunity
cost in lost income is too large. Controlling risk is part of the challenge
of taking full advantage of any opportunity. Risk is therefore central to
any decision and strategy made.

The literature dealing with risk is unhappily fragmented and often
apparently inconsistent in its approach. It deals with disparate aspects
of risk, often with variable definitions and large omissions of relevant
risk types. For example in a well-known and generally sensible treat-
ment of risk Olsson (Risk Management in Emerging Markets 2002: 35)
defines country risk as the risk that a foreign currency will not be avail-
able to allow payments due to be paid because of a general lack of
foreign currency, or a relevant government rationing what is available.
For most commentators this is a small part of country risk. The adop-
tion of such a ‘particularist’ viewpoint with a concentration on one area
is unfortunately common. This has led Moosa to rightly comment,
‘Considerable conceptual confusion surrounds the idea of country risk’
(Moosa 2002: 131).

There have been a number of attempts to standardise the general
terminology used. The significant example is ISO/IEC Guide 73: 2002
Risk Management. Vocabulary. Guidelines for use in standards. This
terminology has been taken up by a number of organisations and the-
orists, although usually modified to suit the purposes and views of the
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relevant users (see for example Aven 2003: Appendix 2, or at the more
practical level, A Risk Management Standard drawn up by AIRMIC,
ALARM and IRM, 2002). The present book seeks to keep within this
terminology, only adjusting it to take account of the FDI orientation
of the analysis.

In an excellent paper published in 1992, Kent Miller emphasised the
fragmented state of the treatment of risk, which he described as
reflecting a tendency to take a particularist approach, analysing
specific uncertainties in isolation rather than taking an integrated risk
management perspective (for a comment on Miller’s article see
Werner and Brouthers 1996). The criticism continues to be valid.
Miller pointed out the stress in the existing literature on particular
uncertainties, whereas in his view there should be a ‘multidimen-
sional treatment of uncertainty’ (Miller 1992: 312). The present book
seeks such a multidimensional perspective.

There are an increasing number of papers which have explained the
proliferation of different results by weaknesses which could be dealt
with by a genuinely integrated approach. The weaknesses include:

e ambiguities of definition, in particular what should and should not
be included in any definition of risk,

e illegitimate assumptions of a direct and universal relationship
between particular kinds of risk-generating events and variability in
a key performance indicator,

e a failure to accord proper respect to the uniqueness of specific
circumstances and of event sequences which create a significant
path dependency, thereby marking out risk as highly specific
(Fatehi-Sedeh and Safizadeh 1989).

In a later paper Miller describes his attempt to analyse risk in an inte-
grated manner as ‘a perceived environmental uncertainty measure-
ment instrument’ (Miller 1993: 694).

According to Miller an integrated approach involves two necessary
reorientations: firstly, taking a general management, or strategic,
view of risk, that is bringing together the separate treatments of risk
by international business theorists and analysts of strategy, and sec-
ondly, giving explicit consideration to numerous kinds of uncer-
tainty. The former means, for example, removing the apparent gap
in the treatment of country and industry risk (Miller 1993: 694), the
latter analysed by strategists and the former by international busi-
ness theorists. From another perspective, it also means bringing
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together the hard approach to risk management, which is espoused
by financial theorists, and the soft approach which is applied in the
area of foreign direct investment, with the aim of linking market
risk with country and other types of risk in a coherent conceptual
framework.

Since the publication of Miller’s original article, nobody has taken up
his challenge in a systematic way, despite the fact that Miller has pro-
vided a good foundation on which to build an integrated framework
with a coherent set of categories. There have been few published empir-
ical applications of Miller’s conception of integrated risk management
in international business, and even fewer theoretical explorations
(Shrader, Oviatt and McDougall 2000).

There is plenty of scope for an integrated approach satisfying a
number of aims:

e a comprehensive classification of the different types of risk with
a consistent use of terminology, one which can be tailored to the
particular problem under analysis (Miller 1992),

e the pursuit of enterprise-wide risk management (EWRM) (Culp
2001: chapter 11), which comprises every kind of risk to which the
enterprise is exposed,

e consideration of risk control in a general strategic context in which
opportunity and risk are two sides of the same coin (White 2004:
chapter §),

e a fusion of the approaches of different disciplinary orientations,
whether economic, financial, managerial or any other one relevant,

e an integration of the various areas in which decision making
needs to be made compatible — valuation, planning or strategy,
performance measurement and compensation schemes with their
incentive implications (Mandron 2000).

One way of integrating risk control is to make it part of the general
strategy of the enterprise, which includes, for example, simultaneous
decisions on the capital structure and financing of the enterprise and
on the investment projects to be implemented.

A definition of risk

Miller starts by stating, ‘The strategic management field lacks a gen-
erally accepted definition of risk.” (Miller 1992: 311). The first
requirement in any analysis of risk is an appropriate definition.
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Perhaps a reasonable starting point is Culp (2001: 14): ‘Risk can be
defined as any source of randomness that may have an adverse
impact on a persona or corporation.’ The first half of the statement
picks up the fact that the events, or relevant interactions, engender-
ing risk are somehow unexpected. Risk is not simply a matter of
ignorance, since it is possible that even expected events can have
unexpected negative consequences because the enterprise does not
turn out to have the capabilities its strategy makers think it has
(Miller 1998: 508). The second half stresses the negative impact of
such events — it is the downside that matters.

This rather general definition begs a number of critical questions. It
is appropriate, and not unusual, to start such analysis with the distinc-
tion between risk and uncertainty. Since there is still considerable con-
fusion in the use of the two terms, risk and uncertainty, the ambiguity
needs to be clarified. The distinction which is common in the literature
goes back to Knight (1921). Knight argued that uncertainty lay within
the province of the entrepreneur, not the insurer or hedger who dealt
with risk. This is the source of the distinction between finance and
business risk already discussed in the introduction. In the literature,
the distinction between risk and uncertainty is usually made in a
simple way.

e Risk is the set of calculable possible future outcomes for a relevant
performance indicator, a known set of probabilities.

e By contrast, uncertainty relates to what cannot be known because it
is in some sense unpredictable and therefore non-quantifiable.

Graaff has aptly commented, ‘Uncertainty is not to be thought of as a
quantitative thing like the chance or numerical probability of a coin
showing heads when tossed a large number of times. It refers to
something qualitative. It is a description of a degree of knowledge, of
lack of knowledge. It arises whenever one has incomplete informa-
tion on which to act’ (Graaff 1963: 116). The distinction is further
developed by Meldrum. He points to a continuum between pure risk
and pure uncertainty, emphasising the distinction between an event
whose occurrence is frequent enough to yield a statistical function
amenable to probability analysis and one lacking these requirements.
‘For example, the probability of death from an auto accident qualifies
as a risk; the probability of death from a nuclear meltdown falls into
uncertainty, given a lack of nuclear meltdown observations. Many of
the individual events investigated by country risk analysis fall closer
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to uncertainties than well-defined statistical risks. This forces analysts
to construct risk measures from theoretical or judgmental, rather
than probabilistic, foundations’ (Meldrum 2000: 33-34). There is a
natural desire on the part of both theorists and practitioners to trans-
late uncertainty into risk in order to make quantification possible.!

Miller notes a more subtle confusion between two uses of the term
risk — to refer on the one hand to a general lack of predictability in firm
performance outcomes, and on the other to the unpredictability of
organisational and environmental variables which have an impact on
performance predictability, or simply a lack of information concerning
these variables (Miller 1992: 312). Miller prefers to call the first risk,
although he makes no presumption that it is quantifiable, and the
second uncertainty. In this sense, risk arises because of the existence of
uncertainty. This is the rationale for Olsson’s definition of risk, ‘risk is
the uncertainty of future outcome(s)’ (Olsson 2002: 5).

In rejecting the Knightian distinction on the grounds that ‘it
violates the intuitive interpretation of risk which is closely related to
situations of unpredictability and uncertainty’ (Aven 2003: 39), Aven
is taking the same approach. He argues that all probabilities are
subjective assessments of uncertainty. Therefore ‘for the uncertainty
situation we interpret the probabilities as measures of uncertainty, as
subjective probabilities expressing degrees of belief. Alternatively, the
probabilities can be interpreted as subjective estimates of true, under-
lying, objective probabilities.” (Aven 2003: 28) According to Aven
there are two categories of uncertainty to go with these two interpre-
tations — ‘stochastic or aleatory (= variations of quantities in a popu-
lation) and knowledge-based (epistemic) uncertainty’. (Aven 2003:
17) The former is the uncertainty which can be expressed in exact
probabilities, such as a toss of a dice (the alea). The latter reflects lack
of knowledge about the world (i.e. system performance) in general
and of observable quantities in particular. This lack can never be
completely removed. In the words of Aven, ‘risk is uncertainty about
the world’ (Aven 2003: 50).

Since the world is characterised by uncertainty, it is unsurprising
that the problem of dealing with risk is rather more difficult than
often assumed. The enterprise exists as a separate and well-defined
organisational system within a single integrated environment but
one which has many aspects — political, economic, legal, technologi-
cal, and socio-cultural. It is critical to distinguish that environment
from the enterprise itself. Instability is a property of that environ-
ment and risk a property of the enterprise. There are certain relevant
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events, of differing provenance, which occur within that environ-
ment and constitute a significant part of that instability; in so far as
they also have an impact on the operation of the enterprise they
create risk.?

The level of uncertainty is never binary, there is never a simple
either/or situation. Such a binary position grossly oversimplifies the
world. In reality, there is neither zero uncertainty (complete certainty),
nor on the other hand complete uncertainty (complete ignorance)
(Courtney, Kirkland and Viguerie 1997). The world has regularities
which are the basis of the possibility of meaningful strategy. Complete
uncertainty is a situation which entails what Shackle calls ‘powerless
decision’ and can be disregarded.

In terms of the managerial perception of these events and their
outcomes there are four possible states of affairs (Kobrin 1979):

¢ anearly definite future,

e anumber of discrete alternative possible futures (scenarios),

e a broad but continuous range of possible futures with clear bound-
aries which demarcate what is impossible,

e an ambiguous future fraught with unknowns, that is a nearly
complete uncertainty.

Incidence, impact and response: the universality of risk

The diagram below articulates what has been the source of much of the
confusion concerning risk, a failure to identify the difference between
the defining characteristics of the concept and the causes and conse-
quences of different levels, or changes in the level, of risk. It is possible
to link causes, characteristics and consequences with incidence, impact
and response in a simple way.

Defining risk.
Causes A set of risk-generating events Incidence
or changes in behaviour,
sometimes called shocks
usually interacting closely
with the relevant contexts
Characteristics  Significant unpredictability Impact

of a key performance
indicator(s) which indicates



30 Risk and Foreign Direct Investment

the achievement of an
important strategic objective(s).
(Variance in the performance
indicator)

Consequences Long-term consequences — Response
structural or organisational
change e.g. the choice of
organisational form such as
the introduction of limited
liability
Medium-term consequences —
the adoption and
implementation of generic
risk control strategies by
key players ( = country
risk function)

— information strategy
— assessment strategy
— avoidance strategy
— mitigation strategy
— management strategy
e.g. the adaptation of the
capital structure

Short-term consequences —
at the micro level, specific
investment decisions and
their financing; at the
macro level, specific
inflows of FDI into
particular countries

The three - incidence, impact and response, while in theory are inde-
pendent of each other, interact in an inevitable way, particularly where
government is successful at controlling risk levels. There is no objective
measure of the incidence of risk-generating events, let alone an esti-
mate of their probability of occurrence. It is impossible to measure
objectively the frequency of events which are the source of the kinds of
risk described above (White 1987 and 1992). Clearly, the response
influences the impact and the incidence. It is common to take some
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measure of impact as a measure of the incidence or of the riskiness of
an environment, as in the treatment of ‘hard’ risk. This makes analysis
dangerously circular.

It is appropriate to return to a provisional definition of risk:

e Risk is the possibility of an unanticipated event, or change of behav-
iour, which has a negative impact on a key performance indicator or
on the achievement of some strategic objective, one sufficiently
significant to justify a response by relevant decision makers.

There are the same three elements — the unanticipated events, the indica-
tor or objective affected in a negative way and the response by decision
makers. Any risk involves the unpredicted, which must be placed at the
centre of a definition. Often the indicator negatively affected is taken as
profit or the value of an enterprise. The impact should be seen in a
broader perspective: risk has an impact on the achievement of all strategic
aims. It is possible to extend the definition of risk to include, not just a
negative effect on a quantitative performance indicator, but also any
impediment to the achievement of strategic business objectives (Rugman
and Hodgetts 1995: 356). In strategic analysis the balanced scorecard
approach shows the range of different indicators which ought to be con-
sidered (Kaplan and Norton 1996). The actual outcome, however
superficially good, must also be related to a desired outcome. This further
increases the difficulty of quantification.

Types and levels of risk

It is necessary to be systematic about the classification of risk. The
classification must fit the specific problem under analysis, which in this
case is the determination of FDI. There are numerous ways of classifying
risk, each reflecting the particular focus of interest. For example, an econ-
omic historian interested in the influence of risk on the process of econ-
omic development might define a risk-generating event as inherently
capital-destructive or labour-destructive. Such an historian might argue
that the environments of different parts of the world differ in the bias of
their factor destructability (Jones 1987). Or a classification might be made
which distinguishes natural, social, market or power (political) risk
according to their different sources. The course of economic development
is marked by phases during which the different risk types predominate
(White 1987). Moss (2002) has produced a model which considers phases
in the USA which differ according to the nature of government interven-
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tion to control risk. On the other hand, concentration on financial
markets has yielded a very different classification of risk (Saunders 2000).
The main emphasis is on the distinction between systematic and non-
systematic risk but a much more ad hoc classification is made regarding
the sources of risk. The classification lacks coherence, largely because the
source of the risk is considered irrelevant to an analysis which concen-
trates on the impact. All financial textbooks contain such a classification,
usually differing in detail but covering the same ground. This classifica-
tion focuses on the impact of risk on the value of the enterprise, its cash
flows or returns, mostly on market or credit risk, taking into account risk
elements such as price, notably interest, risk, differing maturities risk,
even credit risk and off-balance sheet risk. It includes as separate ele-
ments, liquidity and insolvency risks. Often there is some reference to
operational risk or technical risk, that is, the difficulty of mastering a new
technology, and to political and transfer risks.

From the perspective of this book it is necessary to develop a dif-
ferent classification, one appropriate to FDI, a process begun by Miller
(1992). The second section of the book completes this process, whereas
this section explores the principles by which such a classification
should be made. We can start with the question, what sort of events
are relevant to direct investment in general and to FDI in particular?
Such events range from those occurring at the macro level, natural
events such as storms or earthquakes, or human-initiated shocks such
as economic recessions or terrorist attacks, to those occurring at the
micro level, the bankruptcy of a creditor or the failure of a vital piece
of machinery. The frequency of incidence and both breadth and depth
of impact differ from shock to shock; in particular cases the impact
is strongly mediated through strategic and structural responses by
decision makers acting within the relevant organisations.

It is also necessary to refer to the risk which arises from the competi-
tion between strategy makers, which might be called strategic risk, at
the international level, a combination of competition risk and country
risk. The term strategic risk is used since it describes the risk which
arises from ignorance of the strategies of others and of the pattern of
action, response, and reaction which ensues from the implementation
of any particular decision (Smit and Trigeorgis 2004). The indetermi-
nateness of unfolding scenarios is shown both by the different solu-
tions to problems set up as games and by the path dependency of
actual outcomes, which often reflect the potency of apparently small
events to influence a historical path (David 1985; Arthur 1989). Any
investment decision must be viewed in the context of the strategies of
all other significant players.
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Risk exists at different levels of the system - global, national, indus-
trial, enterprise, project and individual. The relevant level can be
defined by the source of the risk-generating event, by its area of impact
or by the location of risk responses. At all levels the relevant risk-
generating events have a powerful potential impact on business, but
only after a filtering process makes specific the impact. From an eco-
nomic perspective the significant impact might be defined by some
performance indicator, anything from the GDP growth of affected
countries to the profit of a particular enterprise experiencing the
impact or the return on a particular project.

Risk is systematic to the level to which it refers, particularly above
the level of the enterprise. It affects those on whom the risk has an
impact in a similar, although not identical, way. The most relevant
type of risk, country risk, affects to a varying degree all those investing
in a particular country. On the other hand, industry risk affects all
those investing in a particular industry. Global risk has the potential to
affect everyone. The key levels are dealt with in separate chapters in
part three of the book.

The risk facing an enterprise arises at all levels. It is possible to
combine in a simple way the generic industry and country risks rel-
evant to a project, with one type of risk on each axis of the matrix.
This investment risk diagram can be constructed with the help of
quantitative measures of risk (see Moosa for the use of such a diagram
for another purpose).

Country risk

Industry risk

Figure 3.1 The matrix of country and industry risk
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The slope of the boundaries reflects a trade-off between the two kinds of
risk. In some cases, the significance of industry risk may be much
greater than of country risk, in other cases the ranking may be reversed.
One enterprise may be relatively intolerant of the risk in a particular
country although it has expertise in the relevant industry. Another may
be happy with the country location, but be operating in an industry
which is a fast changing one.

The critical risk levels for the purpose of this book are not those at
which generic risk arises, but the enterprise and project levels. Since an
enterprise is unique in its various identifying features — resources, struc-
ture, strategy, personnel and history, and has a set of capabilities or
competencies which include the control of risk specific to the enter-
prise, the higher level risk is filtered to the enterprise in a unique way
through relevant control responses. There is therefore what might be
called vertical overlapping between the risk levels. There is also hori-
zontal overlapping in that different shocks may bunch because of some
causative connection. Natural catastrophes are often linked with war.
Economic risk is a source of political risk. The nature of risk at these
different levels is discussed in chapters 4, 5, 6 and 7.

The potential impact of particular events is described as the risk
exposure. This is the extent to which external contingencies threaten
the value of the enterprise (Miller 1998: 497, 499). Such an impact
reflects the nature and value of the assets affected. In order to specify
exactly what value is at risk, it is necessary to specify both the proba-
bility distribution of relevant events, including any skewness or kurto-
sis of the distribution, and the assets or income streams at risk. The
confidence level selected to help determine the value at risk reflects an
important third element, the risk appetite.

The risk appetite

There is no objective measure of risk; there is an inevitable subjectiv-
ity to any assessment of risk, since there are different perceptions of
the same environment, any particular perception reflecting the risk
appetite of the person perceiving. The same possibility of project
outcome in terms of risk and return can be differently regarded. The
attitude to risk is referred to through general terms such as appetite,
sensitivity or tolerance. Decision makers can be risk averse or inclined
to risk taking.

Two issues arise — the degree to which an individual has stable dis-
positional characteristics towards risk which ensure a within-person
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across-situation consistency, and the degree to which there are group
norms, for example how far investors from one country share a com-
mon risk appetite. Groups of decision makers in different countries
can see the same environment in a different way Hofstede 1991.
Uncertainty acceptance and uncertainty avoidance are one of the five
scales by which Hofstede identified cultural differences between soci-
eties, indicating the significant degree to which risk tolerance differs
from country to country.

All decision makers are often assumed to be risk or loss averse,
having a limited appetite for risk. The proposition of diminishing
marginal utility of income provides the underpinning for the general
existence of such a risk aversion. The rate of diminution may differ
from individual to individual, and for decision makers from enter-
prise to enterprise. There may also be stretches of income where
marginal utility does not decline, in particular there may be very
different attitudes to a loss and to a gain.

It is common to conceptualise this risk aversion as one reason for the
existence of a risk premium, to be added to the target return which is
expected of a particular project. The more risk averse the enterprise,
the greater the risk premium demanded. Such a sensitivity to risk can
vary over time and therefore imply a changing risk premium. For
example, there is evidence that decision makers became more risk
averse after the terror attacks of September 2001 (Fan 2004; White and
Fan 2004). Another source of a risk premium is the riskiness of the risk
environment, tempered by the degree of exposure of the relevant
enterprise. It is usually assumed that the more risky the environment,
the greater the risk premium demanded of a relevant project. The riski-
ness of the environment and risk tolerance are implicitly linked. It is
not always possible to distinguish the influence of the two. Effective
risk management requires the taking of an explicit attitude to risk and
the careful consideration of the actual riskiness of possible outcomes.

The risk appetite reflects six main elements which differentiate the
attitude of key decision makers to risk.

e the personality and motivation of the strategists interacting in the
decision-making process. Some individuals are more risk averse than
others. By definition entrepreneurs have a greater appetite for risk
than the average. In reality, few decision makers can afford to be
deliberate risk takers. Even the most adventurous seek to control
risk. Some are stimulated by the challenge of overcoming risk but
always seek to control the level of risk to which they are exposed.
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The perception of possible performance outcomes is coloured by the
position of the observer and reflects the confidence with which expec-
tations of the future are held by that observer. A single dominant per-
sonality, the leader or dominant entrepreneur, can be the critical input
in the willing acceptance of risky projects. Without a champion with a
belief in a successful outcome the project is never undertaken. It is
often the role of the leader or entrepreneur to provide such confidence.
Risk aversion often reflects the past history of such an individual.
Recent catastrophic events can have two opposed outcomes: they tend
to reduce the appetite for risk and increase risk aversion, or they induce
a mood of desperation in which dramatic risks are acceptable.

e ignorance of or unfamiliarity with the relevant area of risk.

The degree of risk aversion might vary according to lack of relevant
experience or knowledge, for example, of a particular country. Some
commentators believe that decision makers equate risk with difference
and that previous experience dictates how far it is possible to live with
and control the level of relevant risk. For example Brouthers writes,
‘....as the differences between countries becomes greater on the items
being measured, the perception of risk increases’ (Brouthers 1995: 22).
Familiarity may reduce the degree of risk aversion. Certain decision
makers may be more sensitive to particular types or components of risk
than others, particularly those to which they have not been previously
exposed.

e the economic health of the enterprise.

The more vulnerable the enterprise in which the decisions are made,
the greater the reluctance to accept risk. Vulnerability may be a matter
of:

e chronically low profits,

e persistent loss making,

e high leverage or gearing (how much debt there is relative to equity),

e an illiquid position: low financial reserves and poor borrowing
ability.

An enterprise which has few reserves to tide it over during unexpect-
edly bad times is bound to be more sensitive to risk than an enterprise
which has ample reserves which can tide it over anything but the most
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extreme of events. There are various such reserves, from cash held to
assets which can be easily realised on the market or used as collateral
for a loan.

¢ the culture of the enterprise.

Corporate culture almost invariably involves an easily identifiable atti-
tude to risk and risk taking. A corporate, just as a national culture, can
encourage or discourage risk taking. Whatever the views of a single
powerful CEO, such a person needs support; an appropriate corporate
culture helps. The culture of an enterprise is partly the result of past
behaviour and its outcomes — what succeeded in the past and what
failed, and partly the result of the attitude and influence of leaders,
both past and present.

e the ‘political’ interaction between key decision makers.

Risky projects usually require for success a careful alignment of all the
relevant stakeholder groups and an integration of all functional areas.
Conflict can either be channelled into positive attitudes to risk or
prevent decisive action and encourage risk-averse behaviour. Fear of a
mistake can increase in a context of conflict. Different interest groups
clash and prevent decisive action. As a result the whole process of
decision making may become much slower. It also becomes a matter of
unstable compromises. Sometimes these tendencies are built into
organisational structures. The matrix organisation has been particularly
vulnerable to paralysis of such a kind (White 2004).

e the ‘framing’ of decisions.

A critical issue is how decisions are presented to the decision makers.
The same problem or decision can be presented in different ways and
elicit responses which appear to reveal very different degrees of risk
aversion. One well known theory is prospect theory developed by
Tversky and Kahneman (1974, 1981) which argues that decision
makers evaluate risky options through a subjective value system char-
acterised by a reference point such as the status quo or the aspirations
that individuals have relative to that status quo. An individual’s esti-
mate of the psychological value of an option differs systematically
from the actual value of that option according to the reference point
used for evaluation. Individuals frame the situation in terms of gains or
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losses relative to that situation, but can shift their reference points,
that is have adaptive aspirations.

Individuals are also loss averse, that is relative to the reference point
they weigh a unit of loss more highly than a unit of gain, i.e. they are
faced with a S-shaped value function, which is concave for gains and
convex for losses. This is the opposite of the function shape assumed
by Friedman and Savage (1948) in order to explain why the same
individuals simultaneously insure and gamble. According to prospect
theory, if the outcome is framed in positive terms, the individual is
much more likely to be risk averse; if it is framed in negative terms
he/she is likely to be risk seeking. Empirical studies support this, sug-
gesting the view that losses are weighted about twice as much as gains.

The problem is to identify the relevant frame for the important deci-
sion makers. There is evidence that managers tend to take less risks
when their companies are performing well. Troubled firms take more
risks. Such behaviour can lead to virtuous and vicious circles and is
reinforced by high debt leverage when managers acting for themselves
and/or for owners may take more risks, because they enjoy all the pos-
sible gains from the upside but pass much of the downside losses on to
creditors.

In the context of the investment decision, the general relationship
may hold but there is also a specific one. Where opportunity domi-
nates threat — the gain domain, a risk-averse approach may be adopted
by individual decision makers. Where threat dominates opportunity —
a loss domain, a risk-seeking approach may be adopted. However quan-
titative is the approach to decision making there is often considerable
uncertainty about future revenue and cost streams and considerable
discretion in the choice of the numbers to be put into the investment
appraisal. The positive or negative framing of decision scenarios is
important because the same situation can be described as either a gain
or a loss position and can give rise to different estimates.

It has also been argued that individuals adopt little tricks (heuristic
devices) which produce systematic biases into decision making. They
overweight available information, are ambiguity averse and have an
optimistic bias. They do not know how to deal with events with a very
low probability and therefore also have a central bias.

Reactions to a particular situation are therefore based on an interac-
tion between the attitude to risk and the actual riskiness of a particular
project. The risk matrix diagram described earlier is without usefulness
if it only records some measure of the riskiness of the relevant envi-
ronments. It needs also to display risk aversion. This can be done by
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dividing the matrix into three different zones — a zone of acceptable
risk levels, one of unacceptable levels and one which is uncertain. The
location of the boundaries between these zones indicates the degree of
risk aversion. The closer is the situation to the zero corner, the greater
is the degree of risk aversion. The breadth of the zone of uncertainty
may reflect a lack of familiarity with either country or industry risk
rather than aversion as such. It is better, if possible, to separate the risk-
iness of an environment from the perception of that environment
which reflects the degree of risk tolerance.

The risk/return trade-off

It is an often-quoted tenet of financial theory that there is a strongly
positive relationship between return and risk, measured by the mean
and the variance of the distribution of a performance indicator such as
profit. It is common to draw a risk/return frontier which encapsulates
the trade-off between the two. The rationale is simple. If decision
makers are risk averse, any higher risk must be compensated by a
higher return. By contrast, those exposed to a lower risk are willing to
take a lower return.

For efficient markets, this trade-off is true by definition since the
movement of prices guarantees it. Risk aversion is expressed in a prefer-
ence for securities with lower risk, which would have their prices
pushed up by increased demand to the point at which the return is low
enough to compensate for the lower risk. On the other hand, high risk
securities would be in less demand, with their price falling so that
the higher return compensates for the higher risk. The link rests on the
assumption of a single object for the enterprise, that of maximising the
market value of shares, at a given moment of time. In such a world,
any enterprise engaging in unnecessary expenditures or making
non-optimal decisions is taken over and has its decisions changed.

This association is true of the market for financial assets, but it is not
necessarily true of the world of investment decision making. As
Bowman (1980: 25) has written, ‘It may be argued that equilibrium
conditions will tend to eliminate this discrepancy, but clearly equilib-
rium within the capital marketplace comes much more rapidly than
equilibrium between the capital marketplace and the firm, if it comes at
all.” Studies of the empirical data for enterprise performance, usually
longitudinal, have shown a negative rather than a positive relationship
between risk and return, measured in the conventional way (see the
classical paper by Bowman 1980 which gave birth to a considerable
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debate). Higher returns are associated with lower risk and lower returns
with higher risk, not for all industries but for most.

There are several possible explanations, which introduce real time
rather than the imaginary time of equilibrium analysis:

e There is every motive for both artificial and real income smooth-
ing of profits or revenue streams, in particular in the latter case by
judicious timing of expenditures and investments. This kind of
behaviour is very common.

e Some theorists have recognised that controlling business risk lies
at the heart of good strategy, especially where oligopolistic or
monopolistic elements prevail in an industry. In this world, non-
systematic risk is more important than systematic risk and risk
mitigation more important than risk management. The enterprise
seeks to reduce total risk and to mitigate it. Good management,
including effective strategy making, can bring about both higher
returns and lower variance within an industry as enterprises seek
to control the environments relevant to decision making and its
outcomes. By doing this they will enhance operational efficiency,
stimulating not just an even but an increased cash flow. This is
true only in dynamic ones.

e Prospect theory also indicates that in a loss situation, i.e. a situation
of low return, enterprises may be deliberately risk seeking (Tversky
and Kahneman 1979). There is now considerable support for this
kind of behaviour. In other words, troubled enterprises take more
risks (Bowman 1982).

In a dynamic context, a successful enterprise can aspire to both lower
risk and higher returns. The enterprise which innovates successfully
simultaneously secures both. This is a natural result of good strategy.
The book rejects the assumption of a normal distribution of future
returns which allows a reduction of the risk control problem to a
simple return/risk (mean/variance) trade-off (Culp 2001: chapter 2).
Scenario building usually implies a non-normal distribution of returns
which can be described as bi- or tri-modal.
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Home Country Bias in Foreign Direct
Investment

In the home-trade his {the wholesale merchant’s} capital is
never so long out of his sight as it frequently is in the foreign
trade of consumption. He can know better the character and
situation of the persons whom he trusts and if he should
happen to be deceived, he knows better the laws of the

country from which he must seek redress.
Adam Smith (Vol. 1, 1976: 454, quoted by Gordon and
Bovenberg: 1057).

This chapter analyses in what sense and why the aggregate level of
foreign direct investment is lower than might be anticipated. It
begins by pointing out the ambiguities of definition and the limita-
tions of the estimates made of FDI. It goes on to explore the degree to
which all economic actors, whether they are individuals, govern-
ments or companies, prefer their own. This applies to where a person
works, where he/she places savings, or to the origin of the goods and
services consumed by that person. It also applies to where a company
invests in productive facilities, who it employs and where it pur-
chases. It explores three arguments advanced to establish such a bias,
analysing in turn the arguments based on deficiencies in market inte-
gration, the tendency for equality between national savings and
national investment, and a pronounced domestic orientation in the
composition of portfolios of financial assets. The chapter defines
home country bias, indicates how it might be measured and seeks to
explain it. It concludes by making a link between country risk and
home country bias in FDI.

41
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There are six sections in this chapter:

e The first section focuses on the nature of FDI, distinguishing it from
international portfolio investment.

¢ In the second section the main implications of a home country bias
in investment decisions are set out.

e The third concentrates on the definition and measurement of home
country bias.

e Section four examines the arguments for home country bias and the
relative immobility of capital.

e The fifth section reviews possible causes of a home country bias.

e The last section briefly explores a relationship between risk, notably
country risk, and home country bias.

The nature of FDI

Imad Moosa (2002: 265) asserts: ‘FDI is the process whereby residents
of one country acquire ownership of assets for the purpose of control-
ling the activities of a firm in another country.’ Foreign direct invest-
ment is, unfortunately, an ambiguous concept for three principal
reasons.

Firstly, such investment embraces three related but distinct activities —
funding, ownership and operation, all critical aspects of foreign direct
investment but capable of separate implementation by specialised
agents. Confusion arises because it is unclear which of these functions is
being talked about. The usual definition of FDI distinguishes it from
portfolio investment through the level of ownership and the control of
operation, not the source of funds.

Funding starts with the savings decisions which free the resources
required to allow an investment to occur. Savings are commonly chan-
nelled into financial intermediaries which move the funds to those
who finance investment. Individual savers and financial institutions
hold the savings in the form of a portfolio of financial assets, hence it
is called portfolio investment. Some part of foreign direct investment is
matched by financial flows created by the issue of shares or bonds to
finance a project initiated by the productive investor, and therefore
shares certain aspects with portfolio investment. Sometimes the
savings decision involves the reinvestment of retained profits by enter-
prises, in which case the saver and the investor are one and the same.
Because of the importance of intermediation, there may be no particu-
lar link between the savings decision and the investment decision, but
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no investment is possible without a matching savings decision, made
by someone somewhere, not necessarily in the same country. Foreign
investment often involves savings and investment decisions made in
different countries.

Ownership is a matter of who directly owns the productive assets
created by the investment, often a large multinational corporation
which can own directly, through subsidiaries or even joint enterprises.
The ownership chain might be long. A corporate legal entity holds the
assets on behalf of the ultimate owners, the shareholders, who may be
many, various and highly dispersed, even globally.

Operation involves the appropriate organisation and integration of
the relevant resources in the process of creating something of value to
a market. It is also the control part of ownership and control. Any pro-
ductive assets can stand alone, being managed separately, be linked to
a network of suppliers and purchasers in the host economy, or be part
of a genuinely international value chain of linked producing units.

The second source of ambiguity is that each of the terms in the
expression, foreign direct investment, lacks a precise meaning.

For which function does foreignness apply — saving, ownership,
control, or all three? The term international production is often used
carelessly. In theory, a subsidiary of a multinational corporation
might raise capital on the market of the host country or borrow from
a local bank; all the funding, and therefore the saving, is domestic,
coming from the host country.! This might imply a dilution of foreign
ownership of the relevant organisation. Such a flow of capital is
usually excluded from an estimate of foreign direct investment and
the use of the term foreign is taken as requiring the actual import of
funds from abroad, except where the subsidiary of a foreign enterprise
is using retained profits. If the corporation is taken to be the foreign
investor — which is commonly the case, how is it possible to deter-
mine the nationality of a multinational corporation which raises
capital from a multitude of different sources and has to a varying
degree severed its links with the home country? Is the nationality
simply defined by the location of its headquarters? Next, what does
direct mean? Usually, it is taken as indicating both a long-term com-
mitment to the project and control of the relevant production facility.
Ownership and control do not necessarily go together. A corporation
can hire all the necessary resources, thereby controlling but not
owning, or it can rent out resources it owns, thereby owning but not
controlling. Finally, in what does the investment consist? Is it the
financial flow generated by the investment, as is often assumed, or is



44 Risk and Foreign Direct Investment

it a ‘real’ movement of resources? If the latter, does the term comprise
just production goods, or include associated entrepreneurial expertise
and technical knowledge, a package of related resources transferred
with the production goods?

Thirdly ambiguity arises because the analysis of foreign direct
investment requires a multidisciplinary approach, involving:

¢ the financial theory relating to capital markets, a sophisticated body
of theory, which includes a burgeoning literature on risk manage-
ment and capital budgeting, and various attempts to apply the
theory relating to financial options to real options,?

¢ the management theory relating to strategy, particularly that which
has developed to explain competitive advantage through the resources
possessed by an enterprise (Wernerfelt 1984), and also the mode of
entry into international business transactions,

e the theory of the firm, including the recent literature on capitalist
organisation in general, sometimes referred to as institutional econ-
omics.3 Related is the growing body of economic theory relating to
informational economics,

e political theory which explains the causes, characteristics and
consequences of political change.

e neoclassical economics relating to production and to trade (Krugman
and Obstfeld 2003),

e game theory, applied to strategic problems.

There should be a clear distinction between foreign direct investment
and portfolio investment. The two distinguishing criteria are control
and a link to a specific increase in productive capacity, not just a change
of ownership. The intent to control is the key defining feature of direct
investment, but actual control can reflect different levels of ownership.
The US Department of Commerce defined foreign direct investment as:
‘the movement of long-term capital to finance business activities
abroad, whereby investors control at least 10% of the enterprise’ (see
Meyer, S. and Qu, T. 1995: 1). After careful consideration, the OECD
concurred with this view. The World Investment Report adopts the
same position, as have most relevant international organisations. An
investment of anything less than 10% is deemed a portfolio investment.
While 10% might give control, if another organisation holds 51%, even
49% is not necessarily a controlling interest.

Any addition to productive capacity can be achieved by the move-
ment of production goods but it does not have to. On the one hand,
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an increase in productive capacity may reflect the reorganisation of an
enterprise acquired (Lee and Caves 1998). It is possible for foreign
debenture holding to support an extension of productive capacity
through the transfer of consumption goods. The sale of debentures
involves abstention from consumption in the home country, followed
by the export of consumer goods to the host country and their con-
sumption by workers constructing the enlarged productive capacity.
Portfolio investment can indirectly support an increase in productive
capacity, provided an effective transfer of the relevant goods can be
made. The economic circuit is indirect. The distinction between port-
folio and direct investment is a difficult one to fully sustain and in the
main literature is deliberately not sustained.

Following usual statistical practice, the present book recognises the
simplifying assumptions made to avoid these ambiguities. FDI includes
three main elements: the transfer of equity funds, any lending by
headquarters to subsidiaries abroad and the investment of retained
profits by those subsidiaries. The first is critical since FDI only occurs if
there has been a transfer of ownership abroad of at least 10% of the
capital of an enterprise.

What is the problem?

In the past, government policies have been deliberately protective of
domestic economic activity, but at the same time deliberately promo-
tive of foreign investment. Traditionally, tariffs on the import of goods
have been used to encourage an inflow of FDI. Recently, attention
focused on the need for government to remove all the barriers to the
free movement of goods, factors of production or knowledge. In a
global world without such barriers, the existence of national borders
would allegedly place no obstacle in the way of the free movement of
goods and services and the flow of the mobile factors of product,
labour and capital. An emphasis on globalisation suggests that the level
of international transactions reflects a willingness of key players to
cross international frontiers without any reluctance, or an indifference
as to whether the players engage in domestic or international transac-
tions; place is irrelevant. This indifference to international boundaries
is in practice uncommon. Much more common is a simple preference
for the domestic over the international.

The conventional wisdom is firstly, that the degree of capital mobil-
ity is high, notably for industrial countries, and has been rising at an
accelerating rate in recent decades; and, secondly, that this is related to
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increasing market integration, that is the two go together. It is often
assumed that market integration and capital mobility are one and the
same; this is not the case.* With perfect integration of markets and
perfect mobility of goods and factors of production, decisions on loca-
tion might be made without any consideration of the existence of
national borders. In such a world arbitrage — the riskless exploitation
of price differences for profit — would cause all relevant prices to be
equalised. The realisation of the law of one price would be evidence for
such an integration. Production is located and factors flow according
to the dictates of relative returns, tending to equalise those returns at
the margin. However markets might be fully integrated, but with a
weak resulting flow of goods or factors of production, if there is little
profit to be derived from such flows.

A main proposition of this book is that there is still a significant
home country bias, especially for the use of capital, caused by the exis-
tence of country risk. Financial markets in the world are the closest to
the perfect competitive ideal of the economists and the most fully inte-
grated of all markets; they should display the least home country bias.’
If existing evidence shows a significant home country bias for capital
markets, it is highly likely that the bias will exist for other markets. In
practice, the FDI inflows are much lower than might be anticipated. In
some cases, the level of country risk completely closes off the relevant
economies, in other cases, where the risk level is low, investment in
that economy may approach more closely the expected level.

It is impossible to consider the investment decision in isolation
from other decisions. There are two principal reasons. The first relates
to the fact that FDI consists of a package of inputs, comprising not
just financial assets but technical knowledge as well as entrepreneurial
and broader labour inputs. Secondly, the movement of goods and of
capital are linked, any obstacles in one area restricting movement in
the other. The problem is the interaction in the balance of payments
between the current and the capital accounts. If the level of interna-
tional reserves are assumed constant a deficit in one must be matched
by a surplus in the other and vice versa — it is an accounting identity.
This accounting identity reflects a more important relationship. Any
movement on the capital account is meaningless without a matching
movement of goods and/or services on the current account. In a world
of floating exchange rates, an increase in the flow of savings into an
economy from abroad, which causes a surplus on capital account to
emerge, will also cause the value of a currency to rise above what it
would otherwise have been. With the usual demand conditions, the
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price of exports relative to that of imports will rise, influencing rele-
vant expenditure decisions on exports and imports, and causing a
matching current account deficit to appear. With fixed exchange rates,
the mechanism would still be through price movements, but the time
delays would be much longer as an inflow or outflow of domestic
currency might trigger the relevant monetary and price movements.

If there is an international differentiation of goods so that such
goods are not regarded as fully substitutable at the international level,
the mechanism described above will not operate freely and without
friction. If the matching goods flows do not appear, there is what has
been described as a transfer problem. This would make an inflow of
savings difficult to validate. Capital mobility is therefore difficult
without product mobility.

The definition and measurement of home country bias

In a world where there was no home country bias of any kind, the
ratios of international as against domestic transactions in the different
markets would reflect exactly the overall size of the relevant markets,
for example the level of GDP, or the overall level of the labour force, of
world savings or consumption, or the aggregate of total gross fixed
capital formation. If the country under analysis represented 10% of the
world economy, however defined, unbiased behaviour would result in
90% of managers and workers working abroad, 90% of savings being
invested abroad and 90% of commodities consumed being imported.
The world is not like this. Non-US investments represent substan-
tially more than half of the world equity portfolio, yet between 1980
and 1993 the share of US investments in foreign equities only grew
from approximately 2% to 8% (Levi 1996: 451). At the end of 1996,
Australians who presumably can invest where they choose owned
only 2% of the world’s corporate shares. Following the logic of the
argument non-Australian citizens should have owned 98% of the
shares in companies listed in Australia, but owned just 31% (Bryan
and Rafferty 1999: 13). Returns from investment are not randomly
distributed throughout the world since it is more profitable to invest
in some countries than others. Rather, a bias should be defined as a
preference which appears irrational from an economic point of view, a
preference which cannot be explained solely through relative returns.
Another approach is to compare what happens within countries and
what happens between countries. The levels of movement within a
country can act as a way of defining and measuring bias. Home country
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bias exists, where taking out the influence of the size of an economy
and of distance still leaves, in Helliwell’s words, strong border effects,
differences in the level of intra-national movement compared with
international movement. After adjustment for size and distance, inter-
provincial trade flows within Canada were more than twenty times
those between Canadian provinces and American states (Helliwell 1998:
chapter 1). This is surprising for two reasons. Firstly, Helliwell (1998: 3)
quotes survey evidence showing that trade experts, students of econom-
ics, and others without special training in economics thought that trade
linkages were at least as tight between provinces in Canada and states in
the USA as among provinces. This seems the conventional wisdom.
Secondly, similarities of culture and language, combined with the
impact of the North American Free Trade Area, apparently justify such a
belief and identify the USA/Canada link as more likely than any other
to reveal a mobility of goods unimpeded by national frontiers.

The degree of home bias, although it differs markedly from country
to country, is very high. Despite globalisation few workers work
abroad, most savings are retained within the domestic economy and
most commodities consumed are of domestic origin. There are some
interesting patterns. There is more bias in labour markets than in
capital markets, more bias in physical than financial investment. The
inhabitants of small countries have less bias in all markets than those
of large countries. It is interesting to ask why the bias exists and what
factors cause differences in the level of bias.

One explanation is that the movement across international frontiers is
not free; even today it is regulated, sometimes in ways not immediately
obvious. There are barriers to such movement, usually imposed by gov-
ernments — restrictions on immigration, tariffs and non-tariff barriers of
various kinds on commodity imports, exchange controls and restriction
on foreign investment. While there has been a considerable freeing up of
such restrictions, there is a long way to go before the movement is as
easy internationally as domestically. Often the regulations impeding
movement are hidden and indirect. For example, the operation of anti-
dumping or inspection laws limit international trade.

For an economist, a significant cause of bias is relative costs, here the
higher cost of engaging in international transactions. It is expensive
for a manager or worker to relocate to another country, in some cases
very expensive if the time devoted to the relocation is considered.
There are transactional costs involved in importing over and above the
costs related to goods consumed domestically. Distance is a problem.
Switching funds into another currency may involve further costs.
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However, the economic restrictions on the movement of goods or
capital are growing less important over time. The costs are relatively
small, although not trivial. Neither physical restriction nor costs seem
barriers large enough to explain a significant degree of bias.

There is a qualitative difference between the movement of people
and of commodities or capital. People become immobile because the
factors which influence them are as much social or psychological as
economic. Labour does not like to move because people have an
attachment to a place where family and friends live. The further they
have to move to take a job, the greater is the reluctance to move. They
grow to like a particular style of living. They may be daunted by the
need to use a different language and to learn to live within a different
cultural milieu. The extent of the bias suggests that the individual deci-
sion makers are not solely motivated by economic factors. Even irra-
tional preferences are often translated, however imperfectly, into cost
differences, for example higher rewards for expatriates and therefore
higher costs for a foreign investment project. Capital and commodities
are not as subject to the same impediments on movement as people.

Home country bias and the immobility of capital

The argument for immobility is indirect and rests on three main
elements:

e The existence of real interest-rate differentials across countries,
which indicates a failure of the law of one price and by implication
a lack of mobility of capital.

e The close relationship between national savings and national invest-
ment and their tendency to move together, with the implications
that savings tend to stay at home to finance domestic investment

e The heavy specialisation of individual portfolios on domestic secur-
ities, in spite of a strong theoretical case for large potential gains
from international diversification

Price equalisation

The first requirement in any analysis relating to markets is to consider
price (Frankel 1992). The law of one price says that in a fully integrated
frictionless market one price will prevail (see Appendix 1 for what this
means in a formal sense). The existence of such an equality of price is
used as evidence of full mobility and indirectly that FDI is at an
expected level.
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In the market for financial capital, the law of one price is initially rep-
resented as the equality of nominal interest rates (uncovered interest
parity). Such an equality does not take account of changing exchange
rates. Nominal interest rate parity would hold only if there were a zero
exchange risk premium. A more rigorous condition would be covered
interest rate parity, with any non-zero exchange risk covered. The con-
dition for financial market integration is that the covered interest differ-
ential is zero, i.e. there is covered interest parity between countries. Real
interest parity makes a further requirement, that exchange rates change
only to accommodate different expected price movements. This is
referred to as purchasing power parity.

Purchasing power parity describes a relationship between weighted
average price levels of a typical basket of goods in different countries.
The evidence shows that purchasing power parity is departed from
significantly and for lengthy periods of time. The work of Taylor has
shown that a strong purchasing power parity argument does not hold
but a weak one does (see in particular figure 3 in Taylor 1996). Although
current exchange rates differ from PPP exchange rates, as both the
World Bank and the Economist’s Big Mac exchange rates so graphically
show, there are relatively small deviations in exchange rates from the
PPP rates in the periods before 1914 and after 1960. The interwar period
was an era of large deviations from PPP. Although the existence of PPP
rates is a test of goods-market arbitrage, it is identified by Taylor as a
necessary condition for the most stringent of capital market integration
tests, the international equalisation of real interest rates. Free interna-
tional capital flows, it is argued, should achieve PPP. In practice, there is
no purchasing power parity and no real interest parity. Generally, the
evidence is that the law of one price does not hold (Buckley 1996).
One implication is that the forward exchange rate is noticeably worse
than the current spot exchange rate as a predictor of the future spot
exchange rate (Helliwell 1998: 69).6

Savings-investment equality

There are two groups of decision makers relevant to any home
country bias in capital markets — savers and investors. The savings of
enterprises and households are converted into financial assets by the
financial system. The financial system has the links, both interna-
tional and domestic, which allow it to distribute those savings in a
way which provides the risk/return combination most appropriate
for savers. Both individual savers and intermediating financial in-
stitutions build up a portfolio of assets, including both foreign and



Home Country Bias in Foreign Direct Investment 51

domestic assets. On the other side are those who invest the savings in
productive assets, finding the resources for that investment either
from their own internal funds or from the financial market in equity
raised or debt incurred. The balance of sources is structured to suit the
needs of the enterprise. Some part of the investment in a particular
country is undertaken by foreign enterprises.

There are four possible situations — first, domestic investors use
domestic savings to undertake an investment; second, domestic
investors use foreign savings to undertake the investment; third,
foreign investors use domestic savings to undertake the investment;
and fourth, foreign investors use foreign savings to undertake the
investment. The latter three situations all involve international
transactions. The first does not, and therefore is the vehicle for the
expression of home country bias. The two groups may display differ-
ing degrees of home country bias. Suppose that savers have a high
degree of bias but investors do not, the first and the third will be the
predominant situations. If investors have a high bias and savers
little, the first and the second would be predominant. The fourth
holds only if both groups have little home country bias. In this last
case, the savers and the investors might be different people but it is
unlikely.

A long indirect intermediation chain makes it difficult to track par-
ticular savings streams. A more indirect approach has to be taken. Each
country has a total savings pool and a total investment effort. In a
closed economy, the two are equal since the savings go to finance the
investment. Economics teaches us that ex post they must be equal,
provided a country’s exports and imports are in balance, in other
words provided there is no capital flow into or out of the country.
Equality between the savings and investment does not mean that both
are entirely internally generated.

There can be offsetting flows in both directions. In a world of spe-
cialisation, the more developed is an economy, the more likely this is
true. In an extreme case, all the investment in a country could be
financed from abroad and all the savings could go abroad to finance
investment in the rest of the world, indicating little bias. Some coun-
tries, such as Australia, are persistent importers of capital, tapping the
savings of the rest of the world. Others, such as Japan, may be persis-
tent exporters of capital, sending out their savings to other countries.
Most developed countries are sometimes in surplus and sometimes in
deficit. If there is a surplus or deficit on the current account, there must
be an offsetting deficit or surplus on capital account.
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A path-breaking paper by Feldstein and Horioka in 1980 highlighted
the issue of home country bias since it undermined the assumption of
a unified global capital market. In a world of perfect mobility of
capital, one in which the savings and investment decisions are inde-
pendent, it is possible for savings, attracted by better returns, to move
to finance investment wherever it occurs in the world. For any
country there is no reason why savings and investment acts are corre-
lated - the correlation should be zero. Even if national savings were
high, national investment might be low, and vice versa. Feldstein and
Horioka discovered the opposite, that for OECD countries in the
1960s and early 1970s the correlation between national savings and
investment rates was high. Furthermore, a movement in one rate was
closely, but not perfectly, associated with a movement in the other.
This contradicted what might be expected in a world of capital mobil-
ity, where a fall in savings in one country could be made up by bor-
rowing from abroad at the current world interest rate and need not
drive up the domestic real interest rate or ‘crowd out’ domestic invest-
ment. In a world of imperfect mobility, domestic interest rates would
rise and domestic investment be crowded out.

The form of the underlying equation is simple:

I/Y=a+Db(S/Y)+u

where I is the level of capital formation, Y national income, S national
savings and u other factors that help determine investment. b is inter-
preted as the national retention ratio for savings, zero in a world of
perfect capital mobility. The estimates of b turned out to be closer to
one. Savings were retained in order to finance local investment. Such
estimates can be made from either cross-sectional or time-series esti-
mates. In the former case, the savings retention ratio, if estimated over
a sufficiently long period, say S to 10 years, a period typically covering
the whole business cycle, can be given a ‘natural’ interpretation as a
reflection of long-run stability. In the latter case, b can be interpreted
as a measure of short-run stability.

Critics of the argument have tried to show that with an assumption
of full mobility of capital, it is still possible to have a close relationship
between savings and investment. The first argument is to claim that
the equality is an identity. Savings and investment are by definition
equal, if they are measured properly in the national income accounts
(Coakley, Kulasi and Smith 1996, Sinn 1992). In a closed economy
b = 1. This is asserted to be true in an open economy. Estimated over a
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long enough period, savings and investment are equivalent to their
permanent or life-time values and permanent investment must equal
permanent saving, plus some constant reflecting the initial level of
wealth. If a solvency constraint is introduced into the analysis - that is
an assumption that the bigger the current deficit and the larger debt,
the greater is the risk premium demanded of those who invest in that
country, provided the time period of analysis is long enough, savings
and investment will always tend to be equal, again with an allowance
for initial wealth holdings.

The second argument relates to the catch-all term u. An implicit
assumption of the analysis is that savings are exogenously determined.
Savings rates may be endogenous in that the same factors might
influence both savings and investments rates, causing the identifica-
tion of a spurious relationship. In the equation above, u is related to
S/Y. Such factors might include the influence of the business cycle, of
demographic structure and population growth rates, of relative prices,
taxes, growth or productivity shocks, or of government behaviour,
including policy reactions to current account imbalances. With suit-
able assumptions about the patterns of such shocks and the nature of
the business cycle it is possible to show a positive correlation between
national savings and investment.

A third argument reflects the size of the economies under study. If
the country studied is large by world standards, e.g. the USA, it can
influence the level of world interest rates because the savings and
investment flows between this country and the rest of the world are
significant. A fall in national savings in this country might push up
world interest rates and prevent the inflow of savings from outside
which might offset the initial fall.

These objections have been aired and rebutted. In a rather fitful way
there has appeared a significant literature which, despite the vigorous
attempts to disprove the argument, has tended to confirm the main
contention. Taylor has referred to the general view that this is now ‘a
robust result — stylised fact’ (Taylor 1996: 7). Further studies by Feldstein
and others have supported his original contention. Even those attempt-
ing to rebut the argument accept the robustness of the results. Under
numerous alternative specifications, the data show a consistently
significant correlation between savings and investment.

What does the value of b say about the level of capital mobility? What
is a high level? Taylor (1996) has argued that the strength of the argu-
ment is greatly increased in a comparative context, either inter-temporal
or inter-spatial. There is a growing number of long-term comparisons.
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Taylor has taken the analysis back to the 1860s. Before 1914, the level of
b was very much lower than today. It is true that rises in b tend to co-
incide with recessions. The interwar period was economically a poor one.
Since then the savings retention coefficient has been tending to fall,
decade by decade, which might be expected in a world of increasingly
integrated capital markets. Work by Taylor suggests that the fall in the
second half of the twentieth century is only a recovery of the capital
mobility lost in the first half.

A second comparison can be made with movements within coun-
tries. Sinn (1992: 1168) argues that the evidence on intra-national
capital mobility may serve as a benchmark against which to assess the
international evidence. He shows that the value of b for investment
and savings within American states is not significantly different from
zero, well below the highly variable international levels which range
from 0.4 to 0.9. Provincial or state boundaries do not appear to act in
the same way as national boundaries in segmenting economic activity.
In the words of Helliwell and McKitrick (1999: 1171), ‘National borders
continue to mark sharp divisions between markets for capital as well
as for goods and services. Provincial borders apparently do not.” The
evidence certainly suggests that domestic markets are integrated in a
way untrue at the international level.

Portfolio composition

Studies of the composition of the international portfolios of financial
institutions produce the same conclusions as the previous two argu-
ments. They show that the inclination of savers is to hold their savings
in domestic assets.

A powerful theoretical argument is put in all finance textbooks,
that it pays to hold a portfolio of financial assets which includes
international as well as domestic stocks because of the implied reduc-
tion in risk (Levi 1996: chapter 18). An integrated world capital
market would have prices of stocks move together, through arbitrage;
all risk would be systematic. In practice, prices move independently.
Returns yielded by different international assets are seen as more
independent of each other than those from domestic assets, because
of the pursuit of differing policies in different countries. There is
more non-systematic risk at the global level (Levi 1996: 435, 450).
There is a strong body of evidence to show that prices differ substan-
tially and markets are segmented. The degree of correlation between
the returns in different markets is low and this is not due to the dif-
ferent compositions of the market by industry, rather to idiosyncratic
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economic circumstances. This is true, for example, of pension portfo-
lios in both the USA and UK (Helliwell 1998: 70). For Nordal (2001:
18), country risk is all unsystematic risk. There is even disagreement
as to whether systematic risk, perhaps in normal times insignificant,
becomes much more important in abnormal times when a high level
of instability occurs (Goodman 1986) or whether, as Shapiro (1999:
661) asserts, ‘only bear markets seem to be contagious, not bull
markets’.

In this environment a significant proportion of risk can be diversified
away by individual financial investors holding a wide spread of inter-
national assets. The gains from diversification are potentially very
large. For Buckley (1996: 27), 70% of a typical enterprise’s shares’ vari-
ance is accounted for by unsystematic risk, a proportion which comes
down as the portfolio is expanded until with 20-30 assets it is close to
zero. Such a portfolio can help an investor reduce risk for a given
return or increase the return for a given level of risk. According to
Lessard (1985: 18), international diversification lowers risk to 33% of
that of a typical stock, compared with domestic diversification’s 50%.
According to Levi (1996: 441), an internationally diversified portfolio
typically has less than half the risk of a domestically diversified portfo-
lio. The risk of US portfolios of over 20 stocks, measured by the stan-
dard deviation, is approximately 25% of the risk of a typical security,
whereas the risk of a well-diversified international portfolio is only
about 12% (Solnik 1974: 51, quoted in Levi 1996: 440). The benefits for
a German or Swiss investor were shown to be even larger.

It is possible from the range of returns and risk on different assets to
forecast the ideal composition of a portfolio, including the share of
international assets, and to compare the actual with the predicted
holdings. The share of international assets in most portfolios falls well
below the predicted levels. It may be that the relevant models are mis-
specified - they are very much models based on the usual economic
assumptions for perfect markets, or it might be that the inputs into
such models are wrongly estimated. Such input errors might include
transaction costs differing between countries, or the omission of assets,
such as human capital, from the investor’s opportunity set. It is possi-
ble to contradict each argument. The transaction costs argument is
undermined by the fact that there is considerable evidence showing
more ‘churn’ for international than for domestic assets (Tesar and
Werner 1994, quoted by Helliwell 1998: 71). No single adjustment will
explain the home asset bias, although a combination of assets might
(Glassman and Riddick 2001). Unfortunately they come up with the
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phantom asset or assets, whose characteristics are known but which is
not identified. It cannot be human capital since a high correlation with
returns on domestic assets would mean that the holding of foreign
assets should be even larger than usually forecast in order to compen-
sate for the domestic bias of human capital (Baxter and Jermann 1997).

Levi (1996: 451) refers to both direct barriers such as legal restrictions
on the holding of foreign stocks and discriminatory tax treatment, or
indirect barriers such as ‘the difficulty of finding and interpreting
information about foreign securities and reluctance to deal with for-
eigners’ (Levy 1996: 451). Helliwell (1998: 71) turns to the ‘perceived
advantages of dealing within familiar and trusted networks, institu-
tions, and markets’, which are seen as greater than the potential gains
from further international diversification. He goes on to suggest that
the border effects ‘involve a subtle combination of information net-
works, national systems of accounting and regulation, and assessments
of foreign risks that are often poorly grounded.” He continues, ‘The
weak basis of information for the assessment of the riskiness of foreign
markets and institutions makes those assessments likely to change
rapidly whenever the credibility or prospects of foreign markets are
called into question’ (Helliwell 1998: 72).

The causes of home country bias

Adler and Dumas (1983: 925) write: ‘To distinguish between the
domestic and international settings, one needs an economic concept of
nationhood.” They might have added political and cultural concepts.
Nationhood involves the existence of many such boundaries, for
various reasons difficult to cross, particularly where they have existed
for a long time. The boundaries have obvious political aspects, such
crossing implying the entry into another jurisdiction or sovereignty,
but they also involve economic and cultural differences, some obvious
such as the use of different currency or language systems. Adler and
Dumas (1983) point out that the economic concept of nationhood
differs according to the relevant branch of economics. There are two
conceptions in conventional trade theory. Ricardian theory sees
nationhood as reflecting different technologies and tastes. The
Hekscher-Ohlin theory selects endowment with factors of production
as the defining characteristic. Monetary economics identifies the exist-
ence of separate currencies as the key element. From the perspective of
foreign investment theory there are more ramifications. For portfolio
theory two alternative conceptions are discussed — nations as zones of
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common purchasing power (purchasing power parity) and nations as
manifestations of sovereignty exercised notably through taxes and
border controls of various kinds.

There are other relevant features which are referred to by Helliwell in
considering the size of border effects. National borders divide outsiders
from insiders. The differences comprise attitudes, values, behavioural
patterns and institutions, the whole paraphernalia of culture. There is
inevitably much greater familiarity of insiders with what is inside.
Perception is critical. There is a tendency for outsiders unfamiliar with
a particular country to exaggerate difference. A survey of Australian
enterprises on risk control conducted by one of the authors showed
that those not engaged in FDI in developing countries tend to have a
view of the level of risk in those countries which is higher than those
actually engaged in investing there (Fan 2004: 175-176)!

In the past, there was a tendency to explain home country bias
through a particular area of government policy - the establishment
of barriers which either prevented the relevant flows or changed the
price system to favour one’s own. For investment, this might mean
exchange controls or inconvertibility of the currency and restrictions
on the purchase of enterprises by foreign companies. Both have been
largely dismantled over the period since the 1970s. This dismantling
has had a positive effect in encouraging international mobility and has
reduced the size of border effects, including a reduction of the value of
b in the equation on savings and investment. However, government
policy still changes in unpredictable ways which deters international
exchange. It is much more difficult to anticipate the actions of foreign
than domestic governments. The emphasis in this argument is on the
nature of the polity and political institutions, notably government.
The relevant national boundaries may coincide with both cultural and
economic boundaries, imparting particular potency to so-called border
effects.

There are important cultural issues which are relevant. There is a
growing literature putting the argument that no market can operate
without an appropriate infrastructure of attitudes and institutions
supporting it. All economic behaviour is embedded in particular social
structures and the social networks which characterise those structures.
The social and cultural structures of all societies reflect particular his-
torical experiences. They differ markedly one from another, although
there may be links which make one structure closer to another and
amenable to easier interpretation by outsiders who have a similar
background. The degree to which social networks extend beyond
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political boundaries helps determine patterns of FDI (Collier and
Gunning 1999: 87). Norms of behaviour which stress trust are critical
to all economic activity. The problem is how to achieve, in a large
rather than a small group, a level of trust which reduces transaction
costs — search, negotiation and enforcement costs, to levels which
allow those transactions to occur.

A significant factor which reduces the uncertainty and mistrust
obstructing economic exchange is identity and the reputation associ-
ated with it. This identity is relevant both to internal transactions
within the relevant group and to external transactions between the
group and others. Identity acts as a signal of the quality of a product or
service provided. Trust becomes an important element in establishing
that any information given is accurate and not deliberately deceiving.
It reduces relevant transaction costs and is particularly important for
risk control. Some economic transactions take place only between
clearly identified parties. Such identity applies best to smaller institu-
tions, families, groups of friends and firms (Ben-Porath 1980) but also
to communities and nation-states (Helliwell 1998: 120-121), creating
expectations about rights and responsibilities, highly specific for the
smaller institutions but more general for the larger. The identity may
emerge as a consequence of actions which have nothing to do with
economics, and may be deliberately constructed. The establishment of
that identity requires the investment of resources, both as fixed costs
in setting-up identity and as variable costs in maintaining the identity.
Ben-Porath talks in terms of ‘specialisation by identity’ (Ben-Porath
1980: 1), that is, individuals deal only with the same person or with
specific small groups (Ben-Porath 1980: 9). This is the origin of various
networks which act to promote exchange of various kinds. Nations do
the same thing. There is often an obvious asymmetry of information
between those within a network and those outside. Insiders are more
familiar with the way in which things are done and the networks
which are relevant. Outsiders do not have this information but may
wish to link up with the relevant networks. The clusters of nations
receiving FDI from a common source illustrate well these arguments.

Home country bias and country risk

One persuasive explanation of a home country bias rests on the exis-
tence of risk, particularly country risk. The placement of savings
reflects the need for an acceptable combination of return and risk. In a
perfect market returns would be equalised everywhere with a risk
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premium added to take account of the different risk environments. By
a simple measure such as the returns on government paper, the spread
of notional risk premiums is clearly large.

Country risk is partly associated with ignorance about future condi-
tions in other countries which are the destinations for FDI. Decision
makers may not be aware of investment opportunities. The concept
of asymmetrical information captures the divergence in knowledge
between insiders and outsiders. It is of the nature of competitive
advantage that some enterprises have in relevant areas more informa-
tion and knowledge than others. They have a better ability to read
risk in those areas. Those within a country have more knowledge
about that country than those outside the country. This applies to
those who have developed a familiarity with a particular country
environment compared with those who lack that familiarity. With
each additional investment in a particular country, there is a learning
process which reinforces existing patterns of familiarity. The pattern
of foreign investment for any country clearly reflects this familiarity
(see the concentration of Australian outward FDI on the USA, the UK
and New Zealand, English-speaking countries with strong cultural
ties: Fan 2004: 208-209). Ignorance can be reduced to a cost, by
assuming that the ignorance might be dissipated by the commitment
of the necessary resources to appropriate information gathering. This
is not as easy as it sounds since there is a need to know where to
look. Selection may be biased by existing patterns of knowledge and
investment. It is impossible to gain all the necessary information.

Helliwell has summarised the implications of his confirmation of a
strong home country bias in all relevant areas, including trade, prices,
investment, technological knowledge and migration. ‘The striking size
and pervasiveness of border effects reveal that the global economy of
the 1990s is really a patchwork of national economies, stitched
together by threads of trade and investment that are much weaker
than the economic fabric of nations.” (Helliwell 1998: 118) This book
seeks to explain the existence of such a significant home country bias
through the existence of a high level of relevant risk.
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Part Il

Different Perspectives on
Investment Appraisal

It is gradually becoming clear that human decision making
cannot be understood by simply studying final decisions. The
perceptual, emotional and cognitive processes which ulti-
mately lead to the choice of a decision alternative must also be
studied if we want to gain an adequate understanding of
human decision making.
(Quoted from Sandberg, Schweiger and Hofer 1988 in
Fried and Hisrich 1994: 13)

It is necessary to begin by analysing the nature of the decision-making
process at the micro, or project, level. The apparent simplicity of an
investment decision, as presented in many textbooks, belies its com-
plexity. This book is concerned with unravelling that complexity.
There is a need for a better understanding of the nature of an invest-
ment project, achieved by considering such projects from different per-
spectives — the financial, strategic and organisational.! The different
perspectives prompt the asking of three groups of questions.

e How might an international investment project be appraised? What are
the decision rules and measurement systems appropriate to such an
appraisal? How does such an appraisal take into account uncertainty?

The financial perspective treats the project as a set of financial flows.

e How does the project fit in with the strategy of the enterprise or

business unit? What is the nature of any relevant interdependen-
cies? How far is the success of future projects linked to that of
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existing projects? How is it possible to take account of the overall
strategic situation in the appraisal of a project?

Any investment has linkages with other projects, both contemporary
and future, and will elicit strategic responses from other enterprises.

e How is decision making organised? What risk exposures exist for dif-
ferent stakeholder groups involved in the investment project? What
kind of assets are at risk? How far can the different stakeholders
diversify against risk?

The organisational perspective recognises the enterprise as a coalition
of many stakeholders with an interest in any decision, more for an
international project than for a domestic one.

Each of these perspectives is the focus of a chapter in this section.



5

The Investment Process and Decision
Making: the Financial Perspective

There is little doubt that the single most difficult part of risk
evaluation is the generation of good input data.
(Hull 1980: 140)

This chapter emphasises the importance of avoiding two types of mis-
takes, making a poor investment and ignoring a good one. It continues
with the articulation of the formula for estimating the net present value
of a single project, initially in which there is no uncertainty. The next
section explores the significant measurement problems for inputs into
such a formula, including the problems following from its international
nature. The assumptions of the analysis are made explicit. Later sections
show how such a formula over-simplifies the appraisal of an investment
project, by ignoring the key issue of uncertainty. The chapter goes on to
analyse the impact of uncertainty on decisions making, assuming that
all the relevant risk is epistemic risk, risk arising from a lack of the rele-
vant information. This uncertainty relates both to the identification of
the project and to the reading of the environment in which the project
will operate and its influence on the project. The real options approach
which allows for a reduction of uncertainty is discussed.
There are five sections:

e In the first section there is a review of mistakes which might be
made in investment appraisal and their likely cost.

e The second section introduces the net present value formula.

e In the third section there is an analysis of the difficulties in estimating
the different inputs into the present value formula.

e The fourth section attempts an incorporation of uncertainty into
investment appraisal.
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e The final section introduces the real options approach as a way of
coping with uncertainty.

The possibility and cost of mistakes

It is helpful to consider the investment decision in terms of making a
mistake and its consequences. Making the right decision can be inter-
preted as avoiding making a wrong decision. This does not mean that
projects are accepted only if there is certainty of an excellent return.
An excess of caution has its own cost, a neglect of potentially reward-
ing projects. The following diagram indicates one way of classifying
the nature of any mistake.

A type 1 error is one in which a potentially good project is rejected,
whereas a type II error is one in which a bad project is accepted.
Usually more attention is focused on the latter. Accepting a project
which is a failure has more obvious negative consequences for the deci-
sion makers than passing by a potentially good project. A failed project
can have a number of consequences - it can generate an identifiable
loss, varying in size with the project size; it can even threaten the
existence of the enterprise, if other projects are in difficulty. Profits
decline or become losses; growth rates of revenue decelerate; cash flows
cease; share prices fall. By contrast, there is no obvious manifestation
of failure in the case of neglect of a potentially beneficial project.
Consequently, there might be a greater fear by most decision makers of
making a type 11 error, particularly when they are closely associated
with such a project. This might lead to a bias in which a project is only
accepted if it has a decisively positive present value.

Project
Good one Poor one
Accepted Correct Type Il error
Rejected Type | error Correct

Figure 5.1 The error matrix
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This interpretation is only part of the story. In the longer term, the
consequences of a type I error can be as bad as those of a type II error, for
both the enterprise and its key decision makers. Innovative investments
are usually associated with a high level of risk, but are critical to the
retention by any enterprise of a continuing competitive advantage. In a
situation of strategic drift an enterprise finds its strategy increasingly out
of line with a changing external environment because of the rejection of
projects which could maintain its competitive advantage. If the gap
becomes large enough the enterprise may enter a ‘turnaround’ situation
when all performance indicators begin to show a marked deterioration.
Mistakes of type 1 can accumulate unrecognised for a significant period
of time and are more difficult to identify since they include projects
which the relevant enterprise never seriously considered.

On the other hand, financial theory suggests that ambitious man-
agers, sometimes encouraged by owners, may have a bias in favour of
risky projects, particularly if the enterprise has high debt leverage. They
reap most, if not all, the upside but only a small part of the downside
(chapter 7): the burden of any failure, and of ultimate bankruptcy, falls
largely on the creditors because of the existence of limited liability.
There are other reasons why managers prefer projects which generate
growth rather than profits (Marris 1964). Such considerations increase
risk for those providing finance, supporting the inclusion of higher
premiums in any interest charge. However, for most enterprises it is
unlikely that this tendency will fully offset that described above.

One reason why Type 1 error might be a common occurrence is a
general anti-failure bias in decision making, which is referred to as ‘an
obsessive bias’ (McGrath 1999: 27). The reasons for such a bias are
threefold: a tendency to extrapolate the perceived circumstances of
past success into the future, the existence of cognitive biases of various
kinds, and errors introduced through actions to avoid the appearance
of failure (McGrath 1999: 17-19).

The first follows from the tendency to over-sample success; from a
routinisation of established procedures and their application in inap-
propriate contexts; and from a tendency to hold to already tried
methods whatever the change in environment. The second includes
the confirmation bias, the tendency to reject information which is
negative for existing views and to accept the general consensus; the
tendency to attribute success to one’s own efforts and failure to bad
luck; and the general rejection of anything that has failure associated
with it. The third consists in straight forward manipulation of the
numbers that go into the appraisal; the inclination, and to some
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degree, the interest of all stakeholders in banding together to hide a
tailure; but finally the inclination of all to concentrate the costs of a
failure on a scapegoat.

The implications of this bias for the values fed into any appraisal are
clear. Incremental investments (sustaining innovations) have values
put in which are often optimistic whereas new strategic investments
(disruptive innovations) have pessimistic values inserted and require
very positive values to be seriously considered (Christensen 1997;
Christensen and Bower 1996; and Christensen, Johnson and Rigby
2002). To offset the anti-failure bias and its influence on the numbers
fed into the appraisal a strong championing of disruptive innovations
is required (Burgelman 1983, 1985, 2000; and Burgelman and Grove
1996).

A type-II error can be detected through the impact on key per-
formance indicators, whereas type-I can be detected only through a
strategic audit. Even in retrospect, with all outturns known, it is
difficult to know whether a right decision has been made. The accep-
tance of any project is followed by unanticipated changes, some arising
because of changes in relevant environmental circumstances, such as
the level of market demand, others because of changes to the para-
meters of a project, its technology and organisation. It cannot be
known whether an alternative would have yielded more beneficial cash
streams, sufficient to have tipped the balance in its favour (Liebowitz
and Margolis 1995). This is sometimes the source of path dependence
(David 1985; Arthur 1989).

Investment appraisal

Capital budgeting is ‘the process of analysing capital investment oppor-
tunities and deciding which, if any, to undertake’ (Moosa 2002: 102). It
comprises developing an appropriate decision rule and estimating pro-
cedures for the relevant input variables. A decision rule indicates
whether an individual investment project should be implemented. The
simplest rule says, adopt any investment project which has a positive
net present value. This sets a threshold which is easy to understand. For
the moment, any decision is a now or never decision since a competitor
enterprise can take up a project with a positive value if the relevant
enterprise delays a decision. There is one scenario with fully known
constant net cash streams, denoted X. The investment costs are initially
zero.
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The next step is to derive a present value from the future cash
streams. Since any investment involves cash streams at different times,
an appraisal takes the form of an estimation using discounting to
translate future values into present ones. The future cash streams are
discounted at a relevant risk-free discount rate r, also a constant. In a
world of certainty, the economics of such a decision are simple (Hull
1980: chapter 1): the net present value is X/r. A thousand dollar net
cash stream would be valued at twenty thousand dollars if the interest
rate were 5%.

Usually there are investment costs, denoted as K, for the moment all
incurred at the beginning of the project. If the project is irreversible,
with no exit from the project possible at any time, the capital costs
cannot be recouped. The net present value is then: — K + X/r.

It is always beneficial to bring forward revenues or to delay costs
where this is possible, with the result annual streams sustained over
a finite project life of n years, X; X, X;....X,... The net present value
is then defined as: NPV = - K, + XX/(1 + r)%_,. If there is some
reversibility, there is at any time a known salvage value, including at
the end of the project’s life a notional value, S,,. This can be added to
the stream of net positive cash flows and discounted in the same
way. NPV = - Ko + X + Sn.

Any appraisal is only as good as the accuracy and appropriateness of
the figures used to represent the cash streams, the life time of the
project, and the rate of time discount.!

The inputs into the estimation of present value

There are difficulties in estimating the values of the inputs inserted
into the present value formula, which are discussed in turn.? The
analysis notes particular complications introduced by the international
orientation of an investment project. There are three preliminary
issues.

The first relates to the degree of disaggregation. The more specific the
information required, the easier it is to acquire and the more accurate
it is likely to be, which argues in favour of as much disaggregation as
possible. However, the longer the lines of communication, the greater
is the likelihood of distortion, both deliberate and inadvertent. When
these lines of communication cross international borders, the problems
multiply. Any inputs used should come from independent sources of
information.
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This raises a second issue — the existence of correlations between the
different variables. Such dependencies can cause complications in esti-
mation, since the value attached to one variable is conditional on the
value of another. The greater the level of disaggregation, the greater
the probability of the existence of such dependencies. For example, the
investment costs incurred may influence the nature of the ongoing
inputs required. For international projects, these interdependencies are
particularly important (Buckley 1996: 159).

A third issue relates to whether attention is focused on the cash
flows generated by the project in the host country or on the remit-
table cash flows available to the shareholders in the home country
(Buckley 1996: 162-164).2 There might be a significant disparity in
such cash streams because of linkages with other parts of the multi-
national’s empire, which have an impact on the net cash position of
the parent. For example, there must be a deduction from net cash
streams for any export sales by the parent or other subsidiaries
which are replaced by the new sales sourced in the host country. It is
also necessary to take account of such issues as relative tax rates,
exchange controls, remittance policy, fluctuations in exchange rates,
even differences in the relevant discount rate (Moosa 2002: 106).
Where there are exchange controls, the relevant cash flows to the
parent may consist of a mixture of management fees (net of any
costs), royalties, interest on loans, dividend remittances allowed, and
repayments for loans extended by the home country enterprise.
Another relevant issue is the exchange rate used to convert into the
home currency. Often this is an exchange rate which fails to reflect
purchasing power parity, i.e. involves relative inflation rates out of
line with expected movements in the exchange rate.

The perspective adopted is partly an issue of who owns and who
controls the enterprise (Moosa 2002: 104). If the project is controlled
by the subsidiary but the subsidiary is fully owned by the parent, a
focus on the subsidiary is probably appropriate. It seems appropriate to
make the basis for any appraisal of the project itself, and then to con-
sider the project from the perspective of the parent company, if there
are notable differences in the relevant cash streams. The account below
is written on the assumption that the local managers have full auton-
omy and remit all profits to the parent. If this is not the case, issues
such as the possible blocking of transfers of profits, forced retention of
profits or the imposition of withholding taxation, become relevant, as
does the movement of the relevant exchange rates. It is necessary to
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distinguish actual differences in such policies from the threat of action
which might create such differences.

Cash flows

The Xs are the revenues minus the costs for relevant years during the
lifetime of the project, which vary from year to year, even turning
negative in some years. The net cash streams are estimated as earn-
ings before tax, then as earnings after allowance for tax payments.
Tax rates are a problem where there are differences in the rates
between home and host countries and where credits granted may
be variable. There may be some discretion as to where the cash
flows appear, which raises the whole question of transfer pricing
(Vonnegut 2000).

The main uncertainty arises from the primary variables which underpin
the revenue and cost streams.

e Revenues are the number of sales times relevant prices, both of
which need to be forecast. The further into the future the appraisal
is aimed, the more uncertain are the values of both variables. Some
methods of forecasting, such as univariate or multivariate analysis,
are sophisticated, others take full account of the uncertainty con-
cerning both unknowns. Sales reflect the overall growth of the
market for any relevant product or service and the market share
attained by the relevant enterprise.

Decision makers can consider prices in real, not nominal, terms.
Futures markets provide information on the movement of prices over
the lifetime of a project, but often not the whole lifetime. Future
changes are to some degree under the control of the decision makers
concerned with the relevant project. The managers of the enterprise
may consider that their information is better than that held by the
market.

e Costs are both variable and fixed. Variable costs such as wages,
raw material, component and energy input costs, fluctuate with
the level of output or sales. The process of learning by doing and
the movement down the experience curve will affect future cost
levels. It is necessary to anticipate different cost scenarios. Fixed
costs are incurred irrespective of output levels and should be
included in K. The initial capital costs, K, generate streams of
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costs, including depreciation allowances and interest charges. The
former may be matched by maintenance and upgrading expendi-
tures. There is much difference in the way in which depreciation
is estimated in different countries and different industries. There
is some difficulty in moving from cash streams to earnings
streams because of the arbitrary nature of costs such as taxes,
interest payments and depreciation allowances.

The movement of prices and cash streams may reflect the anticipated
strategy of other players and the level of competition in the relevant
sector of the economy. The degree of competition in any market and
the interaction between the strategies of competitors creates a risk for
the enterprise making an investment decision since what the competi-
tors do has a direct influence on prices, output sold and even on the
level of costs.

Discount rate

There are two elements to any discount rate, time and risk elements.
The latter disappears in an environment of certainty, when the dis-
count rate is a risk-free rate, perhaps LIBOR (London Interbank Offered
Rate) or the rate on a treasury bill issued in New York. Even a rate of
time discount may differ from period to period, from person to person
or from organisation to organisation. The discount rate can be nominal
or real, that is, it can ignore or take account of the rate of inflation,
provided all cash streams are consistently measured.

Choice of an appropriate discount rate is central to any attempt to
consider uncertainty. This means selecting an appropriate risk
premium to be added to the rate of time preference. Once uncertainty
is introduced there are many complicating issues:

e Individuals attach different utility to income
e Risk may differ from period to period
e Risk may differ from one kind of project to another.

There may be different rates for cost reducing investments, capacity
expanding investments or investments introducing new products, or
for different business units at different points in their life cycle (Hull
1980: 13-14).

e Risk may differ from country to country
e Risk may differ from one cash stream to another
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Since the discount rate is intended to correct for the specific risk in
each period, there should be multiple rates. Using a single rate reflects
implicit assumptions (Mandron 2000: 998-1001):

e that uncertainty dissipates at a constant rate with time (the shape of
the probability distribution of cash flows expected in adjacent
periods is unchanging).

e all cash flows have identical per-period-risk.

Clearly, these are illegitimate assumptions. In the words of Mandron,
The traditional DCF model is ill-suited for projects characterised by
varying degrees of risk resolution across time (Mandron 2000: 999).

The discount rate can be interpreted as the target rate of return for
the project or as the cost of capital, often the weighted average cost of
capital. It should be a marginal rather than an average rate. It is often
assumed that the debt/equity ratio remains constant, which removes
the problem of average versus marginal cost. In simplified cases, a
100% equity financing is assumed in order to avoid the uncertainty
created by debt leverage (Mandron 2000: 1004-5). The cost of capital
on any project depends on the use to which the capital is put since the
latter determines the level of risk. The separation principle between
investment decisions and finance decisions falls down in practice
(Mandron 2000: 1003).

Initial investment cost

Capital costs are those incurred independently of the level of output
but necessary to the operation of the relevant project, in the simplest
situation all incurred today (year 0). The capital costs include the
working capital required to start operations and any promotional or
distributional costs associated with the sale of a new product. The
capital costs are usually incurred over a number of years and are
flexible in their timing. Any such instalments need to be discounted to
give a present value.

The cost of the investment may not be fully known, particularly for
international projects. Sometimes the parent company contributes
existing equipment. There may be some ambiguity about the valua-
tion of equipment provided by an enterprise to a subsidiary abroad
rather than that bought on the market or constructed by the relevant
enterprise. The valuation can be the current purchase price of equip-
ment in a similar state of wear and tear, the net realisable value of
the equipment, or the present value of future earnings generated by
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the equipment. These values may differ. This issue of the relevant
valuation is discussed at some length by Buckley (1996: 164-167).

Project lifetime

The choice is initially arbitrary. Depreciation is likely to assume a given
life, particularly if it is based on the straight-line method which simply
divides the capital cost by the number of years of life.

Salvage value

This term is the most difficult one to estimate. The further into the
future a project is likely to conclude, the less is its influence on
present value. This value can reflect net revenue streams beyond the
termination date.

In practice the estimation of the values to go into the formula occurs
after a long assessment process in which the key decision makers deal
with many uncertainties. The same appraisal framework can be
adopted, even if the future cash streams are not fully known. There are
two possibilities:

e The uncertainty yields either discrete possibilities or the limits of a
feasible range of values. It is common to assume a normal distribu-
tion of returns with the extremes clearly specified, and common to
attach probabilities to all future outcomes. Often, a weighting by
probability and the averaging of possible outcomes is the approach
adopted in finance texts. The Xs are, in that case, the mean
expected values of these distributions. Averaging different scenario
outcomes is a dangerous procedure if there are a limited number of
possibilities. The nature of the distribution is important, particularly
if there is a skewness or kurtosis implying the possibility of nasty
outcomes.

e Alternatively the uncertain streams could be reduced to certainty
equivalents, that is, the managers could state cash flows which, if
obtained for certain, are equally as desirable as the projected uncer-
tain cash flows. This may be difficult to achieve.

In both cases the estimation is done as if all the values were known
with certainty. This has prompted Vonnegut to comment, ‘The ENPV
rule [expected net present value]| is flexible in that a wide range of
uncertainties and probabilities can be incorporated into the state space
for each time period.” (Vonnegut 2000: 84).
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Implications of the analysis

There are three initial questions

Firstly, why use net present value, when there are alternative deci-
sion rules (Hull 1980: chapter 1; Trigeorgis 1996: chapters 1 and 2; for
the methods used by American enterprises see Buckley 1996: table 6.5,
p- 171)? Discounted cash flow methods include the internal rate of
return or profitability index. The internal rate of return estimates the
return on the declining balance of funds tied up in a project which
reduces any positive net streams to a zero present value. The decision
rule for the investment project is that the investment yields an IRR
greater than a cost of capital, or if there is a choice between a number
of variants, selecting that which yields the highest IRR. The measure
has disadvantages over the net present value measure. It does not take
account of the size of the investment and of the value created. In some
circumstances there is more than one rate, which reduces the net
returns to a present value of zero. Further, it can give a recommenda-
tion which differs from the net present value measure, particularly if
much of the positive net returns are concentrated in the earliest years
of a project — this is because the IRR is not the rate of return on all the
initial funds invested in a project. There are good reasons for believing
that the net present value approach is preferable (Buckley 1996).

Much more commonly used by managers is the target payback
period. Before the 1960s when discounted cash flow methods became
popular, the payback period was widely used and is still used more
commonly than thought (Buckley 1996: 172; Jagannathan and Meier
2002: 8-10). The payback period is the number of years it takes to
recoup the cost of an initial investment by additional positive net cash
flows. The decision rule is, invest if the actual period is less than the
target period. This has a number of serious weaknesses. The choice of
target payback period is arbitrary. Like the IRR, it does not take into
account the size of the investment or return. It ignores any positive net
income streams which come after the payback period and the timing
of such streams within the payback period itself.

Secondly, what kind of investment decision is relevant?

e whether to invest in the development of a new product or process
e what variant of an investment project to choose

e whether to continue existing projects

e whether to acquire or merge with another enterprise
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The application of the decision rule in all these appraisals should be
consistent. Any project emerges as a set of variants, with variations
relating to the timing of implementation and completion, to the scale
of operation, to the mix of outputs or inputs, and even to the timing of
implementation and abandonment. A relevant formula should be
capable of dealing with the options made possible by different staging
or pacing decisions, with the flexibility inherent in the nature of any
investment project.

A neglected consideration is whether there are limitless funds avail-
able for investment or a fixed sum to be allocated between projects. If
there is a limited pool of investment funds, the ranking of projects in
terms of value will determine where the cut-off falls. Models based on
the weighted average cost of capital take account of the different costs
of capital, notably as between internal cash, debt and equity. Existing
cash flows may be significant in determining the level of investment
since they provide the internal funds available for such investment,
and therefore indirectly determine the cost of capital. Moreover, the
same argument can be applied to the resource position of the enter-
prise more generally, in particular a finite availability of managerial or
organisational inputs, which may limit how many projects can be con-
sidered and/or adopted at any given time (Jagannathan and Meier
2002: 3 and 19).

Thirdly, how do we know whether the use of the simple net present
formula yields the right decision? Theorists usually consider from an
equilibrium point of view whether the decisions resulting from the
method are optimal and whether the incentive structure encourages an
appropriate choice. Often, the procedure adopted is to define an equi-
librium set of conditions which determine all relevant prices and then
to estimate whether a project adds value to an enterprise and its shares.
There are a notional set of optimum investment decisions which result
in positive net present values. Such an approach is acceptable in a the-
oretical treatment. An individual enterprise cannot repeat the exercise
of estimating equilibrium prices each time it makes a decision, even if
it were possible; the cost would be prohibitive and any time delay
excessive. Nor is it possible to estimate shadow prices which might be
used to yield an optimum. Even if possible, this represents a social
optimum, which might bankrupt any enterprise which tried to use
them.

An enterprise has no option but to accept the existing structure of
prices as given, despite some serious reservations. The use of existing
prices is based on the assumption that they result from the operation
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of efficient markets, in which inputs are priced competitively at their
opportunity costs. Decision makers are seen as price takers rather
than price makers. However, price policy is a strategic issue and the
history of particular prices reflects the history of the implementation
and interaction of relevant strategies. The present analysis simply
takes prices in existing markets as a given without making any
assumptions about the degree to which enterprises make those prices.
These issues point to the centrality of strategy as the context in
which any specific investment project must be appraised — an issue
dealt with in chapter 5.

Another assumption privileges the shareholders in that an enterprise
is seen as running in their interests. In practice, the decision making
unit is a complex organisation with many decision makers participat-
ing in that decision and many stakeholders influencing and influenced
by the relevant decision. Some stakeholder groups may be located in
the home country, others in the host country. The enterprise is a
network of different stakeholders threatened in different ways by risk.
The interests and aims of stakeholders differ. Negotiation and bargain-
ing between stakeholders over the sharing of costs, benefits and risk is
important to the success of any project. Once the assumption that
everyone is a price taker in a perfect market is relaxed, the issue of price
becomes a strategic one relevant to the treatment of all stakeholder
groups. This is the world of price makers, whatever market is consid-
ered. Prices result from negotiations and bargains struck which take
into consideration both the competitive positions and the strategies of
the different stakeholder groups and help to distribute the value
created by investment projects. A project may have hidden in its cost
streams values generated and distributed to a variety of stakeholders.
For the moment, the focus is on adding value without specifying for
whom - an issue dealt with in chapter 6.

Incorporating uncertainty

‘Any long term major allocation of funds will be considered to be a
capital investment’ (Hull 1980: 1). Examples are a five-year training
programme, a major advertising campaign, an investment in R and D,
as well as the classic investments in plant and equipment. Most litera-
ture on capital budgeting is written as if all investments are indepen-
dent, irreversible investments, the classic once-and-for-all, accept or
reject, decisions based upon static expectations of cash flows and on a
passive acquiescence by relevant managers in the implications of the
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decision. The usual starting point is a single project with, at least
implicitly, a single decision maker and a single decision. A simple
objective of profit or share price maximisation is commonly assumed.

Such a profile means an over-simplification of the relevant problems.
Dixit and Pindyck (1994: 3, 23-25) emphasise three characteristics
shared by many investment projects:

e irreversibility — there is some element of sunk costs about any invest-
ment which involves assets specific to the enterprise or industry,

e uncertainty — mostly about future net revenue streams,

e timing - there is flexibility about the timing of all investments.

The following offers a classification of relevant investments with these
three factors in mind (Trigeorgis 1996: 2-3):

e Independent investments for which there is an option to defer,
including staged investments, or investment by instalments, at
each stage of which there is an option to delay (or to exit). Any
single project involves discrete decisions spread out over time. The
deliberate staging and pacing of decisions is an important matter
(White 2004: 631-33). Sometimes there are natural stages in an
investment project, e.g. in the exploration and development of an
oil field, in the development and testing of a pharmaceutical drug
or in the development of real estate. Part of such investment is the
preliminary identification of a relevant project through research
and development.

e Reversible investments where there is a realistic option to abandon,
i.e. the relevant plant can be sold at close to its original cost. This
might apply in a capital intensive industry, such as airlines, where
there is a good market for the relevant capital equipment. The
reversibility is limited where the investments are highly specific or
where all enterprises within a sector experience the same cyclical
fluctuations.

¢ Investments made to increase flexibility, allowing at low switching
costs a change in either inputs or outputs, in some cases being
based on modular development, or an expansion or contraction of
scale, including a temporary closure. The first applies to any indus-
try in which there is a significant energy input or in which product
customisation has become important, e.g. automobiles. The second
might include the fashion industry. The group includes invest-
ments made as an insurance, for example deliberately built-in
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overcapacity, where there is strongly seasonal demand, such as
electricity generation.

e Growth investments, including any type of research and develop-
ment expenditure. Such investments make possible other invest-
ments, e.g. buying licenses in telecommunications, in mining
exploration or development and testing in the pharmaceutical
industry. They include deliberately interdependent investments,
serving other investment projects, sometimes generating tem-
porarily negative net cash streams. One option may be to acquire
another option, creating a compoundedness of options.

The existing resources of the enterprise predispose decision makers to
certain kinds of projects, already implicit in the knowledge developed
in the implementation of operating projects. New projects are the
result of a long process of development and learning but the trajectory
of development of a new technology is not known in advance. The
future learning process must be allowed for. It is illegitimate to think of
the financial blueprint of an investment project as complete.

While all the factors important for domestic investment are impor-
tant for international investment, there are other complicating factors
(Moosa 2002):

e the different perspectives of home and host countries which may
mean that the values of key variables are modified, e.g. the rate of
time discount,

e greater complexity, e.g. more interactions between projects in a
value adding chain,

e usually a much larger commitment of resources, raising the initial
level of investment

e greater risk, notably country risk.

The investment decision is the result of many determinants operating
within the highly specific circumstances relevant to a given project. It
is difficult to come up with all the information needed for an invest-
ment appraisal, particularly the exact value of relevant inputs.
Uncertainty may result from an inadequate information strategy, an
inability to forecast accurately, or a recognition of the unavoidable
uncertainty about day-to-day returns and the likely occurrence of risk-
generating events. This section considers how a company allows for
the existence of such uncertainty in the valuation of an investment
project.
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A simple and well-tried method of taking account of the uncertainty
is to vary the length of the target payback period. The greater the risk,
the shorter the target period. In extreme cases the decision maker may
require payback in a period as short as one to two years. This technique
requires little information and little sophistication in its calculation,
which explains its popularity and its weakness.

Uncertainty can be taken into account by a significant adaptation of
the decision rule. There are two basic methods. They are both based on
the assumption that an investment project can be delayed until uncer-
tainty is reduced. The first method requires for immediate implementa-
tion of the investment that its value covers the opportunity cost of
losing the option of waiting. The second method includes in the esti-
mation of net present value a term which allows for the value of
waiting or of any other options specifically created by the investment
project. The value of the option of waiting may convert a negative net
present value into a positive value.

Alternatively uncertainty can be built into measurement of the
inputs into net present value. Moosa refers to three — adjusting the dis-
count rate, adjusting the cash flows and estimating the sensitivity of
values to variations in relevant variables.

e The discount rate can include a risk premium. The problem is to
determine the level of the risk premium. One rate can be applied to
all cash streams or the discount rate can be varied according to the
riskiness of the particular streams, with a higher premium for
streams further into the future.

e Cash flows can be adjusted by ‘certainty equivalents’ which differ
for different time periods. Discounting is then applied at the risk-
free rate. This approach has the virtue of separating the time
element from the risk element for discounting.

e Sensitivity analysis assumes an investment project with provisional
values for all inputs and analyses the ability of the project to
sustain positive net present values after changes in key variables. It
is widely used to identify which variables have a significant effect
on value. One approach is to extract from managers optimistic and
pessimistic values for all key input variables, defining these in a
consistent manner, for example as those for which there is a 95%
confidence that the variable will be less than the optimistic level or
greater than the pessimistic level. It is not easy to extract such
information from relevant managers. Doing this for all variables
and estimating net present value can show whether it is worth con-
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sidering the project, clearly not in the case of a negative overall
outcome using optimistic inputs, or whether there needs to be time
devoted to risk analysis at all, clearly not if there is a positive
outcome using pessimistic inputs. It is possible to weigh the impor-
tance of individual inputs and make as accurate as possible the
most important variables. This is done by varying their value by a
small amount, holding all others at their expected level, and esti-
mating the impact on the net present value. If the results are
trivial, the expected value can be used, ignoring the distribution of
probabilities. Otherwise, the probabilities are important.

Such subjective probability distributions are constructed from the
judgement and experience of one person or a group of people, often
insider managers, but where appropriate, using the Delphi method, a
panel of experts who have the ‘alleged’ virtue of objectivity. The result
is a set of probability distributions for all key variables and for the key
performance indicator, in this case net present value. Such distribu-
tions can be constructed with the help of historical data, but the past is
not often directly relevant to the future.

The procedure for extracting relevant information is critical. There
are biases which can affect any information elicited from the relevant
managers or stakeholders, some motivational and some cognitive (Hull
1980: 50-53). These result from the interests of the relevant managers
or stakeholders and the spin they are likely to put on the estimates.
Probably the most common bias is the central bias, the tendency of
managers to see too narrow a distribution for any performance indica-
tor. Managers have most difficulty with extremes, particularly if the
distribution is of its nature skewed.

An alternative technique is to use the Monte Carlo method to
select random values for the variables in order to produce from such
simulations a probability distribution of net present value. Ambitious
simulations can be carried out with different values of key variables
yielding a probability distribution of net present values. The level of
any significant variable which produces a break-even net present value
could be carefully analysed to see whether it represents a likely
outcome.

A focus on the mean and variance is justified if the distributions are
expected to be normal, not so under differing but likely conditions:

e if the investment has a number of associated and potentially
valuable options (expansion, contraction, abandonment),



80 Risk and Foreign Direct Investment

e if the relevant variables are non-linear in their impact,
e if there are dependencies between non-linear variables,
e if the number of uncertain variables is small, even just one.

All techniques share a common weakness in including uncertainty as a
negative factor. They assume that in order to take account of uncer-
tainty a larger risk premium should be included in the discount rate
used to yield a present value, or lower cash flow values should be
selected. In both cases the impact of higher risk is to reduce present
value, in some cases converting a positive into a negative present
value. Such techniques encourage decision makers to think of uncer-
tainty as a factor always negative for any project. The greater the
uncertainty, the lower the value of an investment project and the less
likely that it will be implemented.

There is a sense in which the opposite it true — the greater the risk,
the potentially more beneficial the project. There is usually an upside
and a downside to any variation in a measure of risk. With a normal
distribution, the outcomes are symmetrical. For most distributions, a
larger variance offers the prospect of both more advantageous and
more disadvantageous outcomes. If the downside could be avoided
but the upside exploited, the project will be more advantageous, not
less. The potential value of a riskier project is higher, provided that
the increased upside is not matched by an increased downside. If
there is flexibility in the timing of an investment the option to delay
can deliver value, particular by revealing more information on the
likely outcome. If the worse outcome occurs, the possibility of exit, at
least at a low cost, can limit the downside. If the better outcome even-
tuates, the project can go ahead. The so-called cone of uncertainty
widens the longer we look into the future, so that the longer we wait
the greater the possibility of an upside (Amram and Kulatikala 1999:
14), other things being equal such as the absence of pre-emption of an
opportunity by a competitor.

Sometimes, it is useful not just to wait in a passive manner for
information, but to make opportunities for acquiring relevant in-
formation, particularly, if it involves a possible upside. This may
involve deliberate strategies — implementing a relevant information
strategy, developing a pilot project, or staging an investment in such
a way that the immediate commitment is limited. It may be possible
to modify the project in the process of learning more about the risk
confronting the enterprise: for example, threatening risk factors can
be mitigated.
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The real options approach

The real options approach can be regarded as a measurement tool
which assists in accommodating criticisms of the net present value
approach. There is a parallel between a financial option, notably a call
option, that is, an option to buy, and an option to invest. As a matter
of symmetry it is possible to view abandonment of an investment
project as a put option. Whether a financial option is exercised or not
depends on the relationship between the underlying price of the asset
and the exercise price, which determines whether it is in or out of the
money. With a call option, where the former exceeds the latter the
option should be exercised and where the latter exceeds the former it
should not. There is a non-linearity in the payoff which means the
option holder can reap most of the upside but avoid the downside. For
an investment there is the same relationship between the value of the
underlying asset and its cost. An option to abandon an investment
project can be compared with a put option, an option to sell if the
underlying value of an asset falls below the exercise price.

The main weakness of the real options approach is ownership since
the underlying asset of a real option is not owned in the same way as
the underlying asset in a financial option. Lack of ownership means
that others may pre-empt your action by making a similar investment
or similar abandonment.

It is possible to take account of the positive value of uncertainty by
retaining the same decision rule — invest if the present value is positive, but
adding a term for the value of the option to wait in order to see if circum-
stances improve. The formula for the value of a project then becomes:

Strategic net present value = conventional net present value + the value
of the option

Even if the conventional net present value is negative, if the option
value is greater, the project should not be rejected.

Immediate investment has an opportunity cost which is the loss of
the value of flexibility on commitment to an investment. This perspec-
tive might persuade us to change the decision rule so the net present
value must exceed the total of the investment cost and the opportunity
cost of losing the option to wait. In the event of the decision being a
mistake there is a loss of value. If the decision is to drop the project,
the loss is the possibility that the net present value, which is currently
negative, becomes positive in the future. If the decision is to go ahead,
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the loss is the possibility that the net present value which is currently
positive becomes negative.

Such a view assumes there are variants of the project which differ by
their timing. By distinguishing the different variants, the real option
approach puts a value on the ability to consider different options. It is
necessary to determine the differing threshold levels of net present value
which would justify outright rejection and immediate investment. It is
necessary to value any option in order to estimate an expanded net
current value. Otherwise if there is a desire to retain the positive net
current value rule, the opportunity cost approach should be adopted
which requires an addition to the conventional investment cost.

The real options approach requires identifying the information rele-
vant to a investment decision and necessary to value the advantage of
flexibility in the timing of an investment. The two methods which are
commonly discussed in the literature, the Black-Scholes formula* and
the binomial method (see chapter 11), identify five main factors which
influence the value of a real option, analogues of those used in valuing
a financial option.

Table 5.1 Mapping an investment opportunity onto a call option

Call options Variable  Investment opportunity Effect on value

Stock price S Present value of a project’s +
net cash flow

Exercise price X Expenditure required to -
acquire project assets
(the investment cost)

Time to maturity t Length of time the decision +
may be deferred

Riskiness of project o? Variance of returns assets +

Risk-free rate R¢ Risk-free rate (time value +
of money)

The general approach can usually handle two types of uncertainty,
three at most, the Black-Scholes formula less.

The first task is to identify the underlying asset. The approach seeks
to link the estimation of relevant values to market valuations, where
possible. It is often difficult to find an asset sold on the market which
exactly reflects the project. The problem is avoided by creating a syn-
thetic portfolio with the same characteristics as the project. The under-
lying assets for a real option are portfolios of securities traded in the



The Investment Process and Decision Making: the Financial Perspective 83

financial market with an equivalent risk, whose fluctuations are used to
determine the value of the option. For example, if it were an invest-
ment in expanding a semi-conducting manufacturing facility, the
option value reflects the future price of chips as the underlying assets.
Or the underlying asset for oil exploration is the appropriate oil futures
contract or an index of such contracts.

Traded contracts price in a convenience yield while spot prices do not.
There are non-contingent cash flows which attach to the underlying
asset, some positive and explicit, such as rents, dividends, interest, royal-
ties or license payments, or implicit, benefits such as convenience yields,
some negative and explicit (reflecting inventory held for what Keynes
called the precautionary motive), losses such as storage costs, taxes,
licensing or royalty fees, insurance cost loss from perishable damage.
These are significant for certain kinds of investment. Spot prices reflect
supply and demand, whereas the value of assets, such as futures con-
tracts or other options, reflects information about relevant cash flows.
Despite the effort to link real options to financial markets, the usual
method of valuing the underlying asset is to use the discounted value of
free cash flows generated by the sales of the chips or of the oil.

The further into the future that the investment project is imple-
mented, the more difficult it is to estimate its cost. The time to maturity
is a variable; it is the time that the enterprise retains some monopoly
control over the source of competitive advantage, the time allowed by
the expiry of a contract or a patent or simply the period during which a
competitive advantage exists since it takes time for competitors to
imitate the competitive advantage. It is not easy to know how long such
an advantage might last. The reduction in the time to maturity is a fresh
source of uncertainty. Generally, the longer the time to maturity, the
greater the uncertainty faced by the decision makers.

Risk is the volatility of the cash streams generated by the project. It can
be either the variance of a probability distribution, usually assumed to be
normal, or the full range of possible returns, the gap between the most
optimistic and the most pessimistic forecasts. The basis for estimating such
a volatility may be existing historical data or even, and preferably for
some, the volatility of a traded option relevant to the underlying asset.
Volatility is related to a relevant time unit. It is common for the pricing
of contingency claims or options to take account of a further source of
uncertainty — unpredicted extreme events, specifically their frequency of
occurrence and severity of impact. How this is done is discussed later.> The
risk-free interest rate is that which reflects the value of time. There are
various ways of valuing real options and of incorporating the real options
approach into the net present value formula, discussed in chapter 10.
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The Investment Process and Decision
Making: the Strategic Perspective

Strategic analysis provides a framework where the value lies not
so much in providing answers, but rather in the guidance of
decision making, the comparison and evaluation of alternatives,
and studying the source of business successes and failures.
(Rogers 2002: 35)

This chapter turns from the project level to the enterprise level,
mainly because an appraisal which considers an investment project in
isolation is inadequate. An enterprise perspective is necessary. The
chapter, therefore, adopts a strategic perspective on investment deci-
sion making, one which places the appraisal of a single investment
project in the context of the overall enterprise strategy, including its
relationship with other projects — past, present and future. Such a per-
spective stresses the role of the enterprise as a maker of strategy. It is
consistent with a view which interprets most strategy as emerging
from a learning process. It also discusses the strategic risk arising from
the strategy of other players before presenting an expanded version of
net present value and a decision rule which takes full account of
uncertainty. It follows up with a review of the requirements of a rele-
vant information strategy. The chapter concludes with an analysis of a
critical aspect of strategy, the appropriate mode of entry to be adopted
into international business transactions.
There are six sections in this chapter:

e The first section explores the different ways of interpreting the
nature of the enterprise.

e The second section shows the importance of strategy in the interac-
tion of investment projects.

84
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e The third section considers strategic risk, that is, the negative
impact which competitors’ decision can have on an enterprise.

e In the fourth section there is a discussion of how an individual
investment project can be properly appraised only within the
context of the overall strategy of the enterprise.

e The fifth section concentrates on the role of a risk control strategy,
particularly an information strategy, in the overall strategy of an
enterprise.

e The sixth section illustrates how the choice of direct investment as a
mode of entry into international business transactions is influenced
by risk.

Strategy and the nature of the enterprise

The nature of the enterprise in which an investment project is located
has become a focus of considerable interest. Much economic theory
assumes that the enterprise is a black box into which inputs pass and
outputs emerge (the production function approach). The nature of
what happens in the black box is of no consequence, largely because in
perfect competition there is no room for strategy making. Since in
imperfect competition there is scope for the pursuit of distinctive
strategies, what goes on in the box does matter. Because the enterprise
is a complex entity there are various ways of viewing it. It is possible to
distinguish two main approaches, called here the structural and the
strategic approaches.

In the new institutional theories of economics there is assumed to be
competition between, and to some degree a deliberate choice, among
different organisational structures (Williamson 1985) for the economy
as a whole. The focus of interest is the transaction, which might
involve a labour input, the making of a loan or the sale of a commod-
ity. The raison d’etre of any organisational structure, including that in
which the enterprise is prominent, is to minimise the costs associated
with all transactions. This way of viewing the enterprise stresses the
relative efficiency of different organisational forms, such as markets
and business enterprises, in the allocation of resources. Often the level
of costs for transactions internalised within enterprises is significantly
lower than that which would characterise a system based entirely on
market relations.

First the enterprise is viewed as a structure or configuration of inter-
acting parts, that is, an organisational or administrative unit with a
bureaucratic structure based on vertical hierarchy and clear boundaries
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both between it and the outside world and internally between its hori-
zontal divisions. It is an organisation continuously seeking to reconcile
the need for specialisation (horizontal division) with that for integra-
tion (vertical division). Any structure has both formal and informal
aspects. The formal configurations exist independently of who occu-
pies particular positions in the hierarchy. There are also informal net-
works of interaction between the members who at any given time
occupy those positions.

A supplementary approach interprets the enterprise as a network of
contracts, some explicit, some implicit, which together determine the
nature of economic relationships. There is a tendency by some to see
the enterprise as simply a network of such contractual relationships
without the need for any permanent hierarchy of any kind. Contracting
is seen as a means of reconciling conflicting incentives through negotia-
tion and bargaining with minimum damage to the enterprise. The per-
sistence of contractual links may vary from enterprise to enterprise. A
second variant stresses the nature of the enterprise as a coalition of dif-
ferent stakeholder groups with different interests in the performance of
the enterprise. Such an approach, as with the contractual approach,
reduces the importance of the boundaries between the enterprise and
the outside world. A third variant is the behavioural theory of the firm
which sees the enterprise as a system of standard operating procedures,
or routines (Cyert and March 2001), such as control systems or incen-
tive structures. There are patterns of behaviour within the enterprise
which persist over time and define its nature.

In the second view, the enterprise is seen as a strategy making unit
(Rumelt 1984), a vehicle for the articulation and implementation of
strategy — not the only one, since other types of organisation, notably
governments, also have strategies. The interaction of the strategies of
different organisations is important in establishing the competitive
environment of the enterprise and influencing all key decisions,
including those on investment projects. The enterprise justifies its exis-
tence by creating and retaining competitive advantage, largely through
value innovation (Kim and Mauborgne 2005), and by controlling risk.

The enterprise has a competitive advantage in certain core areas and
an ability to control risk which is denied to other enterprise with
different core activities. The strategic view of the enterprise sees the
enterprise as consisting mainly in a set of resources, capabilities or com-
petencies (Wernerfelt 1984). This includes intangible as well as tangible
resources, the former fast rising in importance relative to the latter. This
approach focuses particular attention on the role of knowledge. All the
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relevant resources or competencies are closely linked with the core
activities of the enterprise and with the ability to realise relevant invest-
ment projects. In its more sophisticated version this approach seeks to
dynamise the picture, emphasising the process of learning, the develop-
ment of dynamic capabilities and the movement of dynamic transac-
tion costs (Teece, Pisano and Shuen 1997). In one incarnation, the
enterprise is seen as a learning organisation (Quinn 1992).

Each of these two definitions has implications for the investment
decision-making process and for the risk control function. This chapter
explores the strategic dimension of investment decisions and the next
chapter the organisational dimension.

The full range of investment options

The principles underlying the present value formula are the same for
an enterprise as for an individual project: the managers of an enter-
prise are interested in the difference between the position the enter-
prise will be in if it goes ahead with a project and the position it will
be in if it does not (Hull 1980: 3). They are interested in any future
incremental cash flows generated by a project. An appraisal involves
comparing the cash flows which will occur if the project is undertaken
but will not occur otherwise, and the cash flows which will occur if
the project is not undertaken but which will not occur if it is under-
taken. The relationship between different projects influences these net
flows.

The capital budgeting and strategic approaches to investment deci-
sion making were developed separately (Myers 1984, Trigeorgis 1996:
7-9) and widely regarded as incompatible approaches. There, therefore,
emerged two streams of thinking about resource allocation within the
enterprise, including the nature of investment decisions (Trigeorgis
1996: 7-8)). One is the capital budgeting approach which decentralised
decision making to the project level and concentrated on the discount-
ing of particular cash streams to a present value. The other is the strat-
egy making approach which focused on the creation and maintenance
of overall competitive advantage in the longer term. The previous
chapter has illustrated one way of reconciling the two approaches,
through the real options approach, which makes possible a valuation
of the benefits which the opening of strategic options can bring to a
particular project. The real options approach is partly a tool which
assists in the appraisal of individual investment projects, but also an
expression of a strategic approach which affects all business decisions.
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The emphasis on flexibility not only focuses attention on identification
of the full range of choices open to those making a strategy but also
emphasises the particular interpretation of strategy as emergent strat-
egy, which has at its centre a learning process in which ignorance and
uncertainty are dissipated over time, sometimes by deliberate action
and sometimes by a simple unfolding of events. Learning can be
directed to developing particular options and not others.

Any strategy has as a starting point a set of options for the use of the
investment funds available to the enterprise. At the core of any strat-
egy are investment projects, some already up and running and some at
an early stage in their development. The return from any investment
project reflects in part the context created by other investment projects
already accepted. There are significant interdependencies between
existing investment projects and between present projects and future
projects. The typical portfolio of projects of a healthy enterprise com-
prises both, projects at various stages in the life time of a product,
process or even industry. The strategy is the mechanism for selecting
appropriate investment projects and for allocating the resources
required to implement them.

There are two main kinds of projects, operational and strategic. The
former, characterised by good profits but limited growth potential,
generate most of the existing profits and the latter, characterised
by poor profits, if not losses, but great growth potential, create the
potential for maintaining performance in the future. Classical strategy
describes a strategy in which most projects are of the former kind.
Since strategy looks to the future it is about projects which open up the
possibility of future profits. Much of the market value of an enterprise,
particularly in such fast-changing industries as electronics, communi-
cations, biotechnology or pharmaceuticals is accounted for by growth
potential rather than current cash streams (Myers 1984, Smit and
Trigeorgis, 2004: 6-8). The strategic projects spawn both operational
and further strategic projects, whereas the operational projects only
spawn to a slight degree (Kasanen 1993).

Embedded in alternative investment projects are options (Kemna 1993).
At any time a strategy consists of various options, only some of which will
be exercised. In the words of (Foss 1998: 10): ‘Optimal flexibility corre-
sponds to the plan of action that enables the firm to acquire the set of
options that maximise the net present value of the firm.” Strategy needs to
be flexible enough to take account of uncertainty and is emergent,
reflecting learning done at all levels of the enterprise. The interdependence
of investments must be recognised in a strategy consisting of linked
options. Strategy stresses their compound nature, the fact that future suc-
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cessful projects depend upon the realisation of previous options. For
example, a successful pharmaceutical enterprise has projects at various
stages of development, from the initial concept, through various clinical
trials, to the process of regulatory approval for a new drug or process and
its marketing. Since early project stages have a negative net present value,
all the value is generated in the final instalments.

The previous chapter sidestepped the issue of interdependency, the
possibility that a project influences the cash flows of other projects. A
project might add value to other projects undertaken by the relevant
enterprise, or create a potential for adding value in the future. There
are two kinds of interdependency. The first involves synergies of
revenue and cost between existing projects. It is possible to refer to
such synergies as realised interdependencies. Various economies of
scope fall under this heading. Any shared facility has the effect of
reducing costs for other projects. A branding exercise has a ‘rub-off’
effect on any products or services sold. This term can be denoted RI,
and included in an expanded formula.

On the other hand, there are unrealised interdependencies which are
common. The existence of unrealised interdependencies generate value
as real options, which can be grouped into three main kinds as shown
in the table below.

The existence of such options has a significant value for a strategy.
Any research and development project is analogous to an option, since it
can create a valuable opportunity without committing the enterprise to
investing in the commercialisation of that opportunity. Some of the
options are more tactical than strategic, notably those described as in-
surance options. Because of the existence of switching costs for the insur-
ance options, there is a significant degree of path dependence for the
cash streams in any relevant strategy.

Table 6.1 A classification of options

Learning options Option to wait

(before investing) Option to ‘stage’ an investment — to make it in
instalments

Growth options Option to innovate

(while and after investing) Option to expand

Insurance option Option to contract

(while and after investing) Option to switch inputs or outputs

Option to abandon or shut down temporarily
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The full option value can only be estimated within the context of a
specific strategy which has identified all the possibilities. In the words
of Copeland and Antikarov (2001: 5): ‘we would go as far as to say that
NPV systemically undervalues each project’. It does this because that
technique ‘fails to capture the value of flexibility’ (ibidem: 13). A
further term should be added to the expanded net present value
formula, one denoted UI (unrealised interdependencies). It is the value
of all the options which attach to a given investment project, not a
simple sum of those values since some options are mutually exclusive.
For the sake of completeness the existence of both positive and nega-
tive externalities should be recognised. The existence of interdepen-
dencies provides a good reason for adopting some projects with a
negative net present value or rejecting other projects with a positive
value.

Strategic risk

It is impossible to appraise the investment project by focusing only
on the strategy of the relevant enterprise. The strategies of actual and
potential competitors, as well as complementors, must be taken into
account since they influence the value of an investment project.
There are alternative scenarios reflecting the behaviour of both com-
petitors and complementors, streams of action, response and further
reaction, constituting scenarios which offer different pictures of how
the future will unfold. It is unclear which scenario will prevail, but
each scenario is associated with a different valuation of the relevant
investment. The future is only partly under the control of those who
make strategy.

One aspect of market risk is therefore strategic risk. Strategic risk is
the negative consequences on a key performance indicator of the rele-
vant enterprise of an unanticipated action of an outside strategy
maker. There is inherent in any strategic context a significant degree of
uncertainty. So far uncertainty has been dealt with through the real
options approach which assumes a known maturity period, that is a
period during which there is no cost attached to delaying an invest-
ment. As Smit and Ankum have pointed out, ‘A project in a monopoly
situation is more analogous to a call option, since it involves an exclu-
sive right to invest. A project under perfect competition, on the other
hand, is like a “public good” of the whole industry. In this case, there
is a loss in value from postponement caused by the early entry of com-
petition’ (Smit and Ankum 1993: 243). There is no exclusive right to
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invest. In the extreme case, a failure to implement a project means that
a competitor immediately takes up the opportunity. The time to matu-
rity of an investment prospect may be very uncertain. There may be
rapidly increasing costs in waiting to implement an investment. In the
event of immediate pre-emption by a competitor there is no extra
value attaching to the option to delay.

How the strategies of other players influence an enterprise’s strategy
depends on market structure. The assumption so far is that the relevant
enterprise is a monopolist. Under perfect competition, strategy can
have no influence on the key market parameters, notably price. Above
normal profits and the associated competitive advantage are quickly
competed away. Both extremes are unusual. A multinational will be
reluctant to invest abroad unless the monopoly rents associated with
oligopoly or monopolistic competition are present. The norm, particu-
larly at the international level, is therefore monopolistic competition
or oligopoly (Buckley 1996: 115). Any such market imperfection will
create space for strategy to have an influence.

In order to simplify the situation, a situation of duopoly is often
assumed, described with the aid of simple game theory. Games can
be zero-sum games or games that favour all players. There exists a
mixture of such games which are conducted simultaneously. Enter-
prises both compete and cooperate. It is not difficult to set up in a
game a prisoner’s dilemma situation for any specific investment
(White 2004: chapter 13), in which both players rush to invest in a
new international market to avoid being pre-empted by the other,
rather than cooperate in a strategy of waiting, which increases the
value of the investment for both. Both lose by rushing into the
investment.

Commitment and signalling become relevant strategic issues.
Reputation is another key issue in repeated games. The possible
responses of competitors affect both the overall quantity supplied to
any market and the level of prices in that market. By denying an
enterprise potential economies of scale and the benefits of experience,
they may indirectly raise cost levels. This may greatly raise the level of
risk since it is uncertain how the market situation will evolve. It will
affect the value of the net cash streams which go into the appraisal.
There is a new term to be incorporated into the net present value
formula which could be called the strategic effect, which depending
on market circumstances and the strategies adopted can have an effect
of varying sign and size. If negative, it may be negatively correlated
with the term for the value of waiting.
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Strategy and the individual investment project

It is impossible to ignore the strategic context in which an investment
decision is made. Strategy is concerned with identifying specific oppor-
tunities and risks, and is expressed in the strategic evaluation and
appraisal of different investment projects. In many cases the evaluation
is cursory. Already before any specific appraisal a selection of projects
has taken place, sometimes unconsciously. Certain projects are more
interesting, meriting consideration within the specific strategic context
of the relevant enterprise, or are championed by influential stakehold-
ers. Investment projects are dismissed with little attention if they do
not fit the general strategic orientation of the enterprise and may be
neglected if they have no champion. This is inevitable given the
limited ability of decision makers to process all the data available to
them.

At its inception an investment is simply an idea, identified in the
course of strategic thinking and championed by a particular individual
or stakeholder group, a process sometimes referred to as intrapreneur-
ship. It becomes a set of evolving constituent elements taking shape as
relevant decision makers interpret the environments in which the
project is to operate. Just as a strategy is said to emerge, so its con-
stituent parts, the various investment projects making up the enter-
prise strategy, can also be said to emerge. No investment can be
regarded as an off-the-shelf proposal, although for simplicity this is
usually taken as the starting point for the process of investment
appraisal. In the process of evolution of a project, those developing the
project mould the proposal to suit the various environments of oppor-
tunity and risk to which the enterprise is exposed. Projects build on
existing resources, capabilities and competencies and often add to
these new but related assets. Existing competitive advantages act as
filtering mechanisms largely determining which projects survive to a
point at which appraisal becomes appropriate.

Investments eventually chrystalise as significant commitments of
funds, with the prospect of a stream of significant future net returns. In
order to properly appraise an investment project the value of the
various options and interdependencies should be added to the conven-
tional net present value of the project. This gives an expanded form of
the net present value formula.

Strategic, or expanded, net present value = Conventional NPV (the
intrinsic value) + the value of waiting + RI + UI +/- any allowance for
strategic risk
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The formula appeared to define a clear decision rule: go ahead if
the value of SNPV is positive (remember that whereas NPV, RI and
the allowance for strategic risk can be either positive or negative,
VW and UI can only be positive, since they can never fall below
Zero).

The valuation depends on the five variables already indicated: the
underlying value of the relevant assets (S); the investment cost (X);
the risk-free interest rate; the cone of uncertainty, often the standard
deviation (o) or variance; and the time to expiry (t). In two articles
Luehrman (1998a and 1998b) has shown how it is possible to reduce
the number of variables to two option metrics — the value-to-cost
metric (S divided by the present value of X) and the volatility metric
(8 t). If the former is greater than one, it means that the project has
a positive conventional net present value. The higher the volatility
metric, the more likely it is that a project not currently having a pos-
itive net present value will have a positive one in the future. It is
possible to map the location of any project on a two dimensional
diagram according to the value of the two metrics.

Value-to-cost

0 1.0
Lower
Invest never Invest now
Volatility Probably never Maybe now
Maybe never Probably later
Higher

Figure 6.1 Mapping an investment strategy
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The definition of the boundaries of these regions is arbitrary. Few pro-
jects are likely to have a return which justifies immediate investment.
Many are never considered or rejected after a cursory examination.
Those which offer a present value which lies between the two thresh-
olds of outright rejection or acceptance, are of greatest interest. Over
time, as the years to expiration pass, a project moves in the direction of
both a lower value-to-cost metric and a lower volatility metric. The
present value of the investment cost rises and the cumulative volatility,
or chance of an upside in returns, declines. If it is a project that has
never been a project with an ‘invest now’ location the project will tend
to finish as an ‘invest never’. This can be countered by two factors, luck
- conditions change in favour of the project — or by active manage-
ment, that is deliberate action to increase revenues and reduce costs.
The latter is much more important for strategy making, although an
ability to ride one’s luck is an important attribute of good strategy
making.

Others have collapsed all five variables to one metric, described by
Alleman, Suto and Rappoport as the uncertainty-adjusted or risk-nor-
malised NPV and referred to in their work as d, a ratio similar to the
Sharpe ratio — the net present value, S — X (the first metric), divided by
some version of the latter metric, often the standard deviation, o. It is
possible to estimate the ratio which holds when the SNPV = 0, that is
when the value of the option equals the negative present value of the
project, or rather when it ceases to be negative: this is called D*. A rele-
vant comparison can be made between actual d and implied D*. In this
case the number of regions on the strategic map is defined as four,
rather than six, and the boundaries are unambiguously defined.

There are four possibilities for the decision rule.

NPV is negative and VW either positive or negative, and their
aggregate < 0
ord<-D*
Reject the project

This is an obvious case; not much time need be committed to the
appraisal.

NPV is negative but VW positive, and their aggregate > 0
or-D*<d<0
Keep the project alive
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The closer to zero the average expected NPV and the greater is its possi-
ble variance or standard deviation, the more likely it is that this situa-
tion will arise. Much of strategy making is concerned with such
projects.

NPV and VW are both positive but NPV < VW
or0<d<D*

Wait until the value of the option falls below the present value and
then invest.

In this case, it will be appropriate to delay the investment. The same
arguments apply in this case as in the previous one.

NPV and VW are both positive, but NPV > VW
orD*<d
Invest now

This is an obvious case where the project should be undertaken imme-
diately. This represents the core area of any strategy, a core which has
to be supplemented by marginal projects.

This same picture can be depicted in terms of a difference
between what might be called an upper hurdle rate of return
beyond which immediate investment is called for and a lower
hurdle rate at which complete rejection occurs (Jagannathan and
Meier 2002). The size of the difference between the two rates,
coined by Jagannathan and Meier — the hurdle premium, indicates
the value of waiting. The greater the gap, the more valuable it is to
wait. In practice, decision makers use such hurdle rates, well above
the discount rate suggested by the CAPM approach. The exact level
of the hurdle rate reflects the constraints of managerial and organ-
isational capacity within an enterprise and the nature of the project
under consideration.

The main problems for strategists are created by the middle two
regions in which the conventional net present value is close to zero
and there is considerable uncertainty. The third region is particu-
larly problematic and more unusual than the second since, in most
conditions, investing now in a project with a positive net present
value seems an obvious thing to do: it is not. Investment now
commits the enterprise to a project which has a real chance of
failing, whatever the expected value and distribution of possible
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cash flows, or which precludes the exploitation of significant
benefits in the next period:

e if there occurs between now and the next period technical changes
which must be embodied in new plant and equipment. These
benefits would be lost if the investment occurred now, using an old
vintage technology. The maturity period must be long to make this
a likely event. On the other hand, learning by doing makes no dif-
ference to the timing of an investment since it occurs as soon as the
investment is made,

e if the total possible output is fixed — there is a limited reserve of
some natural resource such as oil or timber involved or some well-
located but limited supply of land, and if the price of the relevant
output is likely to rise following an increase in demand, it might be
beneficial to wait in order to take advantage of the increased price,

e if the period of exploitation of a competitive advantage is fixed by
license or patent and delay reduces the period of advantage,

e if the level of risk declines over time and the value of a project rises
with a lower rate of discount applied.

Control of risk and an appropriate information strategy

Any successful enterprise has particular knowledge which enables it to
control risk in a way which others cannot. The adoption of appropriate
risk control, by reducing the impact of the relevant risk-generating
events, brings risk down to levels not achieved by other enterprises. By
exposing the enterprise to such risk in a controlled manner the man-
agers make possible the earning of an above normal return. To achieve
this requires a carefully worked-out risk control strategy. There are
three main areas in which a risk control strategy is important — an
information strategy relating to risk, risk assessment, and a risk
response strategy. The later two are treated in detail later in the book,
but some preliminary remarks are made about risk assessment relevant
to an information strategy.

The assessment of risk involves the identification, measurement and
monitoring of relevant risk. How each of these is done depends on the
industry in which the enterprise is positioned, the country of location
and the nature of the investment project itself. Much work on
classification has as an aim a facilitation of identification. The check
list approach (Nagy 1979) requires such a comprehensive typology
but depends for its effectiveness on an appropriate classification.
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Measurement means a quantitative evaluation of the riskiness of the
environment, the ideal being a risk measure which is unique and com-
prehensive. To produce a single index requires a specification of all the
relevant components and sub-components of the different risk types, a
use of quantitative proxies for such components where direct measure-
ment is not possible and a weighting of the individual components.
The measurement can be done within the enterprise or an external
agency can implement it. Assessment is a major task and requires a
considerable commitment of resources. It cannot be repeated fre-
quently because of the cost involved. Moreover, the risk situation
needs to be monitored between assessments. Monitoring means find-
ing a signal(s) which indicates an increase or decrease in the relevant
risk level and hopefully when a major revision of the assessment
system is needed.

The previous chapter explored the kind of information which is
needed in order to make an investment decision. Resources must be
committed to gaining such information. A successful information strat-
egy would identify all the relevant data needed to estimate the vari-
ables in the expanded version of the net present value formula. An
effective information strategy also analyses the implications of the
inclusion of a project in the overall strategy. Acquiring the relevant
information is critical to accurate risk assessment. There are issues
which any information strategy must address:

e what maximum level of uncertainty to aim for,

e what resources to commit to removing uncertainty,

e selecting the relevant ‘readers’ of the external environment and
institutionalising the process of reading that environment,

e how to identify relevant information from the general environment,

e what resources to get access to, and mechanisms to develop, for
processing available information,

e how to link information gathering and processing to strategy
making.

Decision makers rarely know probabilities concerning the future
outcomes of their decisions. It is important for them to put together
scenarios relevant to a particular investment project. There may be
bi-modal or tri-modal probability distributions which reflect the
more likely realisation of certain scenarios and indicate which scenar-
ios should be investigated. An important aim of any information
strategy is not so much to move decision makers from a higher to a
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Table 6.2 The different time perspectives

Degree of stability State of uncertainty Information
strategy
Short term Predetermined Almost complete Exact
elements certainty prediction
predominate
Medium term  Mixed strength Discrete options, Scenario
or continuous building
but limited range.
Long term Critical uncertainties ~ Total ambiguity ‘Make the
predominate future’

Source: White (2004: 128).

lower state of uncertainty, as to remove downside risk or exclude
negative scenarios, and to discover ways of increasing, by deliberate
action, any possible upside.

The level of uncertainty reflects the degree to which it is necessary to
look into the future (for a relevant discussion see White 2004: chap. 4,
Reading an uncertain future). The above table indicates the nature of
the problem confronting decision makers in doing this.

The duration of the long and short term differ from industry to
industry and from enterprise to enterprise, partly according to the
length of life of an investment project.

The aim of reading the environment is to recognise opportunities
and threats, whether preliminary to an early recognition of an oppor-
tunity or building on existing opportunities to articulate a new
project. It is the activity of identifying relevant information in the
changing environment of the enterprise. It is also necessary to iden-
tify who are the relevant readers, with the obligation, or rather oppor-
tunity, of making the necessary reading. There are both inside and
outside sources of information. Private consultancies and rating agen-
cies have an important role to play. Reading involves four separate
steps — scanning, monitoring, forecasting and assessing (White 2004).
The information gathered is incorporated into strategy thinking about
emerging investment opportunities in order to articulate them as
specific projects. It is also incorporated into the ensuing investment
appraisal process. Reading is not a neutral process; it is of its nature a
‘political’ process intended to serve conflicting interests, involving the
following steps:

e selection or the identification of relevant information,
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e transmission by designated conduits of the relevant information to
decision makers or strategy makers. These may be long and indirect,

e incorporation of relevant information into a strategy or, more
specifically, into an investment appraisal process.

Different ways are discovered of reducing risk. This involves a number
of processes — recognition of a threat, prioritisation of threats discov-
ered and mobilisation of the resources to deal with the relevant threat.
The ‘political’ problems to be confronted include deliberate suppres-
sion of the existence of a threat, reinforcement of an existing view
which excludes the possibility of such a threat, and poor response to a
threat, reflecting the weak bargaining strength of readers and fragmen-
tation of decision making within the relevant enterprise. This means
that any relevant information is likely to be distorted.

It is also necessary to identify opportunities. This requires identifying
what are called ‘shadow options’ (Bowman and Hurry 1993: 763). Any
information strategy must start by identifying all the available relevant
options. The real options approach clearly identifies the nature of the
information relevant to a desirable strategy. This is a matter of reading
the environment for the relevant opportunities, since options come
into existence when existing resources and capabilities allow preferred
access to future opportunities (Bowman and Hurry 1993: 762). In the
words of Bowman and Hurry, ‘Options ..... form the choice mecha-
nism that underlies strategy’ (Bowman and Hurry 1993: 764).

It is only possible to value the options on the basis of relevant infor-
mation. The specific information required might not be available to
make the relevant valuations with any exactness. An option value ini-
tially arises because of the uncertainty created by the passage of time
and the ability, even the need, to delay investment expenditures. Time
provides two particular advantages — the advantage of earning a return
on the resources freed by deferred expenditures (the present value of
the investment cost reduces with the length of the delay) and the pos-
sibility that the world may change in a way that increases the value of
the project. This assumes that future states are already given, whereas a
significant difference between a financial option and a real option is
that decision makers can strategically change the boundaries of both
costs and revenues, deliberately increasing the upside and reducing the
downside. The decision makers can also avoid the downside by not
making an investment if unfolding events suggest that the outcome is
a negative one.

This method allows the full value of an investment to be considered.
By plugging into financial valuations yielded by the market, it seeks to
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impose a discipline on any investment appraisal, for example using the
future prices of key products such as oil or gold. However, it does
this in a way which avoids taking an attitude to risk tolerances. It
also allows total risk to be considered, not just systematic risk, but also
non-systematic risk, which cannot be diversified away with direct
investments.

There are some difficulties in the use of the real options approach as
an instrument for organising information in decision making:

e a lack of simplicity of the method. There are many attempts to
show how the method can be explained to managers in a lucid
mannetr,

e dealing with more than two kinds of uncertainty. If uncertainty is
too great, the real options approach cannot be employed.

There is clearly a sequence of steps to move the approach beyond its
role as a more systematic way of strategic thinking, in order to make it
also a superior investment evaluation technique:

Qualitative result = identification of real options
\:
Approximate valuation = identification + elementary model
parameters
\:
Exact valuation = identification + elementary model
parameters + all the model
assumptions met

A paper by Dimpfel, Habann and Algesheimer (2002) proposes a
gradual applicability with differentiated prerequisites and results.

Some of the model assumptions which may not hold and therefore
may prevent the movement to the third stage include:

e the existence of imperfect markets for real option rights and their
valuation,

e the fictitious nature of the underlying assets and the nature of basis
risk which reflects the failure of the asset chosen for the replicating
portfolio to track accurately the value of the relevant project,

e the sharing of ownership of options among different market players
(or stakeholders) — there is no clear maturity date since there is no
control over others who might exercise the option,
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¢ the interdependence of most real options attached to a particular
project and, therefore, of their values.

It may be possible to define upper and lower limits to the values of the
relevant options. Since it is impossible to include all possible variants
and all possible scenarios — the computational requirements would be
too great, the technique is based in most cases on a degree of qualita-
tive judgement concerning the strength and significance of the rele-
vant information. A strategic assessment should exclude from the
appraisal most possible variants and concentrate attention only on
certain scenarios.

Direct investment as the preferred mode of entry

There are alternative strategies for participating in international
markets. For a specific project, there is a choice, not simply of whether
to implement a particular investment project or not. It is also a choice
of where to implement, in home or host country, and of who should
implement, the main enterprise or a licensed partner. The choice could
be made on the net present value of the different options. Although
the choice may appear to be simply one of location or of who makes
the investment, whether a foreign partner is to be involved, the impli-
cations are strategic. They require some modification of the decision
rule and the net present value formula.

Associated with each mode on entry are different risk/return combi-
nations. With this in mind, the choice could be regarded as an expres-
sion of the risk appetite of the enterprise. Given the relatively high
level of risk involved in foreign investment, it is difficult to understand
why an enterprise would prefer investment as a mode of entry over
exporting or licensing (Buckley 1996 and Whittington 2001). It is pos-
sible to regard the move to foreign investment in a more dynamic
context, as part of strategy making. Rather than simply a choice at a
given moment of time the move is the result of a learning process in
which the level of risk associated with the investment decision is
reduced. There is a sequence of decisions involving an increasing level
of foreign involvement which follows either an increase in potential
return or a decrease in anticipated risk (White 2004: 532; Buckley 1996:
111).

If all markets were fully competitive, there would be no international
transactions since of their nature they have higher costs than domestic
transactions. Foreign investment is never the preferred mode unless
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Stay domestic ———p Develop
sales
subsidiary,
service
facilities,
distribution
system

Enter the global / Export
market —»

Develop a »/ License
facility abroad

Engage in Take a
FDI —» partner

Go it Acquire
alone
Develop a
greenfield
site

Figure 6.2 The mode of entry decision tree

there are significant market imperfections which allow monopoly rents
to be earned either because of advantages of locality or, much more
likely by the internalisation of existing significant competitive advan-
tages which are enterprise-created and mobile. Unless there is some sus-
tainable competitive advantage which offsets the range of difficulties
associated with operating abroad (Buckley 1996: 118), there is no point
in investing abroad. The aim of international investment is to exploit
these competitive advantages more fully and to maintain them as long
as possible.

One illuminating way of considering the problem of choice is in the
context of real options (Buckley 1996: 147-153). Different participa-
tion strategies open up differing future options. Foreign direct invest-
ment provides a much better opportunity for the enterprise to identify
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and exploit valuable options than other modes. It also provides a much
better opportunity to gain the information required to make an accu-
rate appraisal of the full potential of operating within a foreign
economy (Buckley 1996: 151). Entry into a new foreign market might
be initiated by a pilot project on a minor scale in order to achieve this
learning.

It is possible to express the problem in terms of net present value
analysis. For each mode there is a base net present value. Choice may
be characterised initially by the following situation:

NPV(Ex) > NPV(Lic) > NPV(FDI with partner) > NPV(FDI after
acquisition) > NPV(FDI after greenfield development) > 0O

However, the addition of an allowance for options values changes this
order dramatically, so that for example:

NPV(FDI - greenf.) + Opt(FDI — greenf.) > NPV(Ex.) + Opt(Ex.)
It is likely that, given the importance of particular competitive advan-

tages, the value of the relevant options may be high (Buckley 1996:
150).
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The Investment Process and Decision
Making: the Organisational Perspective

...the goals of a business firm are a series of more or less
independent constraints imposed on the organization
through a process of bargaining among potential coalition
members and elaborated over time in response to short-run
pressures. Goals arise in such a form because a firm is, in fact,
a coalition of participants with disparate demands, changing
foci of attention, and limited ability to attend to all organiza-
tional problems simultaneously.

(Cyert and March 2001)

The present chapter takes an organisational perspective, focusing on
the structure of an enterprise. The analysis concentrates on the nature
of the enterprise as a network of stakeholder groups who are affected
by, and have an influence on, the investment decision. This chapter
explores the way in which the joint stock limited liability company
privileges the one stakeholder group, the shareholders, and how
various risk environments have influenced the development of the
organisational framework and the relevant law, notably in the areas of
limited liability and bankruptcy. It goes on to show how the way in
which key decisions are made reflects relations between different stake-
holder groups. These relations determine the distribution of both value
and risk. Further sections consider key stakeholder relations, notably
those between owners and managers, and between creditors and
owners. The organisation of the enterprise and its capital structure pro-
vides the context in which investment decisions are made. The capital
structure of an enterprise can influence the way in which risk affects
the investment decision. The chapter concludes by considering the
general nature of the decision-making process.

104
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There are six sections in this chapter:

e In the first section there is an outline of the network of stakeholder
groups relevant to any investment decision.

e The second section considers the structure of the modern enterprise
and how it accommodates risk.

¢ In the third section the mechanisms for distribution of risk and of the
value created by investment projects among relevant stakeholder
groups are analysed.

e Section four considers the implications for investment appraisal
of the divorce of ownership and control in the context of the risk
situation of the two stakeholder groups, owners and managers.

e The fifth section turns to the relationship between creditors and
owners in the context of the capital structure of an enterprise.

e Section six reviews the nature of the decision-making process.

A coalition of stakeholders

While financial theory privileges the shareholders as the most impor-
tant stakeholder group by assuming that the sole aim of the enterprise
is to maximise its value, the enterprise is a coalition of different stake-
holder groups. While the classical approach to strategy sees only one
decision maker in the enterprise, the CEO with the sanction of the
Board, there are always many who influence the relevant decisions and
many ways in which this influence manifests itself. The classic defini-
tion of a stakeholder (Freeman, R. E. 1984: 46) is: ‘A stakeholder in an
organization is any group or individual who can affect or is affected by
the achievement of the organization’s objectives.” This relates the stake-
holder interest to the strategic intent of the organisation and applies
also to the investment decision.

The direction of influence is twofold — the influence of a project on
the stakeholder and the influence of the stakeholder on a project.

e The stakeholder has an interest, sometimes, contractual, in the
performance of the enterprise, one of potential benefit or harm. The
interest might be as a supplier of equipment, a potential worker on
the project, a member of the local community in which the relevant
facilities are located, or a government concerned with the impact of
a project on tax revenues or employment opportunities.

e The stakeholder has an influence on the decision making of the
enterprise and the successful outcome of relevant projects. That
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influence may be institutionalised with clear lines of communica-
tion, or informal; indirect, through the process of strategy making,
or direct on the particular investment decision.

The nature of stakeholder interests and the source and level of any
stakeholder risk differs from investment project to project. With asym-
metric information each stakeholder group holds specific information
relating to its role, which others do not have.

There are various ways of classifying stakeholder groups who have an
interest in a particular investment project. The number of such groups
depends on the degree of disaggregation adopted in the classification.

Each of these groups could be subdivided, notably the strongly dif-
ferentiated managers and suppliers of finance. The financial group for a
multinational enterprise could be divided according to degree and
length of commitment: shareholders into local strategic investors,
international strategic investors, local portfolio investors, international
portfolio investors, international policy lender, investors with a
controlling strategic interest, and local government if it participates;
creditors into local banks, international banks, and other significant
suppliers of credit. As the enterprise gets larger, there is a growing spe-
cialisation of organisational units and an increasing proliferation of
stakeholder groups with differing interests in the performance of the
company. The need for more capital than the original owners can
provide is usually the cause of a company going public. That action
further expands the range of stakeholder groups as the suppliers of
capital multiply. Internationalisation of the enterprise’s business activ-

Table 7.1 Stakeholders in an investment project

Outsiders Insiders Outsiders
Contractual Non-contractual
Board of directors
Finance Local community
Shareholders Managers Government
Creditors Workers Trade associations
(debt holders) Trade unions
Environmental groups
Market Media
Suppliers Social and political
Customers action groups

Strategic allies
(complementors)




The Investment Process and Decision Making: the Organisational Perspective 107

ities increases dramatically the number and variety of the relevant
stakeholder groups.

For an international project it is necessary to consider a wider range
of stakeholder groups. With any international investment project it is
possible to divide stakeholders into two groups, those who are located
in the home country and those in the host country, including relevant
government organisations and the various insider groups of the rele-
vant subsidiaries. There may be a conflict of interests between the two
sets of stakeholders. The geographical split is capable of producing dif-
ferent interests and different roles, even for similar stakeholder groups.
The influence of different stakeholder groups on decision making is rel-
evant, whether they are managers of the multinational, managers of
the subsidiary or other owners of the subsidiary apart from the multi-
national. The group of relevant managers is split according to where
they are based and their role in the decision-making process. The local
managers may be either from the home country or the host country, or
they may be genuinely cosmopolitan. This will partly reflect how far
the subsidiary is integrated into the broader organisation. Usually it is
impossible for the local subsidiary to ignore local culture, including
institutional and behavioural arrangements.

There may also be stakeholder groups in third countries. The sub-
sidiary may supply other subsidiaries within the broader enterprise or
be supplied by other subsidiaries.

Table 7.2 International stakeholder groups

Home country stakeholders Host country stakeholders

Senior managers and strategists Local managers responsible
responsible for foreign activities for implementation and control

Home owners of the project

Suppliers of equipment or Local workers and unions
components representing them

Government at various levels
Local owners (if there are such)
Local suppliers of credit
(if there are such)
Local suppliers of
equipment and components
The local community and its
representatives
The suppliers of complementary
goods and services
Local customers
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It is necessary to note key characteristics of stakeholders which have
an influence on the investment decision:

¢ the degree of organisation of stakeholder groups

e the nature of the interest

e the nature of any risk exposure threatening the achievement of the
specific objectives of stakeholders

e the way in which incentive structures align diverging interests

Stakeholders are characterised by:

e differing core competencies and competitive advantages in risk
control (Lessard 1996).

The sources of such competitive advantage are: information asymme-
tries, differing influence over investment outcomes, and differing
ability to diversify risks. This is often recognised for risk allocation in
project financing (Lessard 1996: 54-56).

e a different perspective on risk.

Some are interested in the nature of risk as systematic or unsystematic,
others in the financial leverage of the enterprise and still others in any
uncertainty of net income (Miller and Bromiley 1990).

e different assets and assets of a varying degree of diversity.

Managers and workers often have a portfolio in which their human
capital is by far and away the most important asset. Such stakehold-
ers have made sunk investments in enterprise-specific knowledge
which tie a disproportionate share of their future earnings to the fate
of the firm (Miller 1998: 500). This can also be true of buyers, suppli-
ers, alliance partners, other employees, even government and the
local community, sometimes customers, particularly for intermediate
goods. All these groups differ in this respect from shareholders. If the
enterprise is considered a coalition of stakeholders, this inability to
diversify becomes a major source of difference. It changes the role of
managers in risk control, both with respect to their own position and
that of other stakeholder groups. The managers can pay the stake-
holders for their risk bearing or they can deliberately hedge or insure,
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if they are making investments which involve enough risk to upset
the stakeholders.

e assets with exposure to differing types of risk and different vulnera-
bilities to failure of the enterprise.

Such differences require structuring of a project in a way which gives
an acceptable distribution of risk. That distribution reflects the bargain-
ing ability of the different stakeholders, which is exercised in imperfect
markets. Stakeholders negotiate trade-offs which are acceptable to all
and are compensated through distribution of the value created by an
investment project for the risk to which they are exposed.

The structure of the enterprise

Most financial theory views an investment project as a mini-enterprise
with a single owner who, providing all the finance, both owns and con-
trols. The decision rule is straightforward — does the investment project
create value for its owner? Once we move beyond a notional ‘one
project, one enterprise’ situation we move into a more complex world.
An enterprise can be organised in different ways depending on the
nature of its core activities and purposes. ‘For-profit’ organisations can
be a proprietorship or a partnership, in which ownership and control
are fused: those who own, also manage. Alternatively, they might be
mutual financial organisations which are owned by their customers,
depositors or policy holders. These are fast disappearing, being con-
verted into public corporations. More often the relevant organisations
are public corporations, either open or closed.

The typical organisation is continuously adapting to a changing risk
environment. Such a process may include the elimination of forms
which involve a high level of risk for key stakeholder groups, notably
but not only the shareowners. In most circumstances, the winning
organisation in developed countries is the open corporation with
common stock, and this is the focus of attention in this chapter.

The main feature distinguishing such organisational forms is the
nature of any claims made on the enterprise. For most stakeholders,
these claims are contained in contractual arrangements. For equity
holders, as the residual claim holders this is not the case. A significant
feature of the enterprise is whether, after fixed payoffs are made to
suppliers and other contracted partners, the residual claims on the
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enterprise are restricted. If they are not, and if rights to the value
created are freely alienable, the type of organisation is an open cor-
poration with common stock. Unrestricted residual rights and the free
alienability or marketability of such rights are two significant charac-
teristics of such an organisational form. This requires both an appro-
priate body of enterprise law to validate the organisational form and
an efficient capital market to ensure full marketability of shares. If
there are restrictions on the enterprise, then it is a closed corporation.

Two issues are at the heart of risk control in the modern business
enterprise — limited liability and bankruptcy.! The ultimate risk for
most stakeholder groups is a failure of the enterprise. A failed invest-
ment can reduce the value of equity to nothing; greatly reduce the
value of the debt held by creditors; lose both managers and workers
their jobs; and deprive a local community of employment opportuni-
ties, government of tax revenue, suppliers of demand. Contracts will
not be honoured. In theory, the shareholders are the first to suffer,
losing any value to their ownership shares. Although in the event of a
liquidation existing claims on the enterprise may be honoured,
employees lose their jobs and suppliers future orders. There is a priori-
tisation of the obligations which the enterprise owes to particular cred-
itor groups which is used as a base for distributing any remaining
value, thereby distributing the impact of risk. In the event of bank-
ruptcy, there are both rules about the degree of liability of the owners
of the failed enterprise and rules for what must happen in order to
resolve the bankruptcy.

Thus, an attempt to control risk is at the very core of the modern
business enterprise. Limited liability is the result of an attempt to
reduce the risk to which the owners of an enterprise are exposed, at the
expense of other stakeholder groups, notably creditors. Just as in
normal times different stakeholders bargain in the sharing of costs or
returns so they also bargain in the distribution of risk for the bad
times. Institutional structures help determine how that risk is distrib-
uted, by establishing the framework, both legal and conventional, in
which bargaining occurs.

Various forms of liability have been tried. Before the modern era the
basic reference liability was an unlimited one, in which the share-
holder was potentially liable for the whole of any debt incurred by the
enterprise. At the present, it is limited liability. There are other poss-
ibilities, such as an unlimited proportional liability, that is, if a share-
holder owns 5% of the shares he/she is liable for 5% of any debt of the
insolvent company. Another alternative would be the negotiation of
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contracts between shareholders and creditors which limit liability on
an individual basis. In a situation of limited liability, the act of asking
for contractual limited liability would be interpreted as a anticipation
of serious trouble for the enterprise (Moss 2002: 82-83).

Under limited liability, owners of shares are only liable for the
amount they have invested in the purchase of these shares and liable
only for the period of time they own those shares. Limited liability is a
legal device whose function is ‘to shield the owners of corporations
from personal liability in the event of corporate default’ (Moss 2002:
53). It is possible to opt out of limited liability indirectly by the share-
holder pledging personal security for any loan(s) received by the enter-
prise which he/she partially owns. Why is it so desirable to shift risk
management from the owners to other creditors and not allow these
various stakeholder groups to negotiate the transfer of risks them-
selves? The initial aim of limited liability, when first introduced during
the nineteenth century, was to mobilise capital and induce additional
investment, notably in areas of high risk where failure was common
(Moss 2002: 57-58). Whether it did is difficult to answer because there
is no real evidence showing a link between limited liability and eco-
nomic performance (Moss 2002: 69), although the presumption is that
it did.

The impact on investment depends on two opposing influences, one
encouraging investment, the other discouraging it. Limited liability
was designed to encourage a new inflow of equity funds from passive
investors, who were now much less at risk of ruin. At the same time,
limited liability raised the default risk for creditors who could no longer
seize the personal assets of shareholders when an enterprise failed to
honour its debts. As a consequence, a rational creditor would ask for a risk
premium to be included in the rate of interest received, raising the cost of
capital, which would tend to reduce the level of investment. In the words
of Moss, ‘The shareholder’s maximum possible loss is capped at a much
reduced level, while the creditor’s probability of loss is simultaneously
increased’ (Moss 2002: 74).

The conventional argument that risk diminishes the supply of
capital to investment is based on a tendency for investors to be risk
averse. The distinctive combination of limited downside and unlimited
upside which characterises stock market investment with limited liabil-
ity, just as lotteries, explains its attractiveness. Moss (2002: 83) has
argued that limited liability mimics an insurance policy in shifting a
portion of default risk from shareholders to creditors. Typical of
financial theorists, Doherty talks of the default put option created by
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this historical development, the ability of shareholders to pass the
enterprise on to its creditors. Today, involuntary creditors, such as
injured consumers or polluted communities, have such large potential
claims on companies that the meaning of limited liability has been
transformed.

From the perspective of an individual investment project, the impli-
cations of limited liability differ according to the size of the project rel-
ative to the size of the enterprise, how the project is to be financed,
and the existing debt leverage of the enterprise. The weighted cost of
capital is likely to rise, and sometimes dramatically, as enterprises have
no choice but to use debt or additional equity to finance such a
project, particularly where the project is large and the enterprise
already highly geared.

Insolvency in conditions of unlimited liability means that an owner
might lose all his/her assets, including earning capacity for the rest of
his/her life or for a period necessary to pay off the debt. In order to
avoid this situation it is possible to separate out activities with a partic-
ularly high risk into stand-alone companies, sometimes with a large
part of any existing debt. Sometimes these are called special purpose
vehicles. An individual can limit the impact of any particular failure to
the relevant company. A rational risk control strategy might be to
make this a consistent policy. There is therefore a tendency for enter-
prises operating in an environment of high risk and limited liability to
be small. This limits the exposure or value at risk to a liability suit for
professional or product damage. Some studies have shown widespread
attempts in the USA to avoid liability for hazards and disease by shield-
ing assets through divestiture of the relevant activities (Ringleb and
Wiggins 1990).

Nevertheless, insolvency still represents a threat to both creditor and
debtor, who can each initiate a bankruptcy. In order to ensure that an
individual continues to make a contribution to economic life there
needs to be a restriction on how bankruptcy affects an individual. The
same applies to a company. It is illegal in most countries to operate a
company which you know to be insolvent. The danger of insolvency,
which might reflect a problem of scarce liquidity, could easily be com-
pounded by a prisoner’s dilemma situation in which there was a rush
by creditors to secure their loans, and to refuse further credit critical to
the continued operation of an enterprise. Herd or contagion effects are
linked to such a loss of confidence. An otherwise viable enterprise
might be brought down. It was partly to stop such a run that bank-
ruptcy laws were enacted in the first place. In the words of Moss (2002:
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135), ‘Even apart from the discharge provision...., bankruptcy law rep-
resented an important risk management mechanism, dramatically
reducing the risk of runs on cash-poor debtors as well as the risk to
creditors of receiving less than their fair share from a failed enterprise.’
A second aim was therefore to increase the recovery rate for creditors
and diminish what banks call the loss given default (LGD).

Discharge is the important mechanism for debtors which shields
them from considerable downside risk by forcible shifting it onto cred-
itors. The original purpose of the promise of discharge from debt was
to rectify an information asymmetry by persuading debtors to reveal
their assets. Over time, this motive receded in importance. Bankruptcy
laws are often passed in the aftermath of an economic crisis. Through
limited liability and bankruptcy laws the aim is to encourage risk-
averse savers to invest in risky ventures by providing them with an
insurance against extreme loss (Moss 2002: 124) and by giving them a
mechanism for release from bankruptcy. The first step in the latter
mechanism was to free the debtor from the threat of imprisonment.
Discharge from debts on the realisation of certain basic requirements,
such as the loss of all current assets, serves the purpose of restoring the
individual to business life. The bankrupt does not have to hazard his
entire lifetime earning capacity on a particular venture. Risk is trans-
ferred from debtors to creditors. There is an ex ante benefit — the
encouragement of individuals to undertake activities more hazardous
than they would otherwise (moral hazard), and an ex post benefit — the
avoidance of financial catastrophe in the event of bankruptcy. This
might help the resurrection of failed entrepreneurs. The same argu-
ment can apply to the corporation itself, which under chapter 11 rules
in the USA can remain in business while adjustments are made to
restore its operations to solvency.

Bankruptcy costs are significant, consisting largely of legal and
administrative costs. They impose a cost on any enterprise which goes
into liquidation. The risk of insolvency partly comprises the risk of
incurring these costs. They are regarded by financial theorists as a fric-
tion in the efficient operation of markets strong enough to justify risk
management.

There is a connection between the two elements, limited liability and
bankruptcy. It is often claimed that limited liability and bankruptcy laws
allow inefficient investment decisions to be made. This is because the
interests of two key stakeholder groups, creditors and owners, diverge. In
the words of one commentator (White 1989: 138): ‘Inefficient bank-
ruptcy decisions and inefficient investment incentives appear to be the
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price society pays for limiting the liability of equity holders. From the
standpoint of economic efficiency, no simple bankruptcy priority rule
works as well as unlimited liability by the firm’s owners.’

Value and risk distribution

Both the structure and the strategy of the enterprise define the differ-
ent interests and roles of different stakeholder groups. The relevant
issues are:

e how far decision making is decentralised
e what decisions are made locally
who assesses a project’s acceptability
who makes the decision on whether to go ahead
who monitors and controls the project
e how the enterprise is structured and how the local organisation fits
into the broader organisation
e how a particular investment decision fits into the strategy of the
enterprise as a whole
e what happens to the cash streams generated and to resulting profits

There may be two possible situations at the inception of an investment
project:

e the investment is evaluated independently by the local decision
makers on criteria which would apply to any domestic project

e the investment is assessed in the context of the overall strategy of
the home enterprise

The dichotomy requires a consideration of how key stakeholders in an
enterprise perceive risk, and how they respond to it. The different
assets which constitute the resources of the enterprise create different
exposures. Any stakeholder is exposing himself/herself both to part of
the overall enterprise risk but more particularly to that risk as filtered
to specific stakeholders. It creates exposures which differ according to
the nature of the stakeholder involvement. The nature of the risk con-
fronting various stakeholder groups and the owners differs markedly.
Where there is a market relationship with those at risk the nature of
the market contract, explicit or implicit, often reflects the risk level. For
example, lower prices or higher wages can compensate the consumer
or worker for bearing risk. If managers are the final arbiters of any
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investment decision, they have a strong interest in trying to keep the
various stakeholder groups onside. The managers need to manage the
stakeholders in order to make an investment successful.

What can be said about the distribution of value or of risk? The com-
bination of purchased inputs and the value added by the enterprise
creates the value realised in the final market. In theory that value is
distributed in a way which reflects the opportunity costs of the rele-
vant inputs as determined in competitive markets. The opportunity
cost of any input is the lowest price which a marginal supplier would
be prepared to accept for delivery of the input in a competitive market
in which there are many rival suppliers. The distribution usually
reflects markets which are less than perfectly competitive, the price
being made rather than taken.

There is a choice between two strategies. The first is keep an arms
length relationship with all suppliers, to enter only short-term con-
tracts and to minimise the immediate costs of any inputs. The second
strategy is to enter a closer, more long-term relationship which seeks to
minimise the cost over a longer time horizon. The managers of the
enterprise, wishing to keep the various stakeholder groups happy,
might tend to the second strategy. In order to keep the groups supply-
ing inputs happy it is helpful to provide a share of total value in excess
of that suggested by the level of opportunity cost. There are a number
of reasons for doing this:

The lack of a competitive context — there are seldom a large number
of possible suppliers. The suppliers have asymmetric information in
that insiders, those who already supply, have experienced a learning
process which gives them an advantage over outsiders in quality,
design or cost level. This creates significant switching costs.

The need for a longer time horizon. In the process of negotiation it
may be important to create a long-term relationship, not a series of
transitory, arms-length relationships. Such a relationship is not a
zero-sum one, rather one in which both partners can benefit from
the cooperation. There may be an exchange of information concern-
ing strategy, specifically of technical and organisational knowledge
about specific investment projects. Input suppliers can provide
knowledge which improves the net cash stream of the investment.

The existence in a typical enterprise of ‘organisational slack’. In the
words of Buckley (1996: 3), ‘Slack consist in payment to members of
the coalition in excess of what is required to maintain the organiza-
tion.’ It also consists in resources which are not fully utilised. Such a
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strategy has positive implications for the enterprise. It is possible to
allow in good times the development of organisational slack in the
knowledge that in bad times this slack can be taken up. Pressure can
be applied to suppliers to reduce costs when there is a particular
need to do so.

The point in the life cycle reached. Profit levels vary during the life
cycle of the enterprise’s business units. They tend to be at their
lowest at the beginning and the end of the life cycle. The risk toler-
ance of the enterprise varies according to its financial position.
When profits are at a satisfactory ‘above normal’ level, particularly if
there is a free cash flow, it is possible to be proactive rather than
reactive in controlling risk. The scope for behaviour which keeps the
stakeholder groups happy varies with the pressure on the profit level
of the enterprise. When profit is low, there is a tendency to react
slowly to stakeholder groups, doing the minimum to keep them
happy. On the other hand, during adolescence and maturity, when
profit levels are satisfactory, there is more inclination to keep such
groups happy. At this stage in the life cycle, there may be more lati-
tude in negotiating with contractual partners and giving them more
of the value created by the relevant investment.

The importance of the different stakeholder groups varies according
to where in the life cycle of the relevant product(s) the enterprise is.
In its early life, the sources of finance are important. During the
period of rapid expansion the relationship with suppliers and with
workers is critical. Individual investments should be analysed with
this in mind.

For all stakeholders the degree of the commitment required determines
the degree of interest and the nature and level of risk. Each of the stake-
holder groups, with an investment in the relationship at risk, wishes to
mould that relationship to meet its own interests as effectively as possi-
ble. The risk increases with the degree of asymmetric investment, being
greatest for those who have made the largest investment. Stakeholders
are the possessors of knowledge not possessed by any other group. The
greater is the degree of asymmetric information the greater is the bar-
gaining strength of those who are in possession of that information.
The ideal combination for a stakeholder group is large information and
small investment. The smaller the number of partners within the
groups dealing with the relevant enterprise and the greater the depen-
dence of the enterprise on that group the smaller is the degree of risk for
that group but the greater the risk for the enterprise.
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All the groups work together to create economic value. Political
value is also created, which can be turned into economic value.
Political value comes from the advantage to be won by instituting a
change in government policy or regulation in your own favour, or
from the gaining of social legitimacy by managing important social
issues in such a way as to win support for the enterprise and to
enhance its reputation. Some of the stakeholders are more involved in
this second network than the first. However, they will negotiate in a
way which influences the distribution of economic value.

Ownership and control

Financial theory separates the decisions made by managers about
whether to invest in productive facilities and those by investors (or
really savers) over what financial assets to hold. The full separability of
finance and investment, and therefore of ownership and control, holds
only under certain unusual conditions. By contrast it is not difficult to
see the divorce between ownership and control as a defining character-
istic of modern business. There have been attempts to model the effect
of the differing objectives of managers and owners (Marris 1964).
Marris argued that the managers have a particular interest in growth,
rather than profits, and in continuity of employment, avoiding
takeovers, and keeping all creditors, including shareholders, happy.
There is an obvious agency problem (Jagannathan and Meier 2002:
part 6). ‘Agency conflicts between the manager and the shareholders
emerge because managers prefer to control large amount of capital.
Managers have a desire to build empires as the private benefits increase
with the size of the project or division they control’ (Jagannathan and
Meier 2002: 24).

The focus is on how the divorce affects the investment decision. In
this divorce the managers and the owners are regarded as homo-
geneous groups, whereas the managers can be divided into various
groups — senior and junior managers, those with a significant owner-
ship stake and those without, and the owners into those with a con-
trolling interest, other large holders, often financial institutions, and
the mass of ordinary retail share purchasers. Clearly these groups have
different interests, a different degree of organisation, and a differing
relationship to the process of investment decision making, including a
different potential control over that process. The assumption here is an
ownership group seeks to control through the board of directors, but
that the senior management team tends in normal times to dominate
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the board, largely through executive directors. There may be a close
and continuing relationship between the two groups. In normal times
there is no attempt to directly control the managers, although there is
a general oversight over strategy by the board on behalf of the owners.

This separation can be presented more formally. Fama and Jensen
(1983: 3) have broken down the decision process, including that relating
to investment, into four separate steps:

1. Initiation - the generation of new investment proposals,
2. Ratification — choice of which initiatives to implement,
3. Implementation — execution of ratified decisions,

4. Monitoring — oversight of performance.

They join initiation and implementation under the heading of ‘deci-
sion management’ and ratification and monitoring under ‘decision
control’ with an assumption that the former process is allocated to
managers and the latter to owners, represented by the board of direc-
tors. The governance system of an enterprise will determine exactly
how these functions are shared between the two groups.

Financial theorists deal with this issue through agency theory
(Jensen and Meckling 1976; Fama 1980). Even an enterprise with no
debt, financed solely by external equity, has an agency problem, which
arises because owners and managers, as principal and agent, have dif-
ferent interests and asymmetric information. It is difficult to devise an
incentive structure which aligns the two stakeholder groups. Managers
have a range of motivating interests including status, power, or posi-
tion. These are expressed partly in non-pecuniary benefits, such as
large offices, parking spots and company cars, and partly in larger
objectives best served by the pursuit of size rather than profit. Where
the two objectives diverge, managers favour the former over the latter.
This may mean that there is a tendency to approve of more, larger and
riskier, investment projects than would be the case if profit maximisa-
tion were the goal. The result may be the adoption of investment pro-
jects yielding a negative net present value or a return below the
threshold level, or just appraised with overly-optimistic inputs. This
can happen since the managers control the input of data needed for
any appraisal. The asymmetry in information compounds the problem
since it means that managers have the relevant information which
owners do not possess. There is a tendency for executive directors to be
in a stronger position than independent directors to know whether a
particular project is being presented in a favourable light.
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Agency costs take three principal forms:

e aloss of enterprise value resulting from poor decisions reflecting a
failure to adequately manage the principal/agent relationship,

¢ the costs of equity holders monitoring the behaviour of their agents,
including measurement costs and the costs of putting in control
mechanisms to align the interests of various stakeholder groups,
including compensation incentives, rules, and appraisal schemes,

e the cost incurred by agents in providing to principals a bond of
good behaviour (holding shares or share options of the company
might be regarded as such a bond).

There is one very significant constraint on the willingness of managers
to take on low-return or risky projects since they are concerned with the
possibility of losing their jobs. The average working life of a CEO is short.
The employment of all senior managers is threatened by take-overs, by
turnaround situations or simply by a change of CEO. An investment
failure may precipitate one of these outcomes. The managers are deterred
from making decisions which are likely to lead to these outcomes,
including any action which reduces the value of the enterprise below a
valuation ratio of one (Tobin’s Q). Managers need to be circumspect in
their behaviour; any blatantly self-serving action would reduce share
prices and lead to scrutiny by shareholders or creditors.

One important issue, which highlights possible conflicts of interest,
is what managers should do with a significant free cash flow. This
cash flow is of great importance to the enterprise and its use a critical
decision variable. There are three options:

e return it to the shareholders through dividend payments or
buybacks

e use it to expand the enterprise, either
e by projects internal to the enterprise, e.g. increased R&D
e by acquisitions

e improve the position of various stakeholders and/or increase the
degree of organisational slack

There is a tendency for managers to prefer to use free cash flows to
expand the enterprise. In this situation the process of investment
appraisal is reversed and managers use the system to confirm decisions
they have already made for other reasons. This may be justified if the
investment fits into a broader strategy for future growth.
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By contrast, equity holders are deemed interested solely in the value
of their ownership share, but receive this value as dividends, buybacks
or as potential capital gains. Share values are normally a reflection of
dividend or profit flows and their timing. The option of making pay-
ments to shareholders or of retention and reinvestment of profit can be
viewed differently according to the time horizon of the shareholder.
Some shareholders may be long-term holders of shares and sensitive to
the nature of strategic investments. All owners dislike a loss of value to
their shares. However, there is always the option of selling their shares
and readjusting their portfolio of assets to suit their risk tolerance.

In a world of asymmetric information, changes in dividend pay-
ments act as a signalling device. A reduction in dividends may be
seen as an admission of declining performance, just as an increase in
dividends may be seen as an indication of an exhaustion of strategic
ideas for future growth and therefore capital gains. The exact inter-
pretation depends on the particular circumstances. It is necessary to
look at the role of payout ratios as signalling devices as well as a
means for distributing value.

Capital structure and risk: creditors and owners

The classical Modigliani-Miller approach is based on the notion that
the capital structure of the firm is irrelevant to both value and decision
making. There is an alternative view that there are different costs
attached to the different sources of finance for an investment project —
internal cash flows, debt and equity. Such an approach is implicit in
the weighted average cost of capital in which the level of costs accords
closely with the level of risk associated with different sources of funds.
There is a different risk premium attached to each source of finance,
although it may change with the riskiness of an investment project.
One potent source of risk is asymmetrical information between insiders
and outsiders, in this case the managers of investment projects and
financial investors.

Financial structure and policy do make a difference to the capacity of
the enterprise to raise finance. The cost rises as the level of risk rises for
those who provide the finance. The weighted average cost of capital
sees internal funds as the cheapest source of capital with an opportu-
nity cost of the risk-free interest rate. Debt is the next most costly
source, with an interest rate required which reflects the riskiness of a
project, given the existing level of gearing of an enterprise. As riskiness
and gearing rise so does the interest rate charged. The cost of equity
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considers only the market risk to which an enterprise is exposed, that
is the risk of the particular asset, say shares in general, the risk specific
to the relevant industry and that specific to a particular enterprise. The
last is usually represented by the beta of the enterprise.

It is possible to interpret both debt and equity as claims on an enter-
prise taking the form of options. Equity is equivalent to a put option
held by the shareholders on the underlying value of the enterprise,
with an exercise price equal to the face value of the debt (Doherty
2000: 181). If the income from the enterprise falls below the interest
paid, the option can be exercised by the equity holders, particularly if
the enterprise becomes insolvent. The option is called the default put
option. Debt is valued at its face value minus the value of the short
position of a put option with an exercise price equal to the face value
of the debt. For the creditors the more likely the exercise of this option,
the greater the value of the put option to be subtracted and the higher
the value of the put option for equity holders.

Those who purchase the debt of a company are interested in the debt
leverage of the enterprise. The higher the level of debt relative to equity,
the greater the risk that a failed investment will lead to the insolvency
of the enterprise with its accompanying bankruptcy costs. In that situ-
ation, prospective debt holders seek a higher return to compensate
for the higher risk. The greater the risk, as measured by the variance of
prospective returns, and the greater the likelihood that this range of
returns overlaps what is required to service the debt, suggesting that the
enterprise might become insolvent, the more likely it is that managers
will make risky investments whose downside falls on the creditors and
whose upside is received by the equity holders. Prospective creditors,
aware of this situation, will be unwilling to provide finance for invest-
ment projects which might be substituted by risky alternatives, certainly
not at a price which the equity holders are willing to pay. This can lead
to either insolvency or to significant underinvestment. The cost of debt
rises with the level of leverage, reflecting the increasing level of risk con-
fronting creditors. Consequently the same investment project may be
viewed differently by enterprises with different capital structures and
different sources of finance for the relevant project.

Although most attention has been focused on the two stakeholder
relationships there are other stakeholder groups who, as important
players, share the value created and risk generated by a particular
investment. The risk for different stakeholders can be, and in perfect
markets is, converted into a reward which compensates the stakeholder
for the risk. This takes the form of a higher wage or a higher price paid
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for an input. The devising of an appropriate remuneration system for
managers is more complicated than for other groups. All these addi-
tional costs are subsumed within the Xs which indicate the resulting
net revenue streams. Unhappily, markets are not perfect and it is
difficult to estimate the size of the appropriate ‘loadings’; there is a risk
that they themselves may be volatile.

The decision-making process

Risk influences the structuring of the decision-making process itself.
Buckley has offered four different models of decision making - the
rational, the bounded-rational, the political and the garbage can
models (Buckley 1996: 3-11). Each of these approaches makes implicit
assumptions about the amount of relevant information available, the
ability of the decision makers to process this information and the
influence of organisational structure on decision making.

Rationality

The usual capital budgeting approach sees the process as rational, con-
cerned with a single objective, the maximisation of profit. The limited
amount of uncertainty can be reduced to well-defined risk. There is a clear
designation of who the decision makers are, although some tasks can be
given to specialised groups. The process of decision making is a sequential
one (Mintzberg, Raisinghani and Theoret 1976). These steps are: the recog-
nition of an opportunity as a result of reading the environment, the articu-
lation of the opportunity as a problem to be solved, i.e. by maximising its
value, the search for relevant information, the definition of the specific
available options, the assessment and evaluation of these options, the
choice of the one which is optimal, authorisation of the choice within the
context of the overall strategy, and finally implementation of the solution.
This approach is best suited to routine decisions rather than significant
investment decisions which are far from routine.

Bounded rationality
This approach admits that a wholly rational approach is impossible
and/or undesirable (Simon 1955). All sorts of constraints operate to
limit the processing of information — at the individual level, such as
the cognitive, and at the organisational level, the ‘political’.

The important bounds are:

incomplete information
a reactive rather than a proactive stance — search is often accidental
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a limited capacity to process information, both cognitive and
organisational

a focus on a limited number of opportunities and options

the slow and accidental emergence of opportunities, problems and
solutions

time pressures — the search process is always incomplete
incrementalism and disjointedness

the frequent use of intuition and judgement, often based on fragmented
information

the prevalence of satisficing, i.e. seeking a satisfactory rather than a
perfect solution — made necessary by the existence of multiple objectives

In the words of Buckley, ‘The bounded-rational approach is appropriate
for non-programmed [i.e. non-routine], complex and more disparate
issues’ (Buckley 1996: 6), i.e. foreign investment decisions.

Political

The political model highlights the existence of many stakeholders with
an influence on decision making but differing interests. An enterprise
consists of a coalition of stakeholders with different risk exposures and
tolerances and different access to information (White 2004: 26-33).
The tolerance of risk partly reflects differential familiarity with a risk
environment. Governance issues arise in terms of the relationship
between the various stakeholders, notably those making decisions, and
owners, that is those responsible for areas in which risk can have an
impact. It considers as relevant issues such as bargaining and negotia-
tion; the championing of positions, projects or people and biases in
decisions; opportunism - the use of guile and distortion, selective dis-
closure and withholding of information; the universality of conflict
and of coalition building. Since these issues cannot be avoided they are
factored into any decision-making process. The insertion of values into
the present value formula is the result of a long political process.

The garbage can

This most nihilistic approach sees the process as inevitably anarchic. It
involves problematic and undefined objectives, ambiguities of various
kinds, but notably on the cause and effect of certain decisions, and the
fluid participation of various individual or stakeholders in any decision
making. Problems, choices and solutions are not linked in a rational
way. Some problems are never solved, some solutions are never linked
to a problem. Such a situation cannot continue for too long without
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the enterprise failing. There is an inflation of the uncertainty facing
decision makers, a situation which can only be temporary.

The first and fourth situations are very unusual and largely irrele-
vant to investment decision making. The second and third can be
combined in a realistic view of a world in which there is significant
uncertainty. There is plenty of opportunity for the exercise by deci-
sion makers of a rationally constrained approach, which is the result
of much negotiation and bargaining. An awareness of this does not
preclude the attempt to live by sensible decision rules and the need
to search for whatever information will help make a good decision.



Part Il
The Different Types of Risk

Breaking the risk construct into distinct exposures to multiple
environmental contingencies allows for more precise specification
of the relations between risks and strategies.

(Miller 1998: 510)

There are a number of different types of risk relevant to an interna-
tional investment project. The exposure to different risk types
creates risk environments which differ according to the nature of the
relevant risk events characterising them. In particular, these risk
environments differ significantly by sector of the economy or indus-
try, and by country location. This section seeks to find a schema for
distinguishing such risk environments, which can serve as a tem-
plate for the measurement of both generic and specific project risk.
It is easier to measure a ‘systematic’ generic risk than it is to measure
the specific risk of a single project. The section therefore moves from
the generic to the specific, from global, industry and country risk to
enterprise or project risk. The ultimate aim of the analysis, after the
achievement of a clear identification and measurement of risk, is
to see how that risk can be incorporated into the present value
formula. In the process, the analysis moves to a point at which there
are workable measures of risk which can be incorporated into an
international investment appraisal. An initial aim is to remove any
divergence in the use of the terminology used in identifying risk and
to establish a comprehensives and clear taxonomy, although it must
be accepted that this terminology is relevant to the FDI decision and
not necessarily to other decisions, such as those relating to portfolio
investment or to the making of loans.
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In this section there are three chapters which deal in turn with:

e analysing the generic types of risk which have their source outside
the enterprise, either at the global or industry level,

e estimating a generic measure of country risk as a preliminary to
considering the ratio of country risk in home and host countries,

e focusing on enterprise and project risk, amalgams of risk which
are both generic and specific to the enterprise, as a preliminary to
assessing the level of project risk relative to generic host country
risk.



8

The Context of Risk

Many managers believe that uncertainty is a problem and should
be avoided ...... We hold the opposite view. If your firm is prop-
erly positioned, you can take advantage of uncertainty. Your
strategic investments will be sheltered from its adverse effects
while remaining exposed to its upside potential. Uncertainty will
create value and take you to market leadership.

(Amram and Kulatikala 1999: vii)

This chapter begins by explaining the difference between generic and
specific risk. It explores the nature of generic risk, concentrating par-
ticular attention on two types of generic risk, which are potentially
significant for enterprise or project risk, global and industry risk. It
argues that such risks are systematic enough to be considered sepa-
rately. It produces comprehensive classifications of the two risk types
and indicates the steps necessary in the quantification of this risk and
its later incorporation into an investment appraisal.
There are six sections in this chapter:

e The first section emphasises the limited applicability of the conven-
tional approach to risk for international investment projects and
explores a different approach.

e The second section gives a definition of global risk — analysing how
such risk differs from other types.

e In the third section there is a consideration of the varying
perception of different types of global risk.

e The fourth section analyses who controls global risk, what mecha-
nisms are used to do this, and what are the implications for an
investment project.
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e Section five explores the nature of industry risk, distinguishing it
from other types of risk, and outlines a comprehensive classification
of industry risk.

e In the final section there is an analysis of the components of
industry risk.

The sources of generic risk

An international investment project is exposed to various types of
risk, some specific to its international nature, some not. The present
chapter begins an exploration of the relevant types of risk.
International investment projects are subject to the usual types of risk
to which any domestic project is exposed, and more. Two types are
basic to the risk context of any enterprise undertaking an interna-
tional project, industry and country risk. All products and services
belong to a particular sector of the economy, or industry, although
there may be a problem in defining in a consistent manner such an
industry (see Kim and Mauborgne 2005: 6 for a discussion of the
changes which have occurred between the Standard Industrial Class-
ification Manual 1987 and the North American Industry Classification
System 1998). The facilities for production and sale are also located in
particular countries; this is inescapable. The enterprise is therefore
bound to be exposed to these two types of generic risk, systematic
risks, which affect, in a way which is qualitatively similar, all enter-
prises operating within a particular country or industry. There is a
filtering process by which the generic risks generated at different
levels affect the specific risk of the enterprise and its projects. The
emphasis in this book is on the country risk environment because that
is the risk most characteristic of FDI, but it does not ignore the other
types of risk, which are discussed in this chapter.

The different risk types, and therefore risk environments, should be
defined in a way which makes them independent of each other, but it
is difficult to achieve this. No risk type can be considered in isolation,
including country risk. There is a considerable overlap between the
different risk types.

The approach adopted is to consider the sources of all risk, identify-
ing and distinguishing the main types. The analysis avoids the con-
ventional approach of generalising through the impact of all types of
risk on a key performance indicator such as profit, shareholder returns
or the value of a relevant share. It does not assume an integrated world
stock market, which would allow the definition of country betas
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expressing the systematic nature of country risk. It does not assume
that liquid markets exist everywhere nor does it assume that markets
are efficient where they do exist, certainly not efficient in that they
fail to incorporate significant information which is available to the
enterprise.

The conventional approach to the incorporation of risk in the
appraisal of an investment project also fuses the two stages, those of
risk assessment and of project valuation. This analysis adopts a sepa-
rate treatment of the sources of risk and focuses on an exploration of
the types of risk-generating events, or risk-generating changes of
behaviour, which characterise the relevant risk environments. It is
appropriate to consider total risk, not just systematic risk for two
main reasons:

e the enterprise is a coalition of stakeholders and any project, viewed
as stand alone, has a similar network of linked stakeholders, most of
whom do not have a diversified portfolio of assets,

¢ the enterprise is not able, or for good reasons often does not desire,
to diversify its assets.

There are two sets of events with which the analysis deals — those
which are relatively frequent but which have an impact which is man-
ageable and those which are extreme, or lower-tail, events which are
infrequent but which have a potentially large impact. Frequent events
which occur in a predictable pattern are not a source of risk. In any dis-
tribution of probable outcomes those which lie within the accepted
confidence level are sometimes regarded as expected and those which
lie beyond that confidence level are unexpected. The dividing line
between the two is somewhat arbitrary. However, the point is that the
usual concentration on the variance or standard deviation of profit or
share value as a measure of risk neglects an enormous amount of infor-
mation which is directly relevant to the future performance of an
investment project.

The ‘expected’ events are capable of being handled through the law
of large numbers. Insurance companies usually have no difficulty in
dealing with the normal every-day threats to life and property, which
can be summarised in mortality tables. They can even deal with par-
ticular kinds of country risk. An increasing range of risk-generating
events have been drawn within the fold of insurance and defined as
expected in that they conform to a normal distribution of outcomes.
The impact of extreme events, especially those which do not fit a
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normal distribution, reflects the amount of capital which is at risk as
well as the frequency of such shocks.

No matter whether managers engage in actual risk management or
not, markets are a good source of relevant information for investment
appraisal, provided they are at least weakly efficient (Anderson and van
Wincorp 2004). There are three ways in which the market puts a value
on risk — firstly through implied risk spreads on international loan
instruments, best shown by government loan prices (Merton 1974);
and secondly, through insurance premiums charged by insurance
agencies, such as OPIC or AFIC for political risk; and thirdly through
the market for derivatives, which has the advantage of looking forward
rather than backwards.

The first source, the risk spread, is of limited helpfulness to foreign
direct investment since the spread measures sovereign or government
risk, that is the creditworthiness of governments, which may bear
little relationship to the riskiness of private investment projects.
However, there is a link with country risk through government
policy. It gives a first look at the role of government in any FDI deci-
sion. The second market source, insurance, is far from comprehensive
in its coverage. Since the market for insurance is not perfect, the
prices of insurance only give imperfect information on risk. Implicit
in the insurance premiums charged is a view about the probability of
certain risk-generating events. Again, this is information which is
useful. Where well-developed futures markets exist and the source of
the risk is price variability, the use of future prices can help, e.g. in
appraising the value of an oil field or a gold mine. The existence of
such information constitutes a starting point for any quantification.
For most projects, there is no such relevant market. A view on future
volatilities can be found if there are developed markets for debt,
derivatives and risk contingencies of various kinds. The prices thrown
up by such markets are a valuable source of relevant information on
future expectations. They offer information on the market view of
volatility (Bodie and Merton 1995), that is the riskiness which the
market has factored into prices. The prices of futures, options and
swaps and their insertion into the Black and Scholes formula allow
the extraction of implied volatilities.

Because of the deficiencies of each of these three sources, it is better
to assess the relevant risk directly. There is a need to focus on the risk
environments relevant to specific investment projects. It is also neces-
sary to consider all the sources of risk, not just in order to appraise
accurately but also to make possible the mitigation, or reduction, of



The Context of Risk 131

risk. There are many attempts to rate directly the country risk level of
different economies, notably by rating agencies which specialise in the
assessment of country risk. Such country risk indexes as the Euro-
money Index are common. Some of these estimates are publicly avail-
able and are discussed in chapter 11. The approach adopted in such
ratings is critical to any investment appraisal. The present chapter
seeks to extend this approach to industry and global risk.

The problems discussed make it appropriate to separate fully the two
stages in the incorporation of risk in the valuation of an investment
project. The assessment of risk is treated as a separate procedure. The
assessment, and quantification, of risk requires the completion of basic
steps common to all types of risk:

e identification of the main components of each risk type,

e abreakdown of those components into sub-components, and even
sub-subcomponents,

e at each level a weighting of the various elements,

¢ identification of any co-variance between the components,

e the selection of proxies which make possible a quantification of
components,

e collection of the relevant information.

The identification, rigorous definition and weighting of risk components
is a necessary preliminary to any attempt to measure either generic or
specific risk.

The nature of global risk

Most prominent in general references to risk in the media and in
popular work on risk is global risk. For various reasons, including the
drama of the unfolding shocks associated with the terrorist attacks of
September 11 2001 and the devastation wrought by the Asian tsunami
on Boxing Day 2004, there is an increasing focus on those types of
risk whose influence spills across international boundaries. There are,
therefore, risk-generating events which can be described as global,
covering all industries and all countries, and creating the potential for
a type of overarching generic risk. Global risk is that risk which has a
systematic tendency at the global level.

The associated events are referred to by a variety of names — catastro-
phes, disasters, crises, shocks. In this account, the generic term shock is
used to cover all these events. To an economist a shock is exogenous to
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the particular model used to describe a relevant economic system. The
other terms are used to describe events of an extreme kind, marked out
by the magnitude of their potential impact — physical, financial or psy-
chological. It is not difficult to accept a ranking by the magnitude of
the relevant impact, running from crisis to disaster to catastrophe. Any
particular threshold level chosen is arbitrary.

Global risk is in principle a problem everywhere. It is the perception
of a threat, rather than the actual incidence or impact, which extends
to the whole world. Some types of global risk affect particular regions
or groups of industries, but not all. Shocks occur in particular places,
but it is of their nature that they can occur in many places; there is a
degree of randomness which characterises their occurrence, often more
apparent than real. Perceived global threats reflect patterns of inci-
dence of the related shocks. An earthquake, volcanic eruption or
tsunami is more likely to occur on fault lines in certain parts of the
world. At certain times of the year, Florida is likely to be threatened by
hurricanes. Disease has particular epidemiological paths. Even in the
case of war, it should be possible to predict where it will occur and how
far it will extend. It is helpful to understand the causation of such
shocks in order to understand their location.

There seems to have been an increase in the impact of catastrophes or
disasters which qualify as global shocks. There is certainly an increased
sensitivity to such risk. It is highly likely that the amount of global risk has
increased. Whether this apparent increase in incidence is real or simply the
result of an increasing impact, which results from more capital being at
risk, is unclear. The accumulation of capital in all countries, but notably in
developed countries, particularly the infrastructures necessary for modern
economic activity, has created a hostage to bad fortune. A breakdown in
the infrastructure can have dire effects on the operation of any business,
whether it is the breakdown of the transport, communication or energy
systems. Such infrastructure is threatened by a host of global shocks.

Global risk can be defined:

e by the locational range of the initial risk-generating event. In some
cases, the location is a moving one. The event(s) or relevant behav-
ioural change(s) might be located in regions covering more than one
country, for example, a geological fault line or even the epidemiolog-
ical lines of the spread of disease. Terrorism can occur anywhere, but
is more likely to occur in certain parts of the world,

e by the scope of the exposure to particular kinds of shock. For
example, some risk-generating events have their source outside the
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national jurisdiction in which they have a significant impact. The
location of significant impact may be uncertain. There may be a
threat to many different regions. In an extreme case, the threat is
universal, as with terrorist attacks, an epidemic disease such as AIDS
or SARS or a computer virus. There are other types of shock which
in certain circumstances become universal, e.g. war or economic
depression,

e by the degree of impact on a relevant performance indicator at the
highest level, which might be a key demographic indicator, the
overall level of profit in a region, the rate of capital formation or
even the GDP growth of the affected countries. A global shock
might be defined as one which has a sufficiently large impact to
make necessary international assistance,

e by the identity and location of the appropriate risk control agency.
The nature of interdependence may make international cooperation
not just desirable but critical to the containment of the impact.
Many of these events are infrequent, but have a large impact when
they occur. Global risk is the risk, which for various reasons cannot
be dealt with at lower levels, but has to be handled by international
agencies or with the cooperation of different governments.

The global risk environment comprises an increasing number of dif-
ferent sources, events or groups of related behavioural change which
qualify as risk-generating. The source of such events differs — some
have a natural provenance such as climatic shocks — drought or floods,
others are of human making, including war or economic depression
(White 1987 and 1992). Of the latter, some relate to the nature of
technology, others to the operation of integrated markets, and others
to the political aims of governments or other organised groups,
including terrorist groups. In some cases, there is a mixture of natural
and human causation. Some events generate pure risk such as fire,
others have an upside as well as a downside; there may be positive cli-
matic fluctuations which increase food production. Volcanic erup-
tions create fertile soil for the future. In few cases is it impossible to
find some benefit resulting from the shock. Even a fire may clear away
old buildings which are inappropriate to the new economy.
Global risk can take many different forms:

e an international depression such as the Great Depression of the
1930s, or even lesser events such as the Asian Economic Crisis of
1997 whose impact was limited largely to developing countries.



134 Risk and Foreign Direct Investment

Potentially there are significant contagion or herd effects which
cause an initial crisis to spread and to enlarge its impact into a disas-
ter or catastrophe:

e war or civil unrest which spills across international frontiers;

e terrorist attacks of various kinds;

e natural catastrophes, some linked to global climatic change, but
affecting broad areas of the world such as earthquakes, volcanic
eruptions, storms (typhoons, hurricanes or cyclones), floods
and tsunamis. Some are less dramatic such as drought. Climatic
shocks sometimes accumulate into famine. Human action, it is
argued, through global warming has increased the incidence of
such climatic shocks although the degree to which this is true is
contentious;

e computer viruses;

e disease of various types — epidemics such as AIDS or SARS, epizootics
such as foot and mouth and mad cow disease or plant diseases such
as phylloxera or rust (smut). These are traditionally of great impor-
tance, e.g. outbreaks of plague such as the Black Death, the onset of
disease among unprotected populations such as those in the
Americas before white settlement or periodic outbreaks of influenza
such as the Spanish flu which after World War I killed more people
than the war itself.

Any typology of global risk seeks to identify independent components
and then the sub-components which comprise these components (see
Figure 8.1).

There are three main difficulties associated with exploring the nature
and implications of such shocks, using global risk as a model for the
other types of risk:

e predicting their incidence

Frequency decreases with the size of impact. Because these shocks are
infrequent and the records insufficiently long to test the probability of
occurrence, they are difficult to predict. It has become increasingly
important, but much more difficult, to be able to predict that frequency,
which usually requires a sophisticated understanding of causation. There
is considerable effort being invested in improving the predictive capacity
of the relevant organisations researching in this area.

e understanding their causation
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Global risk

—| Natural events
-|:| Drought

-|:| Floods

-|:| Earthquakes
-|:| Volcanic eruptions
-|:| Tsunami

Social events
Epidemics or
epizootics

Political events

Wars

Economic events

Depression

Technical events

Computer Viruses

Figure 8.1 A typology of global risk

This is important because it makes possible prediction. There are still
arguments about the causation of such prominent events as the Great
Depression. Disease mutates and it is unclear why disease sometimes
becomes epidemic, even among populations which have an acquired
immunity. Forecasting volcanic eruptions is not easy, but there are
geological explanations.

e anticipating their impact

This reflects exposure which changes with the nature of the assets at
risk, but shocks have a greater impact on the unprepared and those
without the resources to combat the shock. It is necessary to identify
and value these assets. The build up of infrastructure and of capital
investment in developed countries increases the potential exposure,
while at the same time their capacity to mitigate such risk has
increased.



136 Risk and Foreign Direct Investment

The perception of global risk

Global risk-generating events are more visible, often more dramatic
than other events, and certainly more talked about and analysed. It is
not difficult to follow in news broadcasts the path of a hurricane in the
Caribbean. The bunching of such events can colour attitudes in a par-
ticular time period, influencing the way in which risk is perceived.
They influence the level of tolerance to such events, sometimes transi-
torily. The degree of risk tolerance is linked with the perception of the
riskiness of the environment, as revealed by events such as the terrorist
attacks of September 11 2001 or the Asian tsunami of Boxing Day,
2004. It is reasonable to consider the psychological impact of the
events generating global risk and to assume that tolerance reflects the
incidence of risk-generating events and the nature of the relevant risk
environments. The level of risk aversion may be linked to particular
kinds of events but is more general. In other words, such dramatic
events may sensitise decision makers to all types of risk, some appar-
ently unconnected with the relevant one. Risk aversion is influenced
by ignorance, with the result that the same risk environment can look
very different to different people. There may also be a differing impact
from particular events, some events having a particularly intense
influence.

There are a number of possibilities of the impact of global risk for a
particular international investment project:

e no impact on key decision makers in the area of investment,
whether on attitudes or behaviour. The events may be deemed to be
irrelevant or any impact of such low probability that it can be
ignored. The additional costs are regarded as trivial,

e an impact, but only temporary since the events themselves are infre-
quent. For a period of time, there may be a perceptible change of
attitude and this might translate into a change of behaviour, for
example, a greater concern with and commitment of resources to
risk assessment, but the status quo ante soon reasserts itself,

e along term continuing impact such as lower levels of aggregate FDI
or the emergence of new and different patterns of flow of FDI,
which may bypass areas perceived as high risk in favour of areas
seen as low risk. The country risk premium added to the normal dis-
count rate in investment appraisal may increase, and significantly
for some areas of the world. These changes may or may not be
linked to other significant changes in cost levels.
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The negative effects of such uncertainties are filtered to the enterprise in
different ways:

e imposing direct costs on the enterprise and/or reducing revenues.
Production may be interrupted or there may be costs involved in
undertaking measures of risk mitigation, some imposed on the
enterprise, some voluntarily taken up,

e imposing indirect costs on the enterprise, e.g. the costs of increased
security at airports, which fall on the airlines and on those who buy
services from the airlines, or the costs of dealing with absenteeism
as a result of sickness. The cost of an early warning system for
tsunamis may also be factored in,

e initiating a change in attitudes, in particular, changing the percep-
tion of risk by raising the level of risk aversion and therefore the
likelihood of an avoidance response. For example, banking crises
are often followed by long periods of very circumspect lending by
the survivors. Prudential checks become much more rigorous,

e changing behavioural patterns such as the design and operation of
control systems, including the way an investment is appraised and
the resources committed to such an appraisal,

e eliciting a strategic response which changes both the existing stra-
tegy and the structure of the relevant enterprise, notably the organ-
isational or capital structure. This kind of response is premised on
the possibility of a repetition of the shock. Such strategic responses
may give the relevant enterprises a temporary competitive advantage
but, if successful, might cause imitation by competitors.

The incorporation of global risk

Any independent action taken by decision makers within an enterprise
to mitigate such risk might be insufficient. Such action might have to
be supplemented by intervention by government or some other body
which brings together the separate enterprises affected by the risk in a
coordinated effort. It is possible to ‘avoid’ most risks, but not global
risk. Even in the case of global risk, this might mean a persistent ten-
dency to avoid certain parts of the world, which are perceived as high
risk areas, at least during periods of threat. FDI inflows into Africa are
usually as low as 1% level of the aggregate for the world as a whole.
There are methods of mitigating risk which can be successful, pro-
vided they are carried out by all the affected players. There may be vir-
tuous and vicious circles involved, in that avoidance increases the cost
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for those who do not avoid. There are problems which have been
described as interdependent security (IDS) problems (Kunreuther 2003,
Kunreuther, Michel-Kerjan and Porter 2003). The issue is whether it
pays an individual player to take action to control a source of risk,
since for that individual the private costs might exceed the private
benefits. Such problems relate to a number of the different threats, in
particular to security against terrorist attack, to protection against com-
puter viruses or against disease.

How far should an individual airline, an individual computer user or
possible disease victim take action to protect himself/herself against
such a threat? The relevant mitigating actions involve a host of behav-
iours including baggage screening, virus protection or immunisation.
The incentive to take such action depends on whether others are likely
to take similar action. It is markedly less helpful for one airline to
check baggage if it is receiving baggage from other airlines which is
unchecked. Such a situation may render any checks of little advantage.
The destruction of Flight 103 of PanAm in 1988, the Locherbie disaster,
was caused by a bag put onto a Malta Airlines flight at Gozo, Malta,
flown to Frankfurt and then on to London where it was transferred to
the PanAm flight. Opportunism might dictate that one airline steals a
march on the others by being cursory in it security checks — costs are
lowered, at least in the short term.

The risk faced by one player depends on the actions of other players. It
is possible, if decisions are made by individuals in isolation from each
other, to have underinvestment in finding a solution to the problems
created by the event. This may mean that there must be cooperation;
some industry body or government has to take action to coordinate the
appropriate risk control. The adoption of action by one or a few risk
mitigators may tip others into similar action. There are sometimes
cascade effects, with one positive action following another in rapid suc-
cession. It may be enough for the initiators to concentrate on opinion
leaders who provide the model for others to follow.

Global shocks can put insurance companies under risk since the size of
the associated claims makes the insurance beyond their ability to handle.
The risk is broken up into apparently manageable shares — shared hori-
zontally and/or divided into separate vertical tranches. Even reinsurers
find some risk too large to manage. During the 1980s and 1990s there
has been a series of major shocks which have reduced the ability of rein-
surers to cope with the situation. These shocks controverted the expecta-
tions of the insurers concerning the frequency of the relevant events.
The concentration of impact caused enormous stress for both insurers
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and reinsurers. As a consequence, the supply of reinsurance was reduced
just at the time when the demand for insurance and, therefore, for rein-
surance increased. A lot of work has gone into improving the ability of
the industry to predict the incidence of shocks. If reinsurance becomes
more profitable, a simple solution in an efficient market is for new rein-
surers to establish themselves and to raise capital on the market.

Reinsurance has proved inadequate to the task, particularly because
it generates too much moral hazard, that is, it removes the incentive to
mitigate. Because of moral hazard, insurers underwrite risks they
should not and are overly generous in meeting claims. A range of other
instruments such as catastrophe bonds have been devised to deal with
this problem, at the same time encouraging mitigation and managing
the risk which remains (Doherty 2000: chap. 18). A catastrophe bond
acts as a form of insurance if a certain specified event(s) occurs.

Global risk is more a potential than an actual problem for interna-
tional investment projects, but it increases the sensitivity to risk and
therefore the aversion to other types of risk.

The nature and classification of industry risk

Industry risk is sometimes described as if it were no more than the
market risk which manifests itself through price movements, although
this comprises only part of the type of risk systematic to an industry.
Even if the term market risk were used in a broad catch-all manner
there would still be a need to analyse its relevant components and sub-
components in order to anticipate the unexpected. The market situa-
tion can change in an unpredictable way, reflecting changes in demand
or supply conditions, which in their turn reflect other changes. There
are many specific events or behavioural changes which are confined in
their influence to one industrial sector. This is obvious in the case of
most changes in technology, government regulation, competitive con-
ditions or consumer tastes. Almost by definition insiders within an
industry are rather better at anticipating these changes than players in
the financial market who derive their information from insiders.
Industry risk can be defined as ‘the potential negative consequences
for a key performance indicator, or strategic target(s), of an unanti-
cipated change in the environment specific to a particular industry.’
Industry risk can be considered systematic in that all enterprises within
that sector are exposed to the same kind of risk. Industry risk arises
from factors specific to a particular industry which might vary in an
unexpected way. Such a variation in conditions can refer to either the
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supply or demand sides and their underlying elements, or to the
context in which both demand and supply manifest themselves.

A prerequisite for dealing with the nature of such risk is to describe
the industry environment. An industry consists in the enterprises
which sell a group of related products for which the price elasticity of
substitution is high, and enterprises in other parts of the economy
closely linked as suppliers or complementors to the production or sale
of such products. The products are regarded as substitutes for each
other by the consumer. Such enterprises are often, but not always,
selling on international markets.

It is possible to take Miller’s classification as a starting point for an
acceptable classification of industry risk. Components are significant
independent risk factors.

Miller aspired to be comprehensive and to separate industry risk
from general or enterprise risk. Although Miller’s (1992) industry
uncertainties provide the initial foundation for an acceptable charac-
terisation, there are a number of desirable adjustments. First, there are
two significant omissions from his classification:

e the nature of the product or the relevant product processes charac-
teristic of the industry, including transportation,

e the nature of the rules of the game which determine how the main
players behave in a particular industry.

The former raises safety and liability issues for those engaged in the pro-
duction, transport or consumption of the relevant product, and for those
who live near the production or transport facilities. There may be the
danger of personal harm which results from the nature of the product.
The area of shared harm might be large, as the Chernobyl disaster
showed. This component of industry risk is rising in importance.
Asbestos, smoking, silicon breast implants have all been sources of harm
to workers, consumers or passive bystanders. It is not uncommon in
developed countries for an environmental audit to be necessary before a
significant project is implemented in order to reveal such sources of
potential harm. A sensible enterprise may self-regulate before a problem
emerges. The increasing focus on harm and the greater willingness of
courts to find liability and to award large damages has a twofold effect
on costs — to raise the initial investment costs to take account of the
need to satisfy the regulatory authorities and minimise the danger of rel-
evant accidents, and to raise operational costs where the project needs to
be modified to meet the regulatory requirements.
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The second component includes standards adopted within the
industry by an industry association, even informally where there is a
clear industry leader, and/or the regulations which government intro-
duces to determine how the industry is to operate. The latter reflects
the former. Sometimes, the standard emerges from the micro decisions
of individual suppliers and customers without any guidance from
above, as a natural result of competition. Often, the first mover or
innovator has the advantage of setting such standards. Sometimes,
there is uncertainty for a considerable period of time.

Another modification to the Miller classification is needed. Techno-
logical uncertainty, not really a part of competitive uncertainties,
justifies a separate component.

A tull amended list therefore includes six main components:

e Product nature uncertainties
¢ Input uncertainties

e Product market uncertainties
e Competitive uncertainties

e Technological uncertainties
e Regulatory uncertainties

This component list includes all areas in which significant indepen-
dent risk factors are relevant. The following categorisation, as shown in
Figure 8.2, breaks the components into sub-components.

The components of industry risk

The analysis explores the nature of the separate items, discussing in
general terms what proxies exist for a quantification of industry risk.

Product nature risks

The first component relates to the nature of the product and the way in
which it is consumed, produced or transported. There are hazards which
are inherent in the nature of the product. Most products carry an
element of danger, but some are very dangerous. For example, the occur-
rence of a nuclear accident such as that which occurred at Three Mile
Island or Chernobyl, is sufficient to cause a major avoidance response.
Certain stakeholder groups are most affected. The use of the product
may damage those in close proximity without key personnel being aware
of any danger. In this case the problem is ignorance, which gives rise to
what has been called ‘long-tailed risk’. It is long-tailed in two senses, that
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Industry risk

—| Product nature risks

_|:| For producers —
health and safety

_|:| For transporters —
health and safety
For consumers —
product liability

_|:| Pollution to nearby
residential areas
_l:l Input market risks
(resources, labour,
capital or goods)
Quality risks

Shifts in market
supply

_l:l Changes in the
quantity used by
other buyers
Product market risks

_|:| Changes in

consumer tastes

_|:|Availability of
substitute goods

_|:| Scarcity of
complementary
goods
Competitive risks
_|:| Rivalry amongst
existing competitors
Changes in product
differentiation and
branding
New entrants and
movements in the
barriers to entry or
exit
Technological risks

—|:| Product innovations
—|:| Process innovations

Regulatory risks

Industry standards

Govemment
regulations

Figure 8.2 A typology of industry risk
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its occurrence is infrequent and also that there is a significant separation
in time between the causative exposure and the resulting harm. Workers
or the local community may be totally unaware of the hazards involved
even if there is a public literature showing that research has identified
possible harm. Even with accurate knowledge of the consequences of a
failure to mitigate, there may be accidents. It is sometimes too expensive
to remove the most dangerous of activities from the dense populations
exposed to the associated accidents.

This is a component of industry risk which is rapidly rising in impor-
tance. The nature of product or production process may expose the
enterprise to product liability actions or to accusations of pollution. In
the nineteenth century courts tended to favour the defendant over the
plaintiff whereas in the twentieth century there was a change in focus
with protection being given to those damaged (Scheiber 1971, 1972-3,
1973, 1980 and 1981). Courts are increasingly willing not only to find
the defendants guilty but to impose fines and compensation costs
which are large. The oil spill of the Exxon Valdes, the chemical explo-
sion at Bhopal or the ravages of asbestos are good examples of the
problem. Single accidents of a significant magnitude can seriously
jeopardise the financial viability of an airline through the loss of repu-
tation. Many smaller accidents can accumulate into a major impact, as
with breast implants.

Class actions magnify the impact. The implications of this kind of
risk can be either domestic or international. An oil spill threatens a
wide area. The dangers of smoking or asbestos are the same all over the
world. International cigarette companies or miners are vulnerable to
action taken by those harmed anywhere in the world.

There are two kinds of cost — direct costs which result from the need
to clean up or to compensate those damaged by an accident and indi-
rect costs, which result from a loss of reputation; potential customers
are deterred from consuming the product for an unknown period of
time by the loss of reputation. In principle, it is possible to insure
against the former, but difficult to do so against the latter.

There are two ways of dealing with the problem - a mitigation
policy which reduces the possibility of such damage or a manage-
ment policy which gives the enterprise cover against the losses
arising from the action of individuals damaged by such hazards. The
former is preferable to the latter in that it avoids the loss of reputa-
tion. Avoiding such costs is closely associated with the notion of cor-
porate social responsibility. It is also a matter of considering the
enterprise as a network of stakeholder groups who can be damaged in
the ways indicated above.
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The next two sub-components relate to the supply side. Both can
change in unpredicted ways or at an unanticipated pace, thus creating
risk.

Technological risks

These risks result from the impact of unforeseen difficulties in imple-
menting the technical change involved in the introduction of a new
product or group of products, or the introduction of a new process to
produce or deliver an existing product.

The speed of technical change reflects the point in the life cycle of
the relevant product or industry. If the product or industry is young, it
is difficult to predict the direction which technical change might take,
or the speed with which the new technology will be taken up. Whether
it is taken up quickly depends on whether there are first mover advan-
tages which might persuade an enterprise to lead the way and incur
the additional development costs which fall on the pioneer. Strategy
hinges on whether there are first mover advantages to leading the way
in technology or whether it is better to wait and allow others to bear
the initial costs of developing and mastering a new technology. There
is considerable strategic risk in such situations since it is impossible to
know what others will do. To some degree there is an attempt to pre-
empt others. Will Boeing follow Airbus’s lead in developing the A380
or other mobile operators Hutchison'’s in introducing the third genera-
tion mobile technology? There is a degree of path dependence in the
choice of attributes of any new product and even in the nature of the
technology itself. Small events, or apparently trivial circumstances, can
sway a decision in favour of a particular variant of a technology. There
is a learning process which implies very different rates of productivity
increase implicit in different technological variants. Only the techno-
logy actually adopted realises this learning. In some industries, the rate
of technical change is high and unpredictable, in others slow and more
predictable.

Input costs

Input risk takes the shape of unexpected changes in the availability,
quality and price of inputs. This relates to what is required for produc-
tion, such as equipment, components or intermediate goods, and to the
labour and capital required for operations to commence and continue.
The degree of vertical integration of the relevant economic activities
determines how far inputs need to be purchased in the market and how
far they are under the control of the relevant enterprise. Difficulties can
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arise from unexpected changes in the supply or demand conditions for
any given input.
There are two sub-components relating to the demand side.

Product market risks

Product market risks take a number of different forms - the impact of
unanticipated changes in consumer taste, changes in the availability of
goods which are in some way substitutes for the relevant product, and
problems in the supply of a complementary good. Such unexpected
changes can reduce the demand for a particular product and, therefore,
the price. Some product areas are particularly susceptible to such
changes of taste.

An unforeseen intensity of competition

The second demand side factor refers to the level of competition from
other enterprises and to the advent of new competitors. In any oligop-
olistic or imperfectly competitive market, there is always a degree of
indeterminateness in the way in which competitions manifests itself.
The price level or the number of competitors may differ although these
two factors are interconnected. The smaller the number of competitors,
the higher tends to be the price. Such an outcome may reflect an initial
strategy of keeping the price down in order to discourage new entrants.
A tendency to reap the maximum profits from an early monopoly of
supply encourages new entry and imitation. Prices fall to a level below
what they otherwise would have been. There is considerable path
dependence in the evolution of most markets for consumer products.
Michael Porter’s analysis of the forces of competition is relevant in this
context, in particular his discussion of the barriers to entry. The higher
such barriers, the lower is the likely intensity of competition.

The influence of unpredicted changes in regulations or standards

Finally there is any change in the ‘rules of the game’ — a change in gov-
ernment regulation, a change in industry standards or the emergence
of a dominant standard setter. Some of this is formal, much is infor-
mal. The process by which the rules of the game emerge is of particular
importance in the early history of a product or an industry. There may
be rival technologies and both production and consumption methods
are poorly understood. The strategic action of the competitive leaders
will be important in determining these. The role of government or
quasi-government intervention is often important where the product is
potentially dangerous or has a particular significance nationally.
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Country Risk

....firms engaging in international production are at a disad-
vantage compared with local firms (Buckley 1996: 114). ...the
great puzzle about FDI remains. Why do it at all?

(Buckley 1996: 110)

This chapter examines the nature of country risk as a type of system-
atic risk which, like industry risk, extends beyond a single enterprise,
in this case to the enterprises which operate within the jurisdiction of a
particular country. National frontiers are among the most clearly
demarcated boundaries which exist in the economic and political
world. No part of the world is outside a national jurisdiction. It is
obvious who holds sovereignty and is responsible for the law and poli-
cies which operate in a particular country. Risk arises from unanti-
cipated change in such policies. The aim of this chapter is to establish
a template for a measure of generic country risk.
There are six sections in the chapter:

e The first section considers the nature of country risk.

e In the second section there is an identification of the important ele-
ments of country risk.

e Section three identifies how the sub-components might be
classified within groups constituting the components making up
country risk.

e Section four sets out a comprehensive country risk taxonomy.

e The fifth section looks at the issues of weighting and finding proxies
for components in a quantitative country risk index.

e The final section analyses the way in which a quantitative index of
country risk might influence the investment decision.

146
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The nature of country risk

By far the most important risk context for FDI is the country environ-
ment. This reflects the continuing importance of the nation state as
the chief political unit in the world and the role of the government of
such a nation state as a purposeful actor developing a strategy to
achieve the objectives which give it legitimacy. It is easy in an era of
so-called ‘globalisation’ to play down the role of national governments,
but there is considerable evidence that the prime loyalty of many citi-
zens is national and that governments continue to have much scope
for pursuing independent policies of various kinds. Any government
creates an environment of both opportunity and risk for an enterprise
considering an investment project within its jurisdiction.

Put simply, country risk is the unanticipated ‘downside’ variability in
a key performance indicator, or significant strategic target, which
results from engaging in international business transactions with an
inevitable exposure to the performance and policies of a sovereign
country other than the home country. It is, therefore, the risk which
attaches to international business transactions as a consequence of the
existence of national boundaries, i.e. separate countries, for example
the consequent existence of separate currencies and separate sovereign-
ties. One way to express this is that governments devise strategies in
the context of which corporate strategies must be made. Inevitably
government policies influence the enterprise and its performance,
much more than the reverse is true. Country risk arises from the inter-
action of strategies formulated and implemented by the relevant enter-
prise and the relevant country government. This interaction occurs
within a political, economic, financial and cultural context which is
often alien to the foreign investor. The problem in the political area
may be ignorance of what the host government is likely to do. Country
risk brings in the government as a critical strategic player.

Political risk is therefore a particularly important component,
perhaps the most important component, of country risk. Buckley
defines political risk as ‘the exposure to a change in value of an invest-
ment or cash position resultant upon government action’ (Buckley
1996: 321). This is too restrictive. Consistent with the definitions of
risk already given in chapter 3, political risk can be defined as the neg-
ative impact on a key performance indicator or a strategic target rele-
vant to an investment, of an unanticipated change in the political
environment of the host country, whatever its nature — a regime
change, a policy change or an increase in political turbulence. Political
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risk includes elements of political instability, government policy
change uncertainty, comprising everything from expropriation to tax
changes, and social instability uncertainty.

The effectiveness of any government in exercising political sover-
eignty differs according to the degree of legitimacy of the government
and its effectiveness in both framing and implementing policies. It is
critical that government can exercise what is sometimes called ‘infra-
structural power’, the power to implement relevant policies (White
1987). Both legitimacy and effectiveness are threatened by an inability
to implement policy. The degree of stability of policy depends partly
on such infrastructural power and differs from country to country. In
this context, it is easy to understand reference to failed states: states
lacking the infrastructures necessary for the successful implementation
of key policies.

A critical part of the infrastructure is the legal system which
influences the nature of political risk. Law needs to be predictable and
not simply the result of administrative whim. The rule of law, covering
action by government itself, can protect the enterprise from the
extremes of risk such as the arbitrary seizure of capital in its many
guises often referred to as expropriation (Brewer 1985). Some commen-
tators think of expropriation, interpreted broadly, as the major source
of political risk.

Most enterprises are not large enough to have a significant influence
on government strategy. Some do, particularly, if they are in their turn
backed by a powerful home government. Negotiation with govern-
ment is one response to political risk, a critical form of risk mitigation
(see chapter 12) The responses of international enterprises to govern-
ment action are unlikely to cause a further reaction unless their com-
mitment of resources is largely relative to the host economy. The
responses of a group of enterprises, if they are similar, may have such
an influence. The context is a complex and dynamic one of action,
response and further reaction by the relevant players.

In the normal run of events, any government impinges on the enter-
prise through various policies. These policies establish the political
context in which an enterprise operates. The key issue is how far that
context is less predictable when it is foreign. There is a need to predict
the political conditions in a host country for the time period of the
investment (Haner 1979: 18). These conditions include the nature of
all relevant policies. Some policies are obviously relevant, for example
fiscal, monetary or commercial policies since they affect directly the
cost streams of an investment project. A policy such as exchange
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control can have multiple effects on costs. Other policies are more
indirect in their impact, including foreign policy or policy on social
welfare. Such policies, even in the absence of exchange controls,
influence the value of the exchange rate, whose level is vital to the
maintenance of international competitiveness and the remittance of
profits. They might involve the establishment of tax rates and labour
costs relevant to the enterprise and to the revenue and cost streams
generated by any investment project, or change the cost of capital, if
the enterprise is resorting to local sources of capital.

It is often argued that globalisation has reduced the scope for inde-
pendent policy making, that conformity to the rules of the inter-
national game, the ‘golden straitjacket’, leaves little room for the
unexpected; policies conform to a general pattern. This is much less
true than usually asserted. The imposition of the Washington consen-
sus on debtor nations does restrict the scope for independent policy,
but in the absence of a crisis it is unlikely that such pressure is brought
to bear.

Political risk of this kind is so characteristic of country risk that for
some it alone constitutes country risk. However, it is possible to make
an a priori conceptualisation of the country risk environment into four
distinct segments — political, economic, financial and cultural. Political
legitimacy and economic performance are closely linked. Economic per-
formance differs markedly from country to country, both in the rate of
sustained economic development and in vulnerability to cyclical fluctu-
ations. Most governments measure their economic success by the per-
formance of the economy, principally by levels and rates of growth of
GDP per head of population, compared with others or past performance
in the relevant economy. The focus of interest in risk analysis is the
unanticipated change of performance, which might reflect a number of
unfortunate conjunctures — movement from one stage of modern eco-
nomic development to another: a sudden crisis with a significant deteri-
oration in economic performance, attributable to a deterioration of a
relevant environment, either internal or external or a failure of policy;
or even a particularly severe downturn in the business cycle (Gangemi
et al. 2000: 267-8).

Some economic contexts are very favourable, others much less so.
In some countries, the internal market is growing rapidly. The pro-
ductivity of labour and other factors of production is also improving
and reducing costs. Where these are occurring, the exchange rate
may reflect a persistent upgrading in the value of the currency. It
pays to receive revenue streams in such an appreciating currency. The
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existence of a multiplicity of exchange rates, reflecting the existence
of a multiplicity of currencies, particularly in the context of floating
rates, constitutes another kind of risk, one which cannot be fully
managed by hedging since FDI usually involves investment beyond
the short term.

Most financial theorists are more familiar with the financial risk
environment which is focused on the creditworthiness of those
engaged in business transactions. Sovereign risk, the creditworthiness
of government, is an element of country risk. Often, this is shown by
the interest rate spread on similar debt instruments. Credit risk is a
well-established type of risk, very important for financial institutions
and for any transactions in the money market. Again the risk arises
from events which are unanticipated, for example a default or a risk
migration, that is the re-rating of a relevant institution or country into
lower rating category. For some, this is the only kind of risk, but this is
to miss most of the risk relevant to FDI.

For completeness, it is necessary to consider the cultural risk
environment, that is the risk which arises from ignorance of
another culture and the unexpected discovery of behavioural pat-
terns which imposes a cost on the relevant enterprise. Corruption
or nepotism are both difficult to define and often difficult to anti-
cipate. Strictly speaking, risk consists in an unexpected rise in the
level of corruption.

The definition of political risk can be extended to cover each of these
environments — economic, financial and cultural with the substitution
of one word. It is true that such environments overlap in their
influence on international investment decisions. It is impossible to
tully separate these risk sources, but highly desirable to try to separate
them and to be fully aware of the differences.

The account above has assumed that the national unit is the key
defining unit for FDI. There is also a possibility that countries can be
grouped by the nature and level of the country risk which charac-
terises them. If this were the case, the natural unit would not be the
nation state but some grouping which might be regional or reflect
some characteristic other than proximity, such as level of develop-
ment, common heritage or even a cultural feature such as language or
religion. It is interesting to identify such groupings, clusters of coun-
tries exposed to risk in a similar way with close FDI links, as will be
noted in chapter 12. This defines the context of policy making rather
than the nature of that policy. However, governments share character-
istics with their countries. Both content and process of policy making
reflect the cultures.
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The sub-components of country risk

It is useful to start from the risk elements which form the basis of the
broader components described above. It is important to identify those
sub-components which are likely to have an influence on decision
making and candidates for inclusion in any definition of risk. There are
a number of problems in doing this:

e the fragmentary nature of most previous analysis, which in indi-
vidual cases refers to only certain risk elements and only some of
the sub-components. Each commentator has his/her own preference
for risk types. The aim in this analysis is a comprehensive coverage.
It is to identify those sub-components most frequently referred to
by all theorists or practitioners,

e the use of different terminology. The summary requires some degree of
editing in so far as the sources use different terminologies. This is true
of all three sources of relevant information - theorists of risk and of
FDI, agencies rating such risk and the managers making the relevant
decisions. The terminology used is intended to reflect an all-embracing
approach, in that it includes all the potentially significant elements.

There has been a long debate on the relevant country risk components.
It is not difficult to collect a list of such items by simply reading one
day’s newspaper, or if a comprehensive approach is required, reading
newspapers from a range of different countries over a period
of time. It is possible to short-circuit this effort. There are two possible
starting sources for a list of sub-components relevant to country risk.

One is previous theoretical work done. The criteria for inclusion in
such a list of reference theorists are threefold:

e the theorist aspires to being comprehensive
e the analysis is oriented to FDI and not to other decisions
e the work has often been cited and continues to be cited

The result is a listing of 16 different authorities whose work was mined
for a listing of sub-components.

The second source is the practice of ten rating agencies (Erb et al.
19964, b). The components identified as relevant in country risk assess-
ment by the various rating agencies are sometimes differently described.

The tables on the following pages summarise the inclusions from these
two sources. The first table analyses the 16 significant theoretical sources
and summarises the elements discussed.



Table 9.1 Country risk sub-components from previous research

25l

Theorists

Stobaugh 1969
Robock 1971
Boddewyn &
Cracco 1972a, b
Knudsen 1974
Van Agtmael
1976

Bradley 1977
Rummel &
Heenan 1978

Variable

Kobrin 1979
Hashmi &
Guvenli 1992
Wafo 1998

Changes of government
Political instability
External insecurity
Internal insecurity

Armed conflicts
Kidnappings and extortion
Breakdown of law & order X

Acts of terrorism

Competing political

philosophies X X X X

Policy discontinuity X X X X
Slowdown in economic

growth X

Deficit in current account of

balance of payments

Fluctuations in foreign

exchange rates X

High inflation rates X X
Fluctuations in interest rates

Currency devaluations
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Table 9.1 Country risk sub-components from previous research — continued

Theorists

Root 1968
Stobaugh 1969

Variable

Robock 1971
Boddewyn &
Cracco 1972a, b
Green 1972
Knudsen 1974
Van Agtmael
1976

Bradley 1977
Rummel &
Heenan 1978

Kobrin 1979
Haner 1979
Hashmi &
Guvenli 1992
Miller 1992
Wafo 1998

Diminished ability to borrow
Infrastructural deficiencies

Bureaucratic delays
Restrictions/difficulties in

access to credit and

capital markets X
Vulnerability in credit ratings X
Ignorance of patterns of

business behaviour

Language barriers

Ethnic/religious tensions

Corruption and nepotism

Different negotiating styles

> |Nagy 1979
> | Meldrum 1999

Source: Compiled for the research.

€Sl
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Table 9.2 Country risk sub-components from rating agencies

Agency

Variables BOA BERI CRIS EIU EURO II S&P PRS PRS MOODY
ICRG COPL

Changes of
government

Political instability
External insecurity
Internal insecurity
Armed conflicts
Kidnappings and
extortion

Breakdown of law &
order - Present

Acts of terrorism
Competing political
philosophies

Policy discontinuity
Slowdown in
economic growth
Deficit in current
account of balance

of payments
Fluctuations in foreign
exchange rates

High inflation rates
Fluctuations in
interest rates

Currency devaluations
Diminished ability

to borrow

Deficient infrastructure
Bureaucratic delays
Restriction/difficulties
in access to credit

and capital markets
Vulnerability in

credit ratings
Ignorance of patterns
of business behaviour
Language barriers — Present
Ethnic/religious tensions
Corruption and nepotism
Differences in
negotiation styles

RKoOXR X XX X XX X XK
KRR R X X

PR KK

el ool

PR KK

RKoX X XX
KoooXox X
>
bl

HKR K XX XX X
>
>
>
>
>
b
>

el
el

XXX XX X X

Note:  BoA: Bank of America World Information Services
BERI: Business Environment Risk Intelligence
CRIS: Control Risks Information Services
EIU: Economist Intelligence Unit
EURO: Euro-money magazine
II: Institutional Investor magazine
Moody: Moody’s Investor Services
PRS-CORS: Political Risk Services: Coplin-O’Leary Rating System
PRS-ICRG: Political Risk Services: International Country Risk Guide
S&P: Standard & Poor’s Rating Group
Source: Compiled for the research.
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The second table carries out the same operation for the 10 rating
agencies.

Consideration of the two lists gives 26 sub-components. The next
task is to group these sub-components. The simplest classification,
often adopted in the literature (Moosa 2002: chapter five), is to
have a twofold grouping, political and economic. This leaves a
number of sub-components difficult to place. Several of these are
cultural factors. It is also reasonable to consider a separate heading
for financial sub-components. The sub-components have therefore
been classified under four specific component headings — political,
economic, financial or cultural risk. The following section considers
each of the sub-components in turn, grouped within the different
categories. It goes further and seeks to group the sub-components
into groups within the four component classes. It also notes the
existence of sub-sub-components.

The components of country risk

In this section the sub-components are grouped under the broader
component headings.

Political risk

It is possible to group the sub-components of political risk into three
different sources of relevant change — political instability such as inter-
actions with other states, e.g. war being its most extreme manifesta-
tion, or changes of regime, whether through elections or more violent
means; social instability, including attacks on the legitimacy of a par-
ticular regime from within - riots, strikes and the like — in the extreme
case a loss of legitimacy on the part of the government; and finally,
deliberate changes of policy by government in areas relevant to the
business enterprise, usually as a result of pressure from key interest
groups. In developed democratic states, there is often little unexpected
change since there is a consensus between government and opposition
in most policy areas, and any significant change is flagged with a
mandate sought at the next election. In other states, there may be
much more instability.

All the sub-components relevant to political risk are listed, with an
indication of the numbers of references by theorists and by rating
agencies respectively.

e Change of government including democratic changes through
elections, coup d’etats, and revolutions (7,6).
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The issues are twofold - the degree of legitimacy in the transfer of
power and whether a successor government retains existing policies
regarding FDI.

A new government may adopt unanticipated policies different from
those its predecessor adopted. Radical shifts in political leadership create
political risk for investors, in that a new government may unilaterally
announce measures that restrict the future profitability of foreign oper-
ations. In order to reduce expenditures and increase revenues, a govern-
ment may not service the country’s debts or even expropriate foreign
assets. If the government in power is irresponsible and not competent
to solve the problems of the country, themselves already the cause of
the change of government, the political risk to FDI may be high.

e Political instability, resulting from factional rivalries, regional
conflict, imbalances of power within the ruling group, and coercive
measures by government directed at certain groups (9,9).

Such political instability can seriously damage the operating environ-
ment for business and represents a potential risk to both personnel and
property. In an extreme case there may be a breakdown in law and
order. Workers may not turn up for work. Distribution systems may
close down. Normal production or consumption routines are seriously
disturbed.

e External insecurity, including the danger of wars, invasions, and
foreign-inspired disorders (8,5)

External threats may lead to an unstable political environment. Nagy
(1979) argues that the wars and disorders have the following negative
effects: they make a significant drain on a country’s resources; often
paralyse production on a large scale and over a long period; substan-
tially destroy productive capacities; and impair the availability of entre-
preneurial, managerial and technical expertise. The impact of the
external threat depends on the degree of resistance and the duration of
any hostilities.

e Internal insecurity, including a high level of criminal activity and
social conflict, sometimes resulting from job insecurity and high
unemployment (6,5)

When fractionalisation of a society degenerates into the repression
of a regional group or of the lowest or poorest class, a risk to political
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stability can arise (Kennedy 1987). A low level of security, with high
level of criminal activities and unemployment, can constitute a serious
hazard to companies wishing to undertake investment in such coun-
tries. Foreign business people become prime targets for robbery,
burglary, car theft and extortion by armed criminals.

e Armed conflicts including internal rebellions and civil war (9,4)

This is an extreme form of political instability and it can create a high
level of internal insecurity, generating unpredictable outcomes. Such
conflict happens when tensions are high, antagonisms deep and the
government is weak and unable to control the relevant hostile groups
(Nagy 1979), or when one strong group refuses to accept the legitimacy
of the government. Foreign companies operating in a country experi-
encing internal rebellions or civil wars are at a high risk of being
attacked and having their business operations interrupted.

e Kidnappings and extortion (1,2)

Politically-motivated kidnappings and extortion may occur in a host
country when multinational enterprises conduct foreign direct invest-
ment operations. They can pose threats to foreign nationals, including
business executives, and their families.

e Breakdown of law and order (1,2)

This breakdown may result from a high level of criminal activity or a
deteriorating system of law enforcement, or a combination of both.

e Acts of terrorism (2,3)

Individual terrorists may attack business facilities or personnel, or a
vital part of the infrastructure.

e Competing political philosophies, including nationalism, and
dependence on an outside major power (8,5)

Boddewyn and Cracco (1972a, b) focus on nationalism as a major
concern for MNEs. Nagy (1979) argues nationalism is often inherent
in the philosophy of the host government, which is sometimes
expressed in the threat of a take-over of foreign enterprises. Through
various types of pressure the government induces foreign owners to
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relinquish control to nationals. In the international political commu-
nity, there are various ideological groupings, although the divisions
are not as strong as during the Cold War. Re-jigging of such alliances
is as threatening as the alliances themselves.

e Policy discontinuity (10,8)

Changes which disfavour FDI may relate to many policy areas. The
most obvious may involve a restriction on foreign ownership of rele-
vant assets, limitations on international payment - through currency
inconvertibility or blockage of profit transfers, restraints on political
relationship with the foreign country, constraints on the establish-
ment of business ties in the host economies, unfavourable investment
incentives, and a mandatory turnover of the assets to domestic owner-
ship — through native empowerment. The host country government
may impose a repudiation of contractual obligations, expropriation
without compensation, restrict imports or exports, significantly raise
relevant taxes, or introduce restrictions on the nature and level of the
foreign firms’ productive operations and/or profit.

There is an overlapping between many of these individual elements.
Some are broad enough to include others as special cases.

Economic risk

The second most important component is economic risk, arising
from unexpected changes in the economic context of an investment
project. Again it is possible to place the sub-components into larger
groups. The main sub-component groupings are performance un-
certainties — rates of economic growth and the like; context uncer-
tainties — comprising mainly prices in different markets, including
the price of foreign exchange (often referred to under the heading
transfer risk); and infrastructural uncertainties.
There are nine items in this broad grouping:

e Long-run slowdown of economic growth, including at worst a
sustained deterioration in the level of GDP per capita (3,10)

The growth of GDP per head, the usual measure of a country’s eco-
nomic performance (Alon and Martin 1998), may slow for a variety of
reasons — a decline in the level of inputs and their effective use, includ-
ing a fall in domestic fixed investment, a decline in the marginal pro-
ductivity of that investment, a reduction in the intensity of use of the
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labour force or a decline in the growth of labour productivity (Nagy
1979). Green (1972) shows how economic stress has an adverse impact
on an individual corporation’s performance.

e Deficit in current account of the balance of payments (1,8)

Balance of payment problems arise from a movement in either the
current or the capital account, often the former followed closely by the
latter. The former may initially result from a terms of trade shock or
from the maintenance of an over-valued currency. If the balance of
payments on the current account is negative, it may indicate uncom-
petitiveness in the economic operations of a country and may result in
a build up in debt which generates an outward flow of interest pay-
ments. There may be difficulties revolving around the servicing of
debt. Such circumstances may signal that policy is likely to change,
with repatriation restrictions or tariff increases as countries seek to gain
hard currency. Foreign direct investors are also concerned with the risk
of currency inconvertibility as host governments react to a trade deficit
and seek to restore currency stability. The experience of Argentina in
2001 illustrates these dangers. Intervention by the International
Monetary Fund may force a change of policy which in the short term
damages foreign companies.

e Persistent depreciation of the exchange rate (5,6)

The real exchange rate, which reflects both the nominal exchange rate
and price movements, can measure the competitiveness of an economy.
If prices are tending to rise faster than those of competitors, the exchange
rate may deteriorate persistently. A poor performance in the rate of pro-
ductivity increases compounds, both the inflationary and the exchange
rate problem. Such a deterioration in the exchange rate can accelerate
the inflation of prices, so that it becomes cumulative — a vicious circle.
The real problem is volatility and unexpected change. Problems arise with
a continuing but uneven depreciation (Stobaugh 1969; Kobrin 1979; and
Meldrum 1999), since the value of a foreign investment project in foreign
currency falls in a discontinuous fashion.

e High inflation rates (5,4)

The inflation rate can be regarded as an indicator of the quality of a
country’s economic management, notably if it moves beyond a modest
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rate of 3 to 4% (Oxelheim and Wihlborg 1987). The higher the inflation
rate, the lower the country’s economic prospects. Rummel and Heenan
(1978) argue that rates of inflation above 100% are sure indicators of
trouble. An accelerating rate of inflation is a significant threat. Once the
momentum of an accelerating rate is established hyperinflation is a real
possibility.

e A significant increase in interest rates (3,3)

When credit becomes scarce, its price rises, and in extreme circum-
stances, the rise is dramatic. Borrowing becomes very expensive.
Should a foreign company need a loan to finance its operations it finds
its costs have risen significantly (Meldrum 1999). Moreover, high inter-
est rates reduce the level of demand by discouraging investment, and
in some cases even consumption.

e Currency fluctuations (1,1)

A currency fluctuation occurs either when the currency is floating and
its parity is changing, under the impact of market forces, or when with
a fixed rate it is induced by policy action (Nagy 1979). Even small
changes can be a problem if the value of the currency of the home
country is moving in the opposite direction to that of the host
country. The possibility of abrupt changes in relative value can create
an environment antithetical to FDI or foreign transactions in general.

e Diminished ability to borrow abroad (2,7)

Serious economic problems are indicated by difficulty for a country in
borrowing abroad. A country’s inability to borrow is shown by an
attempt at debt rescheduling which pushes repayment to a later date.
In some circumstances, the host country’s total burden of external debt
is too high for the level of exports to support and a moratorium or a
rescheduling is inevitable. A government can find itself unable to roll
over existing debts. A low level of host country external reserves and a
high degree of debt overextension may create an unfavourable invest-
ment climate for FDI operations (Nagy 1979).

e Infrastructure deficiencies (0,3)

Miller (1992) highlights as potential problems inadequate provision of
public services and facilities by the host country. There may be unan-
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ticipated power cuts, breakdowns in communication or even shortages
of water, an increasing problem in many countries. Such inadequacies
may have serious negative implications for investment productivity,
forcing the reallocation of some investment funds to an improvement
in infrastructure.

e Bureaucratic delays (0,5)

Approvals and the adherence to regulation often involve unexpected
delays, both to the construction of new facilities and the operation of
existing ones. The way in which particular regulations are administered
may be a source of risk. There may be a deliberate halt or slowdown in
foreign managerial and technical transfers imposed by relevant govern-
mental institutions.

Financial risk

Financial risk comprises unpredicted changes in creditworthiness,
including sovereign risk, both the danger of default and an unexpected
increase in the size of the loss given default. This is of less relevance to
FDI than often thought, except where there is portfolio investment
linked with the direct investment. Creditworthiness is of indirect rele-
vance in that it may indicate a starting point for a risk premium for
a particular country. An unexpected fall in creditworthiness may be
associated with two outcomes in particular:

e Restriction/difficulties in access to credit and the capital market (2,6)

Availability is as important as price. In some circumstances, it may be
impossible to borrow at all. The liquidity of foreign subsidiaries may be
threatened by such restrictions (Stobaugh 1969 and Hashmi and
Guvenli 1992).

e Vulnerability in credit rating (3,5)

A country’s creditworthiness indicates how easily a country can get loans
at a reasonable cost, if at all. A country’s credit rating may also show how
well the host country is able to attract or generate other types of capital to
finance a firm’s day-to-day operations (Rummel and Heenan 1978). A low
rating, one less than the conventional investment level, and/or a highly
fluctuating rating, describes a risky and unstable operational environment
for the country’s financial institutions and therefore for foreign enter-
prises undertaking FDI (Nagy 1979).
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Cultural risk

Misunderstanding the influence of specific cultures on the patterns of
business behaviour, including selling, consuming and negotiation, is
another source of risk. The two main sub-components are transaction
cost uncertainties which arise because of nepotism, corruption or
excessive bureaucratisation, and negotiation uncertainties, which arise
from ignorance of how to interpret what is offered.

e Ignorance of the patterns of business behaviour (0,1)

When MNEs do business overseas they have to live with a degree of
risk deriving from ignorance of the host countries’ culture combined
with significant differences in business behaviour (Dunn 1983).

e Language barriers (1,2)

The same words do not have the same meaning in different languages.
This may lead to basic misunderstandings. It is difficult to communi-
cate effectively even if there are translators. Understanding high
context communication may be a particular problem.

e Ethnic/religious tensions (1,5)

The world is divided by major religions, which have their own sub-divi-
sions. Some of the bitterest conflict in the world is based on religious dif-
ference. Huntington (1996) projected religion as a focal point of future
conflict. Kennedy (1987) argued that the higher the diversity of the pop-
ulation, the more likely it is that the demand of some groups will not be
met. Examples of countries that suffer from internal fractionalisation
include India, Israel, Ireland, the Republic of Congo, South Africa and
Indonesia. Green (1972) argues that ethnic and religious conflict can
have as an outcome an irregular turnover of government.

e Corruption and nepotism (0,3)

What is defined as corruption differs from one society to another. The
payment of bribes imposes an additional cost on international busi-
ness. It is often difficult to employ the most suitable candidate for a job
because of nepotism. Rent-seeking behaviour creates significant uncer-
tainty about cost levels.

e Differences in negotiating styles (0,1)
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Different cultural perspectives affect the way in which negotiations are
conducted in different countries. Such negotiations can have unex-
pected outcomes. For firms engaging in overseas investment, there is
the issue of when to use Western or to use local rules.

The conceptual framework of country risk

On the basis of the analysis above it is possible to define three levels of
components of country risk and therefore to break that risk into compo-
nents, sub-components and sub-sub-components. The latter distinction is
based partly on the number of references by experts and rating agencies
in the analysis above, but also on the nature of some elements as special
cases of the broader elements, that is significant potential overlapping.
Not all the elements referred to above are of equal standing.

The figure on the following page summarises the conceptual framework
of country risk, providing a full taxonomy. It is consistent with the work
of Miller (1992), criticisms of that work (Werner and Brouthers 1996;
Shrader et al. 2000) and with the 26 sub-components identified above.

Assessment: weighting and the use of quantitative proxies

The aim of the present exercise is to provide a template for measuring
country risk, a check list of components which should be weighted to
provide a country risk score. The main aim is to develop the means to
estimate a generic country risk rating for all countries, including in the
appraisal of any particular investment project that of both home and
host countries. It is common to score risk out of 100. There are advan-
tages in having an exact score, not the least of which is that it is easy
to estimate a ratio of host to home country risk. Although the scoring
may indicate an illusory degree of precision, such a scale helps in the
measurement of risk and its incorporation into an investment
appraisal. Rating indexes differ according to whether a higher score
means more or less risk. The Euro-money index indicates a higher risk
by a lower score, whereas Moosa (2002) is strongly in favour of a scale
which rises with the level of risk. This is logical since the focus is on
risk. From the perspective of such a ratio, it is better to have a scale
which rises with the level of risk. This is easily achieved by subtracting
the score from 100.

In all cases, it is better to avoid redundancy. If possible, there should
be a single indicator for each sub-component. In the case of qualitative
factors, the use of the Delphi method allows the judgements of experts
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Figure 9.1
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to be given a quantitative form. For economic or financial risk it is not
difficult to find quantitative indicators; the important issue is choice of
an appropriate indicator. There should be a good theoretical justifica-
tion for each components of country risk which can then be scored out
of hundred. This requires a weighting of the relevant sub-components.
The weightings, rather like price weightings in measures of output, may
change as the risk environments change and the sensitivity to those
environments of decision makers also changes. In theory, there should
be an occasional re-weighting of different components, but there is
much advantage in stable weights.

In the case of an obvious overlapping between different sub-
components, or even components, the elements having a significant
correlation need to be fused. It is necessary to define the level of cor-
relation between components beyond which this should occur.
Where the correlation is negative, that is where one risk factor
offsets another, this needs to be taken into account in an explicit
way. In other words, the components are not simply additive as the
account above implicitly assumes.

The country risk exposure of international investment projects

A generic country risk rating is a good starting point for an assessment
of the risk relevant to a particular international project. It is an attempt
to measure the risk which is systematic within any country, notably a
potential host country. In order to make such a measure, it is necessary
to apply a common set of weights to the components for all countries.
The home and host countries are the ones most relevant to an invest-
ment decision and therefore the ratio between the relevant generic risk
ratings is likely to be of great interest.

As will be shown in the next chapter, there is probably no universal
system of rating relevant to all investment projects: even the rating
agencies differ in their willingness to use a single quantitative index
with a single set of weights. In practice, the weighting may be specific
to a particular kind of investment in a particular kind of country.
Rating agencies allow for this. It may be necessary not just to differen-
tiate by groups of countries or even by country but to differentiate by
the nature of the assets exposed to risk. It is better to do this after the
estimation of generic country risk. This is a matter to be considered in
the estimation of specific risk.

It is clear that certain risk components are likely to be a consistently
more significant source of risk than others in groups of countries with
significant common characteristics, such as the level of economic
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development. For example, it is highly likely that political component
is more important in developing countries and the economic com-
ponent in developed countries. There is a often a focus on the invest-
ment made by the enterprises of developed countries in developing or
undeveloped countries. There is also an interesting literature on a
concept parallel to that of country risk, country vulnerability, and the
construction of a vulnerability index relevant to small countries
(Chander 1996; Briguglio 1997; Atkins, Mazzi and Ramlogan 1998;
and United Nations (1997). The literature relates in particular to small
island countries. It shows a much higher level of vulnerability of small
countries as against large countries. It measures the level of output
variability and seeks the reasons for this in three main elements - eco-
nomic exposure, usually measured by export dependency and export
diversification; remoteness and insularity; and proneness to environ-
mental events and hazards, i.e. natural shocks (Atkins, Mazzi and
Ramlogan 1998; chapter 6).

There are three problems which need to be addressed. The first
relates to what is being measured. There is some disagreement in the
literature over whether the analysis is concerned with possible devia-
tions from what is expected or with overall variability, whatever the
expectations (Miller 1998: 507-508). Sensible approaches deal only
with the unanticipated changes in variables (Gangemi et al. 2000:
267-8). The country risk index should be a measure of the risk of the
unexpected happening, notably when it results in a downside impact.
There are alternative measures for the unexpected - the relative level of
the risk index for the different countries in which a project might be
located, the change in such an index over time for one particular
country, or the migration of the index from one level of risk to
another, that is a significant shift in the perceived riskiness of a
country (Nordal 2001: 80). The possibility of the latter two events
occurring should be incorporated in the level of the country risk index.
The possibility of a major change in the relevant risk level must be
taken into account.

A second problem is that all types of risk depend for their impact
on context; in that sense, risk is of its nature specific. While it is true
that a whole host of environmental factors influence the ‘risk inten-
sity factor’ (Clarke 1997), that is, the context either heightens or
lessens particular threats depending on its nature, only when this
environment changes significantly and unexpectedly can such
changes themselves be a source of risk. While expected change can
never be a source of risk, such a change, although contextual, can
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increase the vulnerability to particular kinds of risk, while not itself
constituting a risk-generating event. Again this is something which
must be addressed in the assessment of specific risk.

A third issue is even more significant. With country risk and all
other types of risk it is important to consider the degree to which it is
possible to mitigate risk. One significant advantage of the check list
approach is that it shows where this might be possible and where it
will produce the largest results. Given the importance of learning it
may be that the potential for mitigation is much larger than often
thought. Learning is also dynamic in that it occurs continuously. It is
therefore necessary to separate the outcome of learning from any risk
analysis. Chapter 11 pays particular attention to this issue.
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Enterprise and Project Risk

Despite its importance to economic growth and market struc-
ture, the investment behaviour of firms, industries, and coun-
tries remains poorly understood.

(Pindyck 1991: 1110)

The final chapter in this section returns to the enterprise level and to
the components/sub-components of enterprise risk, and through enter-
prise risk to project risk. The focus of any decision maker is the total risk
which confronts the enterprise and which is relevant to the investment
decision under analysis. Any enterprise in making an investment deci-
sion is faced by two different kinds of risk, the element of generic or
systematic risk filtered from higher levels, considered in the previous
two chapters, and the element of risk specific to the enterprise. What-
ever the exact source the broader types of risk impinge on the enterprise
or project in highly specific ways.

The implication of the analysis is that the template for risk, not just
the values fed into the formula, differs from one enterprise to another
and from one project to another. The combination of risk environ-
ments and therefore components and sub-components to which the
enterprise is exposed differs from one enterprise to another for a whole
range of reasons. Each situation is unique. The implications for any
particular project and its evaluation are the same, that there must
be allowance made for the uniqueness of the circumstances. This is the
reason why specific risk differs from generic risk and merits a separate
treatment.

There are six sections in this chapter:

e The first section discusses the nature of both enterprise and project risk.

168
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¢ In the second section there is an analysis of the unsystematic risk
specific to the enterprise and how to classify such risk.

¢ In the third section the notion of the risk filter is introduced, indicat-
ing the way in which the higher levels of systematic risk influence the
risk exposure of the enterprise.

e Section four presents an overall classification of risk and considers
the way in which the different types of risk interact with each other.

e In the fifth section there is a discussion of possible groupings of
projects or enterprises which experience similar risk contexts.

e The final section begins the integration of risk measures into the
appraisal of an investment project.

The nature of enterprise and project risk

The aim of this chapter is to examine the nature of project risk. It does
this in the context of enterprise risk, that is of risk which is specific to
the enterprise. Such risk takes two forms - the risk which arises only at
the enterprise level and the risk which is filtered down to the enterprise
from higher levels. Core enterprise risk can be defined as ‘the potential
negative impact on a key performance indicator of an enterprise, or the
performance of a strategic target, arising from unanticipated events
and/or changes of behaviours which are specific and internal to that
enterprise’. The second kind of risk arises outside the enterprise, but
interacts with the internal risk to help shape the overall risk environ-
ment. The definition of the relevant risk changes to ‘the potential neg-
ative impact on a key performance indicator of an enterprise, or the
performance of a strategic target, arising from unexpected events or
behavioural changes which are specific but external to the enterprise’.
The source could be either country or industry risk, even global risk.
The problem is the interaction or overlapping between these different
types of risk.

The enterprise has built a set of resources, capabilities and competen-
cies which assist it to identify, assess, measure and respond to the rel-
evant risk, mitigating that risk where appropriate. The level of risk
affects the valuation of the enterprise. These considerations also apply
at the level of the project. Any enterprise consists of a set of projects at
various stages of development. In the words of one commentator, ‘the
firm can be thought of as a portfolio of projects or assets’ (Rogers 2002:
12). In a simple additive world, it is just a matter of adding up all the
present values created by the net income streams generated by the pro-
jects or assets linked to them. If the streams generated by one project
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can be valued, the aggregate can be valued. The aim of any strategy is
to maximise the value created by all the projects. The sum of the parts
may be greater than that of the individual units. Projects by extending
the range of assets available to the enterprise to be used as inputs in
other projects increase the overall value of the enterprise. Introducing
a new project can have an impact on the value of other existing pro-
jects, and of course future projects. It is necessary to take account of
this interdependency.

The problems of identifying and measuring risk multiply as we move
from generic risk to the risk specific to a particular project.

e Overlapping and interdependencies become more common. These
increase with the range of risk types to be dealt with, including
both industry risk and the risk specific to the enterprise and its
projects.

e [t is necessary to consider possible diversification benefits, since any
project can reduce risk in a portfolio of projects whereas standing
on its own it may have a higher risk than is actually the case, as part
of a portfolio.

There is no choice at this level except to make an in-depth qualita-
tive assessment of project risk with the aim of estimating a ratio of
the relevant risk to that generic to a particular country (or for that
matter to a particular industry). The relevant question is, is this
project riskier than the comparison of the host country to home
country generic risk suggests? The project risk ratio may be greater or
less than one. For example, the diversification benefits and positive
effects of overlapping may outweigh any tendency for a wider range
of risk types to increase the ratio. The ratio may therefore be
significantly less than one.

Any project brings its own set of risks with it but they are experi-
enced in the context of existing enterprise risk. Two main issues are
raised in this chapter:

e how is it possible to conceptualise the relevant risk environment
which has an impact on a given investment project? How is it poss-
ible to do this in a way which makes easier the estimation of a ratio
of project to generic country risk?

e are there patterns of risk exposure which allow us to group enter-
prises, or even investment projects, according to the nature of their
risk environments, or according to their risk ratios?
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A conceptual framework of enterprise risk

First, it is necessary to consider a taxonomy of enterprise risk, that is the
range of components which constitute enterprise risk. The figure below
summarises the framework of specific enterprise risk, without considera-
tion of the risk filtered from higher levels. Once more Miller (1992) is an
initial source for an appropriate classification. His classification is
modified to take account of other treatments in the relevant literature.
As the figure suggests there are three different components of ‘core’
enterprise risk — the operational, financial and behavioural components.
These are defined in such a way as to make this risk specific to the enter-
prise, comprising all aspects of the operation of an enterprise; however,
the template deliberately minimises the overlap with the types of risk
already discussed, notably industry risk.

The nature of the enterprise determines the risk components. For
example, for a bank or credit institution credit risk is an obvious and
important component of operational risk. In this case, creditworthiness
is an attribute of the service or product provided by the bank. The cred-
itworthiness of the bank is itself an issue relevant to those borrowing
from the bank. Even more important for an enterprise is its ability to
borrow, both in terms of availability of funds and the price of those
funds. The credit rating of an enterprise is an important determinant of
the cost of its capital and indirectly of the price of its shares. There is
an enormous literature on credit risk and a whole range of different
ways of measuring such risk.

The first component, operational risk, can be broken down into
various sub-components — labour, input supply risk, and production
risk. The first refers to the problems posed by a possible change in
the attitudes and morale of the enterprise’s labour force. These may be
manifested through a sudden onset of strikes or the appearance of poor
labour morale causing a high rate of absenteeism or labour turnover.
The motivation of the labour force is a critical element in determining
both productivity levels and changes in those levels over time. The
capacity of the enterprise to innovate and keep ahead of its competitors
reflects the empowerment of its labour force. This applies at all levels of
the enterprise. Risk arises from an unexpected and unanticipated
change in that labour context, which might result from a change in the
aims of the trade unions operating within the enterprise or from the
reaction of workers to a change in government legislation relating to
working conditions. It might even be a reaction to a change of strategy
formulated by the managers.
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Figure 10.1
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The second operational item refers to both qualitative and quantita-
tive problems with the supply of raw materials, components or even
necessary equipment. This refers to the situation of specific suppliers. A
supplier can get into difficulties for a host of reasons outside the
control and even knowledge of the relevant enterprise. Often it is
argued that vertical integration allows control over such suppliers and
a reduction in this kind of risk. There are industry supply problems and
problems of supply specific to the relevant enterprise.

The third operational item refers to the technological problems
which arise when new technology is introduced, although technolo-
gical difficulties also arise when existing equipment fails. The latter is
probably more unusual than the former. It is impossible to anticipate
all the problems created by the application of a new technology.
Teething problems are very common. The individual capacity of
enterprises to master particular technologies varies. The residual sub-
component has particular reference to services which have different
operational modes from manufacture and in which the operational
items have a different role.

The financial risk component can be broken down into two main
components — liquidity and credit risk, but with the latter viewed from
the perspective of the borrowing enterprise. It comprises those dif-
ficulties which arise from either a limited supply of liquid assets to meet
immediate obligations or from a limited ability to borrow, often wors-
ened by the existing structure of assets and liabilities. A change in
market liquidity, that is the ability to convert certain assets into cash,
may be the source of the trouble. Much of the analysis of risk in the
existing literature focuses on these elements. Liquidity risk is commonly
separated out as an independent risk type.

The final component comprises agency problems, actions which
can damage reputation or actions which reflect a lack of experience
in the labour force, notably the managers of the enterprise. They
arise because it is impossible to anticipate the way in which specific
conflicts of interest arise between different stakeholder groups. There
is a continuous process of negotiation over the distribution of both
risk and value to these groups. Whatever is done gives signals to all
the stakeholders concerning the economic health of the enterprise.
Not all contingencies can be anticipated, nor can the response to
such contingencies by the relevant stakeholder groups. Some actions
involve sudden changes in reputation.

Each of these components of risk affects an enterprise in a different
way. They reflect the nature of the organisation, its history and current
personnel. They are for that reasons highly idiosyncratic. The same
exercise can be carried out for any project undertaken by the relevant
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enterprise. An enterprise, unless it is a conglomerate, has core activities
and core products. Any project is likely to be in the core area. The tax-
onomy discussed above is directly relevant to any such project. The
situation is more complicated for a conglomerate, since the relative
importance of different elements in the taxonomy is likely to differ
from business unit to business unit.

The conceptual framework of all risk

The analysis of the last three chapters can be incorporated into a
single diagram which shows a comprehensive framework for dealing
with the different types of risk which confront an enterprise and
which are relevant to any investment decisions made by the decision
makers in that enterprise. This could be considered as a check list of
what components might be relevant in any overall risk assessment.
The diagram also shows how risk at higher levels is filtered down into
risk at the enterprise level.

There are a number of implications which can be drawn from the
analysis above:

e the diagram shows clearly that risk is a complex notion, one not
easily reduced to a simple treatment

e it also reveals that any categorisation implicitly downplays overlap-
ping, or co-variance

e that the risk is highly specific to particular enterprises and to
particular times

However risk is defined, there is considerable overlapping both verti-
cally, between different levels of risk, and horizontally, between differ-
ent types and components of risk. The risk environment, with
associated co-variances in its various components, is unique to a partic-
ular enterprise and to a particular project.

The work of this book is based on rejection of the notion that
environmental uncertainty is a single, uni-dimensional construct.
Managers perceive their environments to consist of distinct com-
ponents of risk (Miller 1993: 699), as the analysis above emphasises,
but which levels are the most important in individual cases varies.
It is possible that perceptions differ from manager to manager
according to their own experience, their functional area or even
according to differing national tolerances of ambiguity (Miller
1993: 696).
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Source: Compiled for the research

The risk filter

The most difficult element in the categorisation of enterprise risk, the
external risk arising from global, country and industry uncertainties,
affects the enterprise filtered through various constraints and contexts.
In particular, there are the constraints on investment decision making
already discussed, notably those which are cognitive or informational,
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strategic and organisational. Risk comes filtered through the strategies
and structures adopted by the enterprise in response to opportunity,
risk and the constraints. Such risk also influences the enterprise in the
context of the nature of the relevant asset exposure. For FDI this is crit-
ically important since it involves the influence of country risk on the
enterprise. Country risk, and industry risk, manifest themselves in a
specific way for the enterprise. For in no two enterprises is either risk
type manifested in exactly the same way. Beyond these two sources of
uncertainty there are the uncertainties already discussed in the prev-
ious section, those specific to the enterprise, which reflect the nature of
the enterprise and not the nature of the country or industry in which
the enterprise operates.

The diagram below depicts one way of viewing the process of risk
filtering, which likens it to a funnel. It is not easy to trace exactly how
risk is filtered to a particular enterprise and influences the values
included in the evaluation of a specific investment project.

The vertical overlapping is accompanied by a horizontal overlapping
which affects the specific impact of any systematic risk. The relevant
chains of causation need to be examined in some detail. An under-
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standing of causation improves both the identification and assessment
of risk. This is an interesting focus for further research.

Country risk is divided into the four components (the big C’s) and
each component is divided into sub-components (the small ¢’s) and in
their turn each of these is divided into sub-sub-components (the cc’s).
The same applies to both global and industry risk. The different kinds
of risk are filtered to specific enterprises as highly specific risk ele-
ments — global enterprise (i.e. with an appropriate number), industry
enterprise (i.e. with an appropriate number) and country enterprise
(i.e. with an appropriate number). The general becomes the specific in
a process of disaggregation. The filtering can be continued to the level
of a project.

Different patterns of risk

A qualitative in-depth assessment of project risk reveals the weightings
of relevant components and sub-components. A check list may famil-
iarise the decision makers with the kind of risk factors which need to
be considered but the weightings follow from the specific circum-
stances of a given investment - the time and place of a specific project.
Any weighting may vary from enterprise to enterprise and from in-
vestment project to investment project. This is inevitable since the
influence of mitigation will vary from enterprise to enterprise. The aim
is to adjust any generic country score according to the nature of the
project by asking:

e [s the project directed at sales on the local market or at generating
exports?

e What is the nature of the assets which might be at risk? Are they
tangible and therefore vulnerable or are they intangible?

e Which stakeholders are threatened by country risk?

e Are there natural risk hedges, e.g. assets and liabilities, or incomes
and costs designated in the same currency? What scope is there for
mitigation in general?

The answer to such questions builds up a profile of the risk to which an
investment project exposes the enterprise. It is wise to consider the
assets which are at risk and help define the exposure. A tangible asset
which is immobile, conspicuous and easy to codify, such as a mine or a
hydro power station, is much more vulnerable than an intangible asset
which is mobile, difficult to identify and impossible to fully codify,
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such as the ability to brand a product or the ability to relate new tech-
nology to specific circumstances, as in developing new software. It is
important also to consider the identity of the stakeholders and the
nature of their interests in the project. Risk sensitivity of the managers
is an issue which should be separated as much as possible.

A particular risk environment creates a differing risk exposure. The
patterns of risk exposure differ markedly from enterprise to enterprise,
and therefore from project to project. The way in which sources of risk
combine differs from enterprise to enterprise. It is also the case that the
assets created and exploited in any investment project differ markedly.
Therefore, exposure reflects a number of different factors:

e the nature of the activities pursued and the assets required to
support those activities,

e the size of an investment and its prominence or visibility,

¢ the speed of change, and volatility in that rate of change, in a given
sector of the economy,

e the degree of competition, both within the host economy and from
outside that economy,

e the nature of the host economy - is it developed or not? Is it
developing and how fast is it developing?

e the degree of familiarity decision makers have with a particular
economy.

These factors influence the relevant mix of risk types and the mix of
components within those risk types. The analysis below discusses in
more detail these issues one by one. The stress is very much on the
international aspect of FDI.

The nature of activities and assets

Any enterprise is identified by the nature of its main activities and of
the assets which support those activities. There are features of the
assets which are important in influencing the nature of the risk expo-
sure and the level of any relevant risk.

e The distinction between tangible and intangible assets. The assets of
any enterprise are a mixture of tangible and intangible resources.
Such resources define the potential capabilities of the enterprise and
together with strategy its core competencies. Risk threatens the
value of these resources in different ways according to the nature of
the resources.
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e The mobility or immobility of the assets. Those assets which are
immobile are much more vulnerable. It is impossible to move a
mineral deposit and very difficult to move a factory once it is con-
structed. However, most enterprise-specific assets are mobile.

e The ability to codify the assets, that is to spell out in detail exactly
in what the assets consist.

e The marketability of the assets, meaning the marketability of the
assets outside the host country.

e The appropriability of the assets and who owns the assets. Some
assets are of their nature appropriable, others have the characteris-
tics of a common good.

One way of classifying the risk is by sector of the economy. Clearly,
the characterisation of the relevant products or services in terms
of the assets which are critical inputs differs markedly from sector
to sector. It is much easier for an enterprise to mitigate core risk,
since the enterprise has a competitive advantage in certain activities
and significant insider knowledge about associated risk factors. If
insider knowledge is the main asset it is difficult to expropriate that
asset.

Size of commitment

There is a non-linearity in the vulnerability to risk related to size of
commitment, whether measured by the size of investment or by
some other indicator such as total sales. There is a threshold both in
the level of activity of an enterprise and in the size of any individual
project beyond which both become visible and a potential target for
negative actions, notably by government and those associated with
government. Offsetting this is the fact that the bigger is an enter-
prise, the greater is its negotiating strength; it has more financial
clout and a greater ability to mobilise the home government in its
defence.

Certainly, large enterprises devote many more resources to risk
assessment and are much more likely to have a formal risk assessment
function (Fan 2004). This is probably just as much because they have
access to larger resources than smaller enterprises, as because they are
more vulnerable. It is highly likely that they have a greater incentive to
commit those resources because of the prominence of their invest-
ment. They may also have an added incentive to find a partner, hence
the importance of joint ventures.
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Rates of change and cycles

Uncertainty arises from the possibility of unanticipated change. Any
unanticipated change creates risk. It is paradoxical that the rapid rate
of economic change which underpins economic development itself
creates risk. Such change always occurs in an unstable way, often in
surges. Technical change creates new capital but destroys the old. Risk
is the other side of the coin to opportunity. Uncertainty and risk are
inherent in economies or sectors of an economy which display a capa-
city for significant innovation. The more rapid the rate of change, the
greater the risk inherent in the process of change and the greater the
need to control that risk. It is never possible to predict the exact rate of
change.

Exposure to risk is the result of a path dependent process specific to
an enterprise. Modern economies see the rapid rise and fall of different
products. Risk fluctuates according to the place in the product cycle at
which a particular product has arrived. The rise and fall of different
products is linked with that of different industries. There is always a
new economy emerging, but the rate of emergence is not fully fore-
seen. Industries also change their nature. Technical change is never
easily predicted for the rapidly growing new sectors of the economy.
Just as industries rise and fall, so does the performance of different
economies. This is best shown by the behaviour of rates of growth of
GDP over time. Economic performance is sometimes closely linked
with political risk.

Degrees of intensity of competition

Depending on the competitive structure of an industry there is likely
to be significant strategic risk, which follows from the interaction of
the different players operating in the relevant markets. The size of the
players at the global level has tended to increase. Even to protect their
own domestic markets it is often necessary for the large multinational
players to have an international presence. If foreign economies are
open to competition, then it is difficult to avoid a high degree of risk.
Strategies can differ. In some cases, there are distinct advantages in
being first with an investment, a situation which reduces the value of
the option to delay. There are significant first-mover advantages. Many
enterprises try to get into new and potentially important markets
ahead of other players. There is a race to be first. In some cases, the
enterprises entering a new market are prepared to make losses for a
lengthy period of time. In other cases, it is perceived by important
players as better to wait. There are significant first-mover disadvan-
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tages. The market share achieved will reflect the strategy adopted and
the revenue stream will reflect the market share. If all players try to
enter simultaneously, then the risk level is high. Market shares may be
low and loss-making common. The beer industry in China is a good
case. Since there is an indeterminateness about the responses of other
strategic players, the revenue and cost streams depend critically on the
responses made in particular circumstances: they cannot be predicted
with any exactness. These considerations are even more important at
the international level.

It is true that a step up in the level of globalisation increases for a
period of time the intensity of competition, although the iron law of
oligopoly will almost certainly reassert itself in the future. For a period
there may be an increase in the number of players and even an acceler-
ation in the rate of innovation in an industry.

Developed and developing countries

It is reasonable to assume that some parts of the world are markedly
and persistently riskier than others. The estimates of rating agencies
such as Euro-money show very pronounced differences in the per-
ceived level of country risk and in the stability of those perceived levels
of risk (see chapter 11). Those which fall at the extreme of a high risk
rating and/or extreme volatility in such rating are infrequently the
recipients of FDI.

On the assumption that any weighting of country risk is likely to
elevate political risk as the most important component of country risk,
the strength and role of government becomes important. In the
absence of the infrastructure supporting market activity the role of the
government is accentuated. In the end it is true that, in the words of
one commentator, ‘Political risk is the restraining force in the foreign
investment process while return on investment is the driving force.” In
undeveloped countries, the return is likely to be low unless the project
is a resource or energy project, but it is also true that the government is
likely to be weaker and more fickle. Therefore, developing countries are
likely to be characterised by more threatening risk environments, with
a mix of the political to the economic component of country risk
which is greater than in less risky countries. By contrast, in developed
countries often ruled by a strong element of consensus, political risk is
less important than economic risk. To some degree, this is reinforced
by the nature of investments in developing and undeveloped countries
which often take the form of resources projects with highly visible and
vulnerable assets. They can be confiscated easily or have high levels of
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tax imposed on them. Because they are more visible and more immo-
bile they are much more vulnerable, particularly to governments
seeking additional sources of revenue and to rent-seeking activity on
the part of individuals using the government for private purposes.

It is not simply a matter of the level of development. Countries also
sustain very different rates of economic development. Those growing
quickly have certain advantages. Growth generates tax revenue and
also weakens the tendency to rent-seeking behaviour by allowing all to
share in the incremental income generated by development. Any diver-
gence in growth rates is relevant to the level of risk. A significant but
stable growth rate is good for risk. A high but fluctuating growth rate
can cause problems. It has a negative consequence in causing expecta-
tions not to be realised. Any change of pace affects the level of risk, for
example markets do not develop in the way expected. Those countries
which are growing rapidly often attract investment which is made in
expectation of, and in advance of, market growth.

The implication of this analysis is that it is highly likely that there
are clusters of countries with similar risk levels and clusters of enter-
prises operating in the same sectors of the economy with similar asset
exposures. This is reinforced by the following feature.

Familiarity with different economies

There are various sources of familiarity. It is almost invariably true that
decision makers fear the unknown. The more they know about risks
the less they have to fear. The most obvious source of familiarity is a
previous project which is located in the country under consideration
for a new project. A long history of previous activity in a host economy
usually means a comprehensive familiarity with institutions and
behavioural patterns. The experience of having gone through the same
process of evaluation before certainly helps the assessment of risk. It
enables the decision makers to be much more confident of the nature
of the risk profile of the relevant country. Geographical proximity is
another aspect of familiarity (gradient theories of trade and investment
explain a significant part of that trade or investment — see Helliwell),
but much more important is a shared cultural background which itself
may result from a shared history and a shared language.

This stress on familiarity usually implies considerable insider infor-
mation and a greater ability to mitigate risk, if only by negotiating
with government and key local organisations. Just as an enterprise may
have a competitive advantage in certain industrial activities it may also
have a competitive advantage in operating in certain economies.
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How to quantify enterprise and project risk

This section has established a way of classifying the different kinds of
risk to which any foreign investment project is exposed; there is a clear
typology or taxonomy of all the different types of risk, including
country risk. Such a classification should help in the description and
analysis of relevant risk environments and eventually in the measure-
ment of the risk found in those environments. It provides the basis for
a check list of relevant components for both generic risk, such as
country risk, and the specific risk associated with a particular interna-
tional investment project. This is the first step necessary in the incor-
poration of risk in the valuation of any project and in the elaboration
of a decision rule on making such an investment.

There are two significant results of the analysis so far. Firstly, there is
a means of calculating a generic risk measure, whether for country or
for industry risk. In the case of international business, the generic
measure most commonly referred to and used is that of country risk. In
other work, the focus might be on industry risk. It is possible to esti-
mate an ordinal measure which can be used to indicate the relative
generic country risk level between the host and the home countries,
although there exists no absolute measuring unit. It is possible to make
a relative measure of the country risk in the relevant economies.

Secondly, there is also a means for measuring the risk specific to a
particular project. This is more complicated than estimation of a
generic country risk level. The taxonomy, and therefore the check list,
is much broader. It includes the influence of industry risk. Such an esti-
mate requires an in-depth qualitative assessment. This is a necessary
preliminary to estimating the ratio of project risk to generic risk for an
international project. It is not difficult to see a relationship of this kind
as beta like, in other words to see the former as related to the latter. A
particular project for a given enterprise may involve more or less risk
than the generic level for the host country. However, it is not based on
market returns as a conventional beta analysis is, although any infor-
mation provided by the market may be useful in making this estimate.
It is probably better not to confuse the issue by using the beta term.
Conventionally, the divergence between specific project risk and
generic risk is measured in the home, not the host country. This is
because it is likely that markets are more developed in the home
country, but it is a mistake.

There are areas of omission. The analysis tells us nothing about the
risk tolerances of the decision makers, nor does it distinguish carefully
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between the risk exposures and tolerances of different stakeholders — in
other words, whose risk tolerance is the critical one. It does not con-
sider in any depth what assets are at risk and how this might affect the
measurement. Quite rightly, it sees these issues as separate from the
main analysis, although they should all be part of a proper in-depth
assessment of project risk.

There are a number of significant problems which need to be
addressed after the identification and classification of the different
types of risk and before it is possible to indicate how the evaluation of
an investment project might proceed. The first is to ask the relation-
ship between a generic measure of country risk and a measure of
project risk. The first applies to any investment in a particular country.
The second is highly specific. In the latter case it is reasonable to ask
how far it is possible, and even desirable, to move beyond an in-depth
qualitative assessment of a particular project, in which there are ele-
ments which need to be considered separately and then weighed
against each other. There is no doubt that this assessment is time con-
suming and expensive. It cannot be repeated frequently. Given the
complexity of the risk environments described above, it is likely to
demand the full-time activity of a group of specialists over a period of
months rather than weeks. This leaves unanswered the problem of
review of a project after its implementation or of monitoring the risk
level to which that project is exposed in later years. The key issue is
how far the assessment needs to be up-dated in the later monitoring of
projects which have already been approved. Can the generic risk
measure be used for such a monitoring purpose?

It is also interesting how far the assessment is useful in the assess-
ment of other projects. There are advantages in pooling such know-
ledge and in extending an expertise in this area. Since it is necessary to
compare the relevant project, both with other projects and to assess
the changing standing of the project as circumstances change over
time, it is clearly preferable both to quantify and to reduce the assess-
ment to a single measure which makes risk a comparative indicator,
one which can be included neatly in any investment project evalua-
tion. The emphasis is on comparison, so the assessments need to be
carried out consistently.

A second associated problem is that this need for quantification
requires the analyst to find proxies which provide a quantitative
measure of all the relevant components and sub-components, which
often of their nature have qualitative characteristics. It is better to
apply this at the level of sub-components or sub-sub-components, the
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more specific they are the better. Once quantification is achieved at
the lowest level the estimates can be aggregated to yield quantification
at the higher levels. This may require the use of more formal tech-
niques to identify relevant proxies, such as multivariate regression
analysis. Such analysis considers a number of such proxies simultane-
ously, indicating which proxies are better at explaining the pattern of
FDI flows. This analysis does not offer the final word since it is some-
what circular in its reasoning. The modelling is itself difficult. Eco-
nomic risk lends itself most easily to this approach since it offers a
large number of such quantitative indicators. Difficulties arise for
political risk which is least amenable to quantitative analysis. The sim-
plest technique is to use the Delphi method in which a group of
experts on the political environment is asked to indicate the level of a
particular component of risk on a scale which allows them to convert
qualitative statements into quantitative ones, such as the Likert scale.

The third problem is to tackle the issue of weighting and how such
weights might be estimated. Such weights can be common for the
generic measures of different countries but may still change over time
as the perception of risk itself changes. It is better to try to maintain a
consistent set of weights for as long as possible. However, they will
differ from enterprise to enterprise, and from project to project. The
advantage of retaining a separation of the different elements is that it
highlights the nature of any trade off which must be made; increasing
risk in one area may diminish it in another. At all levels in the analysis
there is a need for such weighting.

Regression analysis can give a clear indication of the relative
significance of individual elements. However, the significance almost
certainly changes over time and often in unexpected ways. It might be
possible at the aggregate level to use multivariate regression analysis to
derive weights which can be attached to different determinants of FDI,
including country risk. By re-jigging according to a changing overall
index, a best fit could be achieved, but the accuracy of the weightings
depends on the specification of the other determinants. An alternative
is to use survey information if it is available, that is information on
how the decision makers themselves rate the importance of different
elements. However, this raises the question - how do you recognise an
optimum? Do managers make correct decisions on weighting? Does
the market do this implicitly in a way which can be used to estimate
weightings?

There are a number of different approaches to the quantification of
risk. One is to use past data on the flows of FDI to test the predictive
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ability of any index of country risk. The whole process would involve a
sophisticated and time-consuming process of iteration, improving in a
qualitative manner the country risk index by re-jigging the weights at
different levels and continuously testing and retesting the new index
against actual flows of FDI. This is a lengthy process. Its major weak-
ness is that it assumes that decision makers operate with a rational
view about the choices they face, and that implicit in the actual flows
is accurate information about the risk level. There is no reason why
this should be so.

As the analysis above has shown, it is difficult to come up with a full
quantification of the different types of risk. Having achieved such a
quantification, it is difficult to weight the different types of risk and to
adjust accordingly the values that go into the present value formula.
Ideally, it is desirable to reduce everything to one formula, that is, to
adjust the values put into the present value formula according to the
level of risk. It is better to separate the two problems: the measure of
country risk or project risk and the incorporation of that measure into
the present value formula. The first task is difficult enough without
fusing it with the even more difficult task of valuing a project.

An alternative approach is to have a different quantification for
returns and for risk and to allow the managers to make a choice based
on the trade-off between the two, according to their risk tolerance.
After all, whatever method is used, there is an implicit trade-off, or in
the case of the real options approach the establishment of an equiva-
lence between a risk-free outcome and a risky one. In the end, this is
what probably happens, but it is helpful to provide as much explicit
information as possible.



Part IV

Responses to Risk and the
Determinants of FDI

Despite its importance to economic growth and market
structure, the investment behaviour of firms, industries, and
countries remains poorly understood.

(Pindyck 1991: 1110)

There are two parts to this section of the book. The first chapter shows
how to appraise an international investment project decision. The
evaluation of decision rules and measurement systems for FDI requires
a treatment different from that given to financial or portfolio invest-
ment. The FDI decision is viewed in the context of all the elements
which influence the decision-making process and the potential success
of any investment project. On the one hand these elements include
the financial perspective, the strategic perspective, and the organisa-
tional perspective, on the other the relevant risk environments and the
various opportunities for profit.

The analysis goes on to summarise the implications of the decision —
making process for understanding the way in which country risk and
the level and pattern of FDI interact at the macro level. If the influence
of risk on the individual investment decision has been correctly under-
stood, that influence will be reflected in the overall level of FDI, its
movement over both the short and the medium to long term, and its
pattern of distribution between countries or regions. The second
chapter therefore considers; firstly, the way in which FDI has grown
over time, fluctuates with the business cycle and is distributed between
different countries, and secondly, explores possible explanations of
these macro patterns, notably with the help of country risk.
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Responses to Risk

The aim is to establish a structure for decision-making that
produces good decisions, or improved decisions, defined in a
suitable way, based on a realistic view of how people can act
in practice.

(Aven 2003: 96)

The aim of the chapter is to show how an investment project can be
appraised, taking into account all the complexities of decision
making. Most of the book has been devoted to placing the investment
decision in its appropriate contexts, and in delineating how to iden-
tify and conceptualise the various risk environments which confront
decision makers. This chapter starts by considering the two stages
required in incorporating risk into the valuation of an investment
project, quantification of country risk and valuation of an investment
project. It brings together the different approaches - financial, strat-
egic and organisational, and the different risk environments, culmi-
nating in the statement of an expanded net present value formula and
how to determine the inputs into such a formula.
There are six sections in this chapter:

e The first section considers two steps necessary for establishing the
relationship between risk and the valuation of an investment
project.

e Section two takes a financial perspective, showing how the present
value formula might be adjusted to incorporate the various kinds of
risk.

e In the third section there is a discussion of alternative approaches
and the nature of a solution.

189
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e The fourth section takes a strategic perspective, discussing risk
control as part of the general strategy of the enterprise.

e The fifth section takes an organisational perspective, summarising
how to incorporate the risk exposure of all stakeholders and strategic
risk.

e The sixth reviews the expanded net present value formula.

The quantification of risk and valuation of an investment project

There are two stages in the incorporation of risk in the appraisal of an
international investment project:

e developing a typology of the risk types relevant to a project (Miller
1992: Lessard 1996), whether it relates to country risk, some other
risk type, or a combination of different risk types, and measuring the
relevant risk level. This has been explored in chapters 8, 9 and 10,

e determining what adjustment should be made to the estimation of
present value in order to allow for the risk confronting a specific
project. The relevant analysis was begun in chapter 5.

The first has been more frequently attempted than the second, on
which there is little relevant work (for exceptions see Miller 1998,
Nordal 2001, Lessard 1996, Damodaran 2003). There are different
approaches to linking the two stages:

e use an integrated method of valuation combining the two stages in
one quantitative approach, which is what the international capital
assets pricing model seeks to do,

e use separate quantitative measures for assessing risk and estimating a
net present value but a qualitative technique for translating the former
into the latter; probably the most common approach adopted in
various forms in the work of Miller, Damodaran, Nordal and Lessard,

e use a combination of the quantitative and qualitative, most often
the former for investment appraisal and latter for country risk;
inevitable if it is impossible to quantify project risk,

e use an integrated qualitative approach specific to a particular
project; this is the typical approach advocated by strategy theorists
who see projects as part of a broader whole.

The attempt to reconcile the general and the specific has led to the
adoption of two perspectives which have caused confusion in invest-
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ment appraisal. The first is the focus on an enterprise rather than a
project (Damodaran 2003). The second is the adoption of the financial
investor perspective, rather than that of other important stakeholder
groups, notably the senior managers directly responsible for the key
‘real’ investment decisions.

How to incorporate risk into an investment valuation

The mechanisms for incorporating risk into investment appraisal are
three: adjust the discount rate, modify the cash flows, and/or add sepa-
rate terms to the conventional net present value formula. Some com-
mentators accept adjustment of the discount rate as the only legitimate
way of taking account of country risk (Damodaran 2003). Analysis is
then concentrated on how to select the discount rate, in theory a rate
which varies from period to period according to the level of risk.
Usually the relevant discount rate is taken to be the weighted average
cost of capital.

The simplest assumption is that the enterprise is an all-equity
enterprise and the project a stand alone one which is like a simple
owner-controlled enterprise. The capital asset pricing model provides
one means for the inclusion of risk in the cost of equity (Dumas
1993). Any asset (project), in a world of co-variation any portfolio
containing such an asset, must yield an expected return greater than
the risk-free return, plus a risk premium which compensates for sys-
tematic risk. The risk-free interest rate is sometimes defined as differ-
ent for separate countries (Moosa 2002: 207-210), but this threatens
to incorporate in the risk-free return an allowance for risk. There are
two main elements in such a risk premium.

e a systematic market risk premium which is the excess return
expected of that class of asset (Buckley 1996: chapter 4), relative to a
risk-free return (usually taken as the rate for a New York treasury
bill),

e a systematic enterprise-specific element, which reflects the degree to
which the return moves with the market, or more precisely, the
co-variance of a particular asset’s return with respect to the market
return, divided by the variance of the market return. It might
increase or reduce the systematic market risk premium. The asset or
portfolio beta is usually estimated from past data on returns or alter-
natively from any real characteristics deemed to impart a persistent
and measurable divergence from the market level.
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With an integrated world market the exercise would stop here. The
market premium would be a world premium and the beta could be a
country beta, which indicates the degree to which the country market
diverges from the world market.

There are two problems with the analysis so far. The market risk
premium suggested by the theory diverges badly from the actual pre-
miums implicit in historical returns. There is considerable debate about
this and a growing literature discussing the reasons for the divergence.
Estimating the betas has its own difficulties. The beta could be esti-
mated in the usual way or be a function of the numerous economic,
political and financial variables discussed in the previous section of the
book. The aim is to avoid redundancy so that sometimes there is an
argument for only one significant variable, such as a trade weighted
index (Gangemi et al. 2000: 260 and 274).

Unhappily there are significant limitations on the integration of the
capital markets of the world, and it is unclear what a proxy for a world
market should be, but the Morgan Stanley Capital International global
stock index is often used for this purpose (Gangemi et al. 2000: 269).
Most commentators reject the use of this model, some modifying it to
take account of segmented markets.

It is necessary to add two risk elements:

e any non-systematic asset-specific risk independent of the behaviour
of the market, which is not usually included in the risk premium
since it is assumed that it can be managed away by diversification of
assets,

e any risk arising from the international destination of an investment,
that is country risk. Notionally it might be the divergence in returns
of the relevant country market from the world market premium.
Dumas (1993) extends the beta concept to include foreign exchange
risk, seen as the core element of country risk. In his analysis there
are separate betas to cover market risk and currency exposure risk.
Multiple regression analysis allows simultaneous estimation of both.

The analysis sometimes reaches the unexpected conclusion that there
is no reason to apply a higher discount rate to international projects
than to domestic projects. ‘At the very least .... when evaluating
prospective foreign investments, executives of multinational firms
should seriously question the use of a risk premium to account for the
added political and economic risk of overseas operations’ (Shapiro
1985b: 564). Most country risk is seen as unsystematic risk which
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should have no influence on discount rates since it is dealt with by
diversification. If world markets are integrated, international projects
add to both the number and independence of assets in a portfolio
available to financial investors and make risk reduction by diversifi-
cation easier to achieve. If the markets are segmented, they add to the
range of choice indirectly through the ability of financial investors to
make investments in the shares of multinational enterprises engaged in
FDI. This is an oversimplification of the situation.

In such analysis the relevant ‘market’ premium is the typical risk
premium of the home country, including an allowance for an enter-
prise or project beta, plus a specific but controversial allowance for
country risk in the host country. It can be estimated in different ways.

The first approach uses past data to estimate a historical country risk
premium. This is done either from country bond interest (default)
spreads, or from a relative volatility measure. The former reflects a view
of country risk as credit, or more specifically sovereign, risk in which a
country is likened to an enterprise with a variable gearing ratio. The
higher its debt level relative to GDP, the higher is the level of country
risk, since it threatens higher interest rates, a greater likelihood of
default and a decline in the relevant exchange rate (Gangemi et al.
2000: 260 and 264).

The latter can be either the relative standard deviations of returns in
the home and host country markets or the debt spread multiplied by
the relative standard deviation of returns for equity relative to debt in
the host country. However, this is inadequate since the spread on
bonds only takes into account the creditworthiness of government, not
other aspects of country risk. The first and the second approaches can
be melded together to give a fuller accounting (bond interest spread
plus or times the relative standard deviation of equity returns).

The second approach is to use the implied premiums yielded by
equity prices in current capital markets. The valuation of an enterprise
reflects a notional dividend stream discounted at an implied return
with the growth rate of future dividends subtracted. If there is adequate
data on values, on dividend streams and their growth, an implied dis-
count rate can be estimated. The advantage of such an approach, com-
pared with the first approach, is that it looks forward rather than
backwards.

This approach makes allowance for the divergence of enterprise
experience from general market experience, but not for the divergence
of project experience. It assumes all enterprises are exposed only to
generic country risk. It does not make allowance for the way in which
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such risk is filtered to the enterprise and to the project. It is possible to
introduce a concept parallel to the beta, a lambda, defined by a regres-
sion of the returns on the relevant stock on a government bond of the
relevant country, or on any other measure of country risk (Damodaran
2003).

There are a number of general difficulties with these approaches.

e stability of the relevant elements

The usefulness of the analysis rests on the stability of the relevant betas
and of the elements which determine the betas. One critical aspect of
risk is the way in which returns move, as markets react to risk-generat-
ing events; the betas may not have stable annual values. For example,
the beta for Australia over the period 1974 to 1994 is about 0.5, but
rose dramatically to almost 4 at the time of the stock market crash in
1987 (Gangemi et al. 2000: 269-272). Even without the crash it moved
in a way which involved outliers well below the average and well
above the average (Gangemi et al. 2000: 272-274). A significant aspect
of risk is proneness to a change in the level of risk itself.

For most indexes there is stability for low-risk developed and high-
risk undeveloped economies, but marked instability for higher risk
developing countries (Euro-money).This is reinforced by the absence of
liquid markets in developing countries and of price and return data
adequate to make the necessary calculations.

e estimating project betas

Valuation in the stock market is for the set of linked projects which
make up the enterprise, rather than for an individual project. The same
applies to the estimation of a beta or a lambda. It is necessary to adjust
the enterprise beta for a specific project, often done on the basis of the
beta for an enterprise with a single business unit closest to the project
area.

There are two ways of estimating the beta for an international
project (Lessard 1996: 58):

The direct way - regressing the returns on local shares against those on
the home-market portfolio, and then adjusting for any significant dif-
ferences in debt leverage for a particular project. Any gains or losses
from debt financing can be included as a separate term in the conven-
tional present value formula.
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The indirect way — estimating the beta of the project relative to the
local market portfolio (that is, the beta of a comparable home country
project) and multiplying the result by a country beta. The country beta
is often regarded as the product of the relative volatility of home and
host markets and the correlation of the changes in value with the
benchmark portfolio (Lessard 1996: 60). The use of the latter means
that the potential to diversify where country risk is independent
reduces the risk premium.

This is correct only if there is no correlation between the risk exposures
of the project and of the benchmark home portfolio. This is likely to be
true for developing economies where the market co-variance with any
developed economy is likely to be small, but not for developed
economies. For developing countries, even if relative volatility is very
high, this is offset by the weak correlation in market performance
between home and host countries which means that such country
betas are generally low. For developed countries the volatility is less but
the correlation stronger.

¢ the enterprise as a coalition of stakeholders and the incorporation of
unsystematic risk

Many problems of the CAPM analysis follow from the assumption that
the aim of any investment project is to maximise the value of the
enterprise for its owners. This simple maximand fuses the problems of
financial and physical assets, but investing in physical assets is not the
same as investing in financial facilities. ‘Buyers, suppliers, alliance part-
ners, managers, and employees have sunk investments in firm-specific
knowledge which tie a disproportionate share of their future earnings
to the fate of the firm’ (Miller 1998: 500). The portfolios of such stake-
holders cannot be diverse, particularly government, which has the
most domestically-focused portfolio (Miller op. cit.: 500).

There is also a problem where for some reason the owners do not
hold a diverse portfolio. If shareholders cannot diversify in the way
desired by CAPM, an enterprise should acquire a portfolio of unrelated
assets, since any non-systematic risk will be diversified away by a
careful choice of assets, provided that the portfolio is large enough. For
example, it should sell its products in different countries. Whether
country risk can be diversified away depends on how far the risk is
regarded as unsystematic and whether there are enough countries to
build an appropriate portfolio.
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It is sensible to start with the assumption that in most periods
country risk is unsystematic, but that it is impossible to create a large
enough portfolio of independently performing assets, for the same
reason that enterprises are often encouraged to focus on the core activ-
ities in which they have a competitive advantage. Diversification has
costs which are often ignored and which limit how far it can go.
Where it does occur and has a significant influence on the risk level, it
should be taken into account.

Unsystematic risk affects the performance of an enterprise in a
significant way, i.e. both profits and the achievement of strategic
targets, and has an impact on its stakeholders, whose behaviour in
turn affects the performance of the relevant enterprise. If it cannot,
perhaps should not, be diversified away, non-systematic risk
influences the value of the enterprise. There is always a competitive
advantage in mitigating non-systematic risk, which allows the enter-
prise to make above-normal profits. The value of an investment
project in the enterprise’s area of competence is likely to be greater
than for other enterprises operating outside that area (the first
chapter of Culp 2001).

e a failure to take account of the different risk types in the valuation

The CAPM approach does not take into account all types of risk and
does not consider how risk which arises at the industry or country level
is filtered down to the project. It focuses solely on imperfect markets
and reflects their imperfections. The fusion of risk assessment and valu-
ation of the project obscures how risk influences decision making. It is
critical to consider the source of risk and to examine all the relevant
components in country risk, tracing the way in which they have an
impact on the performance of the enterprise through a specific project.

Alternative approaches and a solution

There are three alternative approaches which offer possible solutions to
these problems.

The first, arbitrage pricing theory, resting on the putative existence of
efficient markets, argues that the CAPM beta is too narrow a measure
of risk. It broadens the approach, recognising the existence of different
risk factors which affect the valuation of a project. The relevant issues
are:

e how to measure a relevant risk factor
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The core difficulty in assessing the influence of risk is what proxies to
use for the risk factors and how to weight them relative to each other
and to other factors influencing the success of a project. The previous
three chapters have set out a full taxonomy of risk and discussed how
to produce a quantitative measure.

e how to estimate the relevant betas

These estimates provide a means of estimating hedge or delta ratios, which
indicate the elasticities of enterprise value with respect to each indepen-
dent risk factor (Miller 1998: 506-507), and can be used to compare pro-
jects, for example the same project in different locations, or to estimate the
impact of a change in risk on a project. There are significant weaknesses in
this approach. There may be no continuous trading in the relevant asset
and an illiquid market, which means that any price is arbitrary. For most
investment projects there is no marketable asset which directly reflects the
value of the project — a proxy has to be found. It is not the value of the
enterprise. This kind of analysis also looks backwards and does not allow
for future changes in the betas (Nordal 2001: 6).

The formula for the change in the value of an enterprise or project is
written:

= B1(risk factor 1) + B2(risk factor 2) ..... + BN(risk factor N)
or it can be modified so that the formula for the expected return is:

=1f + plb1(first risk factor) + p2b2 (second risk factor)....+ pnBn
(final risk factor)

where the p’s are risk premiums or market prices of risk (often written
as Rm - Rf/ om), the expected excess return above the risk-free rate
when the relevant b = 1 and all other b’s = 0.

and the b’s are sensitivity coefficients, indicating the average
response of the project return to an unexpected change in the relevant
factor, holding all the other factors constant. They are rather like
weights for individual risk factors.

¢ how to take account of co-variance between the risk factors
A significant degree of co-variance between the factors complicates the

analysis considerably, but suggests that the assessment of country risk
should be carried out in an integrated manner.
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For those critical of both the CAPM and the APV approaches there is
a second approach, which simplifies the decision rule as:

Max. Vf = Y Vi - P(0)

where Vf is the value of the firm, Vi the present value of each of the
firm’s divisions, strategic units or projects, and P(c) is a penalty factor
representing the impact of total risk on the present value of relevant cash
flows generated by the project. This approach is more realistic since it
incorporates unsystematic risk, but how do you estimate the penalty
excess? It can be viewed as a notional impact on cash streams which can
be put together from the impact of the risk factors, designated by the b’s
above. There is still a problem of measurement.

The real options approach, sometimes called the contingent valuation
approach, is a third approach to incorporating risk into an investment
appraisal (Dixit and Pindyck 1994). It is also based on arbitrage theory
and is tied to market valuations, in an attempt to minimise what is
called basis risk, the failure of a particular market value to relate to the
project under consideration. The higher the level of uncertainty and
the greater the irreversible part of the investment, the greater is the
opportunity cost of carrying out the investment at the current time.
Such a cost can be added to the investment cost.

In such an approach the movement of the value of an investment is
often represented by the equation:

dV/V = odt + odt + dq

where V is the value of the investment

There are two kinds of uncertainty. The variance parameter ¢ repre-
sents ‘the day-to-day variation in the investment value’ (Vonnegut
2000: 85), whereas the jump process, q, (the Poisson process), repre-
sents generally anticipated but specifically untimed ‘major shifts in
policy or economic structure’, which are infrequent. This allow consid-
eration of instability in key risk elements. The shock has a mean arrival
time of A, but the arrival date is only known stochastically. This will
shift the value of the investment by a % factor n with probability . In
other words:

0 with probability: (1 — A)dt
dq = {6 with probability: mAdt
- 6 with probability: (1 - m)Adt
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The model shows that the decision rule must be amended to say,
invest if:

V>or=[B/p-1]1

As B increases the rule converges on the usual decision rule, V > or =
I. The larger the uncertainty, the smaller is § and the larger is B/p - 1.
B is in inverse relationship to o, A, 8 and/or =, all elements of uncer-
tainty. Greater uncertainty increases the opportunity cost of invest-
ing now rather than waiting. With any reasonable values the hurdle
of net present value, multiplied by the opportunity cost factor, is
twice the conventional hurdle (Dixit and Pindyck 1994: 153). This
approach shows that it is much more difficult to justify immediate
implementation of an investment project than the net present value
formula suggests. It is also much more difficult to make a decisive
rejection.

One significant weakness of this approach is what Mandron has
called ‘dumb scenario-forecasting’ (Mandron 2000: 140), prompting
him to continue ‘...the RO model does not in any way help identify
specific plausible scenarios, corresponding cash flows and appropriate
decisions: all are theoretically taken account of through the choice of a
particular statistical process (e.g. a geometric Brownian motion), but
none can be separately identified.” (Mandron op. cit.: 15). In the inter-
ests of retaining an equilibrium approach, the use of such stochastic
models throws away much information about future scenarios. A thor-
ough scenario building approach is a critical prerequisite to any suc-
cessful investment project appraisal, providing the basis for estimating
realistic net cash streams.

There are two main ways of valuing financial, and therefore real,
options (Amram and Kulatilaka 1999 and Trigeorgis 1996). The bino-
mial method is the more general and flexible in its applicability. The
second method, Black-Scholes formula, is a special case of the bino-
mial (see endnote). The binomial uses discrete time periods, allows
adjustment for ‘leakages’, that is carrying costs or convenience yields
on the underlying asset, and allows for American options, which can
be exercised at any time, rather than just at maturation.

There are three main steps in the valuation:

establish the payoffs at maturity to the investment decision

establish a replicating or tracking portfolio for the option, one which
always yields a risk-free return equal to that of the option, or, putting
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this differently, combines the tracking portfolio and the option to
form a hedge position which yields a certain risk-free return

update the hedge position frequently

Uncertainty takes the form of a ‘cone of uncertainty’, a range of values
for future streams of income, translated into two possible extreme out-
comes for each time period. For each outcome, there is a payoff which
equals the future stream of income minus the investment cost.

Imagine a situation in which the binomial path can be mapped in the
following way for two periods. The same principle applies for any number
of periods, although the lattice is more intricate. The investment cost is
K and the value of the underlying asset, S, can either rise by u or fall by d.

Su
Sd

The possible payoffs from the exercise of the option are Cu = max
(uS - K, O) and Cd = max (dS - K, O). A risk-free bond offers a return of
R per period, (1 +r) in a situation where there are no arbitrage oppor-
tunities u > R > d. The method could be simplified by assuming a zero
interest rate.

A replicating portfolio can be constructed, with x dollars worth of
the underlying asset and b dollars worth of the bond, which yields the
same payoffs as the investment. The term x is the value of the underly-
ing asset multiplied by the hedge ratio. The hedge ratio is commonly
known as delta in the finance literature: it is the change in the value of
the option due to a small change in the value of the underlying asset
(in other words, the spread of option payoffs as a ratio of the difference
in values of the underlying asset). It allows quantification of the
required sensitivity of the tracking portfolio to changes in outcomes,
and the type and number of securities needed to update the tracking
portfolio. The term b is the sum required to finance the change in the
investment, in other words the value of the issue of bonds at a level
appropriate for each period. The leverage differs from period to period,
i.e. the proportion of the purchase funded by borrowing. The hedge
position is in each period self-financing.

The value of the portfolio will increase over the relevant period in
the following way:

from X+b to ux + Rb
from X+b to dx + Rb
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Since the portfolio must duplicate the payoffs to the option

ux + Rb=Cu
and dx+ Rb=Cd

which could be written, if the stress is on the hedging of the option:

Rb =ux-Cu
Rb=dx-Cd

There are two equations and two unknowns, so it is easy to solve for
both x, the hedging ratio, and for b, the borrowings.

x=Cu-Cd/u-d
b = Cu - ux/R =uCd - dCu/R(u - d)

Therefore, the value of the portfolio and of the call option is:
X+b=Cu-Cd/u-d+uCd-dCu/R(u-d)

or rearranging terms:
=1/R{(R-d)/(u-d). Cu + (u-R)/(u-d).Cd

Simplifying by letting (R - d)/(u-d) =q
and therefore 1 - q = (u-R)/(u-d) {since the last term = 1 — (R - d)/(u - d)}

C=1/R(qCu + (1 - q)Cd)

q and 1 - q can be regarded as risk-free probabilities since the option
and the replicating portfolio offer the same payoff; they are not the
subjective probabilities held by managers concerning the likelihood of
future outcomes.! The analysis is a risk-neutral approach to valuation,
based on risk-neutral probabilities which ensure the outcome is a risk-
free return. This approach breaks away from direct dependence on the
actual probabilities of outcomes and avoids the use of expected returns
and evaluation of the degree of risk aversion, and therefore the need to
estimate a risk premium.

The analysis can be extended to more than two periods. Note that
the hedge ratio and the borrowing will be different in each period.
The procedure is to move backwards, from later valuations to earlier
values, moving from the final outcomes to successively value the
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options in each preceding time period through to the initial period.
The tracking portfolio can be valued directly or the risk-neutral prob-
abilities used to do so. The result is a value for the option which can
be added to the conventional net present value (for an example from
the pharmaceutical industry see Appendix 2).

The solution

A good solution involves the use of all three techniques, but in an
appropriate way, which reflects the particularities of investment pro-
jects. The first is to modify cash streams, which requires the careful
choice of an appropriate scenario with its associated cash streams. It is
important to follow any signals which indicate whether the chosen sce-
nario is being realised. The more unsystematic or idiosyncratic is risk,
the more important it is to incorporate its influence in the cash streams,
using where necessary sensitivity analysis and the Monte Carlo method.
It is sometimes argued that cash flows should be adjusted to take
account of unsystematic risk whereas the discount rate be adjusted to
take account of systematic risk, what Lessard (1996: 59) calls market co-
variance risk. Since it is assumed that nearly all the risk is unsystematic
it is sometimes argued that there should be no risk premium for the
international nature of a project (Nordal 2001: 18). In this case, all the
unsystematic risk should be reflected in cash streams, but not in dis-
count rates, which are adjusted solely for systematic risk. It is important
to avoid double counting.

Both realised and planned interdependencies, that is links with exist-
ing or future projects, are also best dealt with through ensuring that
the net benefit and cost streams are incremental ones, that is the differ-
ence between the streams for the enterprise as a whole before and after
the project is implemented. If diverse stakeholders are paid for their
risk bearing role this is also reflected in cash streams e.g. discounts
to buyers, improved compensation packages for management and
employees, and premium prices to suppliers (Miller op. cit.: 500). The
risk for most stakeholders is dealt with in this way. Much of the stake-
holder risk is already incorporated into the relevant cash streams. If
risk arises through ignorance or unfamiliarity with the prospective host
country it is better to make allowance through the cash streams for a
learning effect (Lessard 1996: 59 and 62). The cash streams can be
adjusted to take account of the likely rate of learning.

The second technique is to adjust the discount rate. It is sensible
to start with the equity market risk premium of the home country,
which might be adjusted for specific enterprise or project risk,
although it is better to do this for the host country. In two further
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steps, this is first multiplied by the ratio of generic country risk for
host and home country, and then, by the ratio of project risk to the
host-country country risk. The second adjustment takes into account
the way in which country risk is filtered through the enterprise to
the project in the host country. A full in-depth assessment of the
risk relating to a particular project, compared with the country level,
should be used as a basis for estimating the relevant adjustment
ratio.

Once the risk-adjusted discount rate is known, it is still possible to
convert the raw cash streams into certainty-equivalent cash streams by
multiplying by an appropriate factor, which in theory should differ
from period to period according to the risk level. This method has the
advantage of separating the discount for time from the discount
for risk (Moosa 2002: 122), but it further complicates the analysis for
decision makers and is considered unnecessary.

The third technique is to add terms to the conventional net present
value formula for:

i. the value of options, for flexibility, that is, waiting, expanding,
contracting or abandoning, and growth, where investment is
organised in a staged sequence, realising that these are not additive
(Trigeorgis 1996),

ii. strategic effects following from the possible strategic responses of
other players, which include the positive value of the commitment
necessary for first mover advantage and the negative value of
erosion of competitive advantage by the entry of competitors (Smit
and Trigeorgis 2004),

iii. the value of any financial arrangements, such as the tax benefits of
favourable loans; or depreciation allowances (Buckley 1996).

The strategic context

A strategic appraisal of any investment project is a necessary part of a
general appraisal. If the interdependencies between enterprise projects
are large, which is likely in any enterprise which concentrates on its
core business, the role of any project can only be appraised in the
context of the strategy as a whole. Any strategy, which is by nature
emergent, comprises different stages in the process of decision making,
all relevant to investment appraisal:

e the identification of relevant investment projects, including all
variants,
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e placement of a particular project within the overall strategy of the
firm, with the existence and scale of any interdependencies with
other projects and their cash streams specified,

¢ indication of the relevant scenarios influencing the outcome for any
project and collection of data relevant to forecasting all the revenue
and cost streams relevant to different scenarios and to any other
project dependent on the outcome of this project,

e analysis of the nature and viability of the project, including its vari-
ants and stages, in terms of its present value, modified to take
account of its strategic value — its impact on other projects, competi-
tors and stakeholders,

e decision on whether to go ahead or not, on the basis of the project’s
impact on the achievement of strategic targets,

e implementation of the investment with allowance for variation
of cost streams as a result of learning and changes in the relevant
environments,

e continued monitoring of the investment with a repetition of the
appraisal, taking account of any change in interdependencies, but
allowing for both sunk costs and any termination value.

A step-like process moves the perspective of the project from broad
strategy to an individual investment project and back. The process of
disaggregation is echoed within the project. It is possible to break up
any major investment project into a large number of smaller projects,
which may relate to different functions, processes or activities. Any
decisions might be decentralised in an attempt to empower and moti-
vate employees at all levels of an enterprise to choose the most effec-
tive option consistent with a strategy which includes this investment
project. This process of iteration comprises small investments at the
lowest level which improve the efficiency of a project, the results of
learning by doing emerging steadily over time. The process by which
information about the interdependencies is passed down, and informa-
tion on small improvements is passed up is an important part of the
articulation and implementation of good strategy.

The decision-making process, stakeholders and risk

Two issues arise at the organisational level — the nature of the deci-
sion-making process and the role of different stakeholders. At the
core of any enterprise strategy are investment projects at different
points in their life, from the earliest and most inchoate of ideas to a
tully-functioning facility. How the enterprise is structured to incor-



Responses to Risk 205

porate these projects will influence the way in which new projects
are appraised and reappraised, including how regularly this might
occur. In recent years it has become usual to organise an enterprise
into business units which have different strategies, sometimes
within a matrix organisation (White 2004: 437). Decentralisation
of decision making and empowerment of individuals are both
important.

Highly relevant is the context of strategy making and the establish-
ment of structures embracing various stakeholder groups, including the
setting of the rules of the game by government and other rule makers,
who themselves respond to risk. Since the risk environment for each of
the stakeholder groups differs it is important to understand how this
impinges on investment decision making. The bargaining relating to
the distribution of the relevant risk and value created determines
which activities are being promoted or which ‘losers’ are being pro-
tected. In what circumstances are enterprises risk tolerant or risk averse
and what is the role of different stakeholders at different points in the
life cycle of a product or enterprise?

The formulation of any investment decision should be set in the
context of an appropriate risk control strategy. Controlling risk has
three main levels of relevance (Aven 2003: 127):

e a specific policy of risk control

Such a policy includes the various activities involved in risk assessment
- identification, analysis, and measurement, including the devising of
an information strategy specifically designed to cope with the risk con-
fronting a particular investment. The policy also comprises the four
main responses to risk by senior managers — avoidance, mitigation,
management and retention (see chapter 11).

e an awareness of risk

This is what is called by Aven a precautionary strategy. Such a policy
would include a continuous policy of implicit rather than explicit
mitigation, and is the basis of what is now called enterprise risk man-
agement (ERM). It consists of a constant reading and monitoring of
that environment for risk at all levels of the enterprise, an informa-
tion strategy broader than simply trying to put numbers to the
various components of country risk.

¢ a stakeholder-oriented strategy of risk control
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This is what Aven has called a discursive strategy and includes any
measures which build confidence and trustworthiness among those
having dealings with the enterprise, thus raising the reputation of the
enterprise. It may mean:

e an all-round orientation to reduce uncertainty, such as the involve-
ment of stakeholder groups in regular scenario building in an
attempt to persuade all to look ahead,

e involvement of all affected people in significant decision making,
their empowerment in processes for deliberation on the articulation
and implementation of strategy,

e a perpetual seeking for new mechanisms of accountability and
transparency for any decisions made and their outcomes.

Both risk and the investment evaluation should be placed in a broader
context than is commonly done.

The adjusted present value approach

The intention of this book is prescriptive, but prescriptive within the
confines of the existing business world. The second best shows that in
a world where no optimal equivalencies are satisfied the satisfaction of
one does not guarantee an improvement in the overall situation
(Lipsey and Lancaster 1955/6). This does not mean that a second best
does not exist and/or cannot be defined (Morrison 1965). The aim of
the current analysis is to indicate how good decisions can be made in
the world that actually exists.

There are two possible approaches. The first is narrow and tries to
include all relevant material in the one present value formula. The
second is broader and recognises the limitations of a narrow per-
spective. The same contrast between narrow and broad approaches
is reflected in contrasting attitudes to risk control. There are two
possible ways to use risk analysis to support decision making (Aven
2003: 97):

i. Establish an optimisation model of the decision-making process
and choose the alternative which maximises (minimises) some
specified criterion.

ii. See decision making as a process of formal risk and decision
analyses to provide decision support, followed by an informal
managerial judgement and review process in a decision.
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An example of i is a simple rule to make an investment if the net
present value is positive or exceeds some threshold level. The analysis
in this book has shown that it is appropriate to make at least three
adjustments to the present value formula in order to include all rele-
vant elements in an appraisal:

¢ to allow for uncertainty as a positive factor

¢ to allow for a strategic perspective where a project has an impact on
the operation of other projects

¢ to allow for the strategic responses of other players

¢ to allow for risk to stakeholders other than the owners, notably but
not only the managers

Unless the formula is modified in an acceptable way to take account
of these other elements, such a simple rule should not be
followed. Already these adjustments involve taking a broad strategic
approach. It is not appropriate to see the issue purely as an optim-
isation problem. The approach of the book opts for ii, viewing i as a
special case of ii.

The use of the present value formula should never be a mechanical
exercise which ignores margins of error and difficulties of accurate
measurement. The formula is an input which provides support for a
decision, but not for a hard recommendation. The enterprise must
make a decision on how many resources it commits to the process of
investment project appraisal.

Table 11.1 The investment decision process

Emergence of decision Stakeholder values, goals
problem — decision
alternatives
Analysis and evaluation
Risk analysis and
decision analysis
Evaluation of opportunity Managerial review and
and risk environments judgement Decision

The formula is written in the following way:

The value of a project = its conventional net present value + the value
of any options attached to the project - the negative impact on other
stakeholders of risk created by the project for them +/- any strategic
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effect of the response of other players (in so far as it is not already
included in cash streams).

The conventional present value formula is expanded to include in the
relevant cash streams the effect of interdependencies with existing pro-
jects, the cost of risk borne by various stakeholders and resulting from
the action of other players. The last three terms capture the strategic
importance of a project.
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The Behaviour of FDI

These developments {rapid expansion of cross-border banking
and finance} enhance the process whereby an excess of savings
over investment in one country finds an appropriate outlet in
another........ They thereby improve the worldwide allocation
of scarce capital and, in the process, engender a huge increase
in risk dispersion and hedging opportunities.

But there is still evidence of less than full arbitrage of risk
adjusted rates of return on a worldwide basis. This suggests
the potential for a far larger world financial system than cur-
rently exists. If we can resist protectionist pressures in our
societies in the financial arena as well as in the interchange
of goods and services, we can look forward to the benefits of
the international division of labour on a much larger scale in
the 21° century.

Alan Greenspan, Chair, US Federal Reserve Board
(Remarks, 15" Annual Monetary Conference of the

Cato Institute, Washington, DC, 14 Oct 1997, quoted by
Bryan and Rafferty 1999: 16, from http://www.afr.com.au/
content971022/verbatim/verbatim1.html.)

As a preliminary to the macro analysis of the relationship between FDI
and risk there is a review of how decision makers respond to risk and
how this affects FDI flows. This is followed by an analysis of attempts
by rating agencies to measure country risk in order to discover a usable
index. There are two other major themes to this chapter. The first is a
profile of changing aggregate FDI stocks and flows. The chapter looks
at the dramatic way in which FDI has grown over the recent past and
its potential for further growth. It considers the way in which FDI
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fluctuates, whether there are regular cycles and of what length, and
how far obvious shocks disturb such regular fluctuations. Finally, it
analyses the geographical pattern of flows.

The second theme is the causation of FDI. There are many alterna-
tive explanations of why FDI occurs at all, which reflect the fact that
the determination of FDI is highly complex. There is no uni-causal
explanation; the determination is multi-causal and highly specific,
unique to each country. There is a brief exploration of the most impor-
tant determinants. The significance of risk is argued, both for the level
of investment, whether domestic or foreign, and for the location of
that investment. Domestic and foreign investments are substitutes, just
as differing destinations are substitutes, since the output of the former
can be exported in order to serve the same market.

There are six sections in this chapter:

e The first section considers the responses to risk which occur at the
micro level and their general implications for aggregate flows of FDI.

e In the second section there is a review of the country risk rating
agencies in order to choose a reliable index.

e In the third section there is a brief review of movements in the level
of FDI and the pattern of fluctuations in the inflow of FDI.

e Section four considers the main directions of flow of FDI relative to
the level of country risk in the host countries.

e The fifth section considers the tendency to clustering in the flows of
FDI.

e The final section reviews the role of risk as a causative element in
what happens to FDI.

Micro investment decisions and their macro consequences

Miller (1992: 321) laments the lack of analysis of responses to risk.
He separates financial risk management from strategic management
responses to risk, arguing that financial techniques reduce corporate
exposure to particular risks without changing the strategy. This is what
is called risk management in this book. In the absence of an appropri-
ate financial instrument strategic action is seen as necessary. However,
there may be a deliberate decision not to use a financial instrument,
even if it exists; the risk exposure is retained. He indicates five ‘generic’
responses to environmental uncertainties — avoidance, control, co-
operation, imitation, and flexibility, which all involve strategic action.
On a modified classification, which does not make the distinction
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between financial and strategic in the same way, there are four possible
responses.

e avoidance - the abstention from an activity, such as entry into a
market or a country as too risky. This avoidance response may be
forced on the relevant decision maker, e.g. by government regulation,
or it may be entirely voluntary,

e retention - there is a deliberate intention to accept a risk exposure. A deci-
sion may be made to invest in a country despite a high level of country
risk, because of familiarity with that country and/or an offsetting return,

¢ management — the sharing or redistribution of risk through shifting,
voluntary or involuntary, or spreading, usually involuntary; here
there is no reduction in the level of risk, but simply a redistribution
of a fixed risk among a larger number of players. There are various
possibilities. Risk management can be done:

e commercially, through hedging or insurance. For example a
foreign exchange risk might be managed through the market for
futures or options

e through a strategic alliance or cooperation of some kind. An
influential joint venture partner, who can negotiate with govern-
ment in order to mitigate political risk, might be found

¢ through government action, action by quasi-government bodies
or by industry associations

e mitigation - this involves a reduction in the level of risk which can
be achieved in many different ways.

The distinction between risk management and risk mitigation is not as
clear cut as it might be. Diversification reduces the level of risk
involved in holding a portfolio of assets without decreasing the risk in
holding any individual asset. For that reason, it is better to regard
diversification as a risk management, not a risk mitigation mechanism,
but the distinction is not as clear as it might be.

It is possible to reorganise Miller’s categories, integrating financial
responses into the overall schema. There are omissions. Cooperation is a
form of risk control which is rising in importance. Negotiation with gov-
ernment or with other relevant organisations and enterprises is another
response to risk. Negotiation involves both management and mitigation,
and both the development of credible commitment and the avoidance of
the opportunism which arises because of asymmetries of information
and/or investment. On the other hand, control, imitation and flexibility
are examples of mitigation. The full list of risk responses becomes:
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Table 12.1 The risk responses

Risk avoidance

Divestment and closure, both permanent and temporary (if the risk level
suddenly rises)

Delayed entry into a new country, market or industrial sector — deliberate
waiting

Deliberate choice of low risk niches

Risk management
Commercial
hedging
insurance
Cooperative
long-term contracts with suppliers or customers
voluntary restraint of competition
strategic alliances, including joint ventures
franchising agreements
licensing and subcontracting agreements
participation in consortia
interlocking directorates and cross-ownership (keiretsu and chaebol- like
arrangements)
inter-firm personnel flows
Government intervention

Risk mitigation (safety policy)
Control
political activities, including negotiation with governments to gain a
credible commitment
horizontal integration — acquisitions and mergers to gain market power
exchange of threats, including signalling ability
vertical integration
Imitation of the successful
imitation of best-practice technologies (second mover advantages)
following other firms into new markets
copying and merging with locals
Flexibility
Diversification
of product
of place of production
of markets
of suppliers
of capital sources
Operational flexibility
flexible input sourcing
flexible output mix
flexible workforce size
flexible workforce skills
flexible plants and equipment (particularly as regards scale)
multinational production
protective and defensive techniques
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Retention

Retention is a failure to cover existing risk. It is what is left after the
completion of mitigation and management. For activities in which an
enterprise has core competencies and a competitive advantage there
may be good reasons for retention of what others regard as a high level
of risk.

Often the level of risk determines the ‘generic’ risk response.
The higher the level of risk, the more likely is an avoidance
response. The likelihood of avoidance rises with the degree of risk
aversion of the relevant decision makers. Many textbooks on risk
concentrate on risk management, as if the only issue is how far
to manage risk and what mechanisms to use in doing so. There
is both a limit to the amount of risk which can be managed
and alternatives to managing risk, notably retention, avoidance

and mitigation. In some cases, risk mitigation can reduce risk
levels to a ‘manageable’ level. The mitigation responses must be
tailored to the nature of the relevant risk factors, as must the mix
of mitigation and management. The risk responses can be used in
combination. However, a complete coverage of risk removes the
incentive to engage in mitigation, a situation otherwise known as
moral hazard. Risk management and risk mitigation are seen as in
contradiction.

There are two direct links between the micro and macro levels of
analysis.

e any explanation of macro flows of FDI must take account of
country risk as one of its determinants. There is reason to believe
that the average level of risk, particularly country risk, has kept
aggregate world FDI much lower than it might have been, given
the expectations of most commentators,

e an appropriate awareness of risk, with a significant risk mitigation
and management, assists in promoting FDI. Appropriate responses
reduce risk exposure and raise the flow of FDI.

This chapter shifts the main focus of interest to the aggregate
flows of FDI. The focus is on flows since risk has a more obvious
impact on flows than stocks. FDI flows reflect a large number of
individual investment project decisions. It is useful to pause and to
ask, how might we expect the level, behaviour and pattern of FDI
inflows be linked to the level, behaviour and pattern of country
risk?
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There are six major implications of this analysis.

e Given a significant level of country risk the level of FDI inflow will
be lower than expected, that is, with no country risk. The higher the
risk, the lower the FDI inflow.

e If the average level of country risk has fallen over the mid or long
term, and it is not difficult to establish an a priori case that this is
the case, the level of FDI is likely to rise. The faster the fall in
country risk, the faster the rise in FDI.

e Given that in many economies the level of country risk fluctuates over
time, often in line with the business cycle, it is likely that short-term
fluctuations in country risk are correlated with short-term fluctuations
in FDI flows.

e That the level and volatility of country risk in a particular country is
in inverse relationship with the level of economic development of
the relevant country.

e That the level of FDI inflows have an inverse relationship with the
level of country risk. The higher is the level of country risk in a
country, and the more volatile that level, the lower the inflow of
FDI, and vice versa.

e If developed countries have consistently lower and much more
stable levels of country risk than developing countries and if famil-
iarity with a host country reinforces the impact of country risk by
dissipating the ignorance associated with that country risk, there are
likely to be clusters of countries linked by FDI flows.

Each of these implications will be briefly considered in the context of
the empirical data on FDI over the recent past.

The rating agencies

There are few attempts to consider the movement of country risk levels
over time, whether at the world or at regional levels. Haque, Mathieson
and Mark (1997: 12). have put the ratings for Euro-money (from 1982),
Institutional Investor (from 1980) and the Economic Intelligence Unit
(1989) on a single graph for the period from 1980 to 1993. The impres-
sion is of an increase in risk, notably for Africa, Latin America and the
Caribbean. The most marked increase is during the debt crisis of the
first half of the 1980s. After that, all regions hold their own, except
Africa, with Europe showing a distinct improvement. In the latter part
of the 1990s, at least until 1997 and the Asian Economic Crisis, there is
a general reduction in risk.
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For two reasons, it is impossible to prove a general reduction. First,
there is no absolute measure of aggregate risk. The ratings of agencies
serves two purposes, to indicate changes over time in risk levels for par-
ticular countries and to indicate comparative risk levels for countries at
a given moment of time. The aim is not to show a change in the
overall level of country risk throughout the world.

The factors increasing country risk include:

e the movement from a regime of fixed to one of floating exchange
rates

e an increased sensitivity to certain global events, notably terrorist
attacks, epidemic disease and natural disasters

e the accumulation in most countries, but notably developed and
developing countries, of considerable assets vulnerable to various
types of risk

Factors reducing risk include:

* an improvement in communications

e the spread of economic development, notably the Asian economic
miracle

e achange in attitude of most governments, promoting an inflow of
FDI, rather than inhibiting it

e a greater ability to mitigate country risk, notably political risk,
through multilateral institutions

e a greater ability to manage risk, through various financial deriva-
tives, leading to a redistribution of risk away from the enterprises
investing

At the country level there are many agencies prepared to assess a
country risk level for all countries. The formulas used and the compo-
nents included in such formulas differ from agency to agency, but the
activity of these agencies show that there is a general perception that
country risk is a significant factor in determining patterns of FDI
inflow. The aim of this section to choose a measure of country risk
which might be used to illustrate the nature of the relationship
between country risk and FDI inflows.

In considering the rating agencies, the focus is mainly on a generic
index which traces changes in the level of country risk which can help
in the monitoring of risk at any time in the life of a project (Reisen and
von Maltzan 1998). The generic country risk rating is capable of giving
an alarm signal alerting managers to a significant change of situation.



216 Risk and Foreign Direct Investment

By contrast an in-depth qualitative assessment of specific project risk
takes full account of the uniqueness of each project and is time con-
suming and expensive.

Another distinction can be made between general and specific crite-
ria for evaluating the agencies. There are general criteria which any
rating system should satisfy: comprehensiveness, continuity and trans-
parency (Haque, Mathleson and Mark 1997). The different rating
systems differ markedly in these three respects:

e whether the system covers all of the world with a degree of accuracy
likely to be the same whatever the country. There is in practice con-
siderable specialisation in risk rating (Fan 2004). For example, some
rating agencies are better at measuring risk for developed countries,
others for developing countries,

e for what the period indices have existed, revealing their robust-
ness, or ability to retain validity over a significant period. The rele-
vant question is whether the system has a track record on which a
judgement of its strengths and weaknesses can be based,

e whether the system of estimation is open to review. Many ratings
are only available on payment. Others may be public but may not
reveal the source of relevant data or the way in which this data is
processed. Resorting to experts using the Delphi method often con-
ceals the basis on which such experts make their assessments.
Without transparency, it is unclear why a system performs well or
not.

Most agencies attempt to cover all countries and industries. The quality
of coverage is only as good as the data used and this varies. A sign-
ificant number have ‘form’ over a reasonable number of years, cer-
tainly enough to mean that they are testable. Few of them are fully
transparent, revealing exactly how the indices are put together.
The International Country Risk Guide (ICRG), Euro-money and the
Institutional Investor score well on the last criterion. Unfortunately, all
rating agencies tend to be weakest in their transparency on political
risk, the most important component of country risk.

It is desirable to reduce all the elements of country risk to one syn-
thetic index. The formulas used to produce a single index are usually
complex, unfortunately often unclear in detail and lacking a standard
approach. Some of the rating agencies produce a scalar or cardinal
measure, others an ordinal measure. The scalar measure aims for a pre-
cision which is illusory. The index can take the form of a score out of
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100 or of a ranking according to a letter scale, usually of about ten
steps (Japan Centre for International Finance 2001). The ordinal
measure is more honest in its attempt to compare the countries similar
in risk rating. The cardinal measurements is really ordinal since there is
no absolute unit of measurement.

The specific criteria refer to three different aspects of a rating system,
which involve the choice of

e components, that is the main classifications, such as political,
financial, economic and cultural risk. This includes whether the
index refers to current conditions or the possibility of a specific risk-
generating event, such as expropriation, occurring (Nordal 2001: 7),

e sub-components which are included in the broader components,
often much larger than the number of components,

e the weighting system used to measure the contribution of each
component or sub-component to the overall index.

It is necessary to distinguish between sub-components and the proxies
used to measure their level.

Table 12.2 shows that the rating agencies use many different com-
ponents and sub-components. There is a broad agreement in making a
split between political, economic and financial risk. There is obviously
an overlap between economic and financial components and even
between political and the other components. The number of sub-
components is very large, in some cases reaching as high as 30 indi-
vidual items. The number of sub-components indicates the complexity
of the problem. It also indicates uncertainty about definition and some-
times an implicit assumption, the more the better. On the other hand,
there is redundancy in that certain sub-components vary together.
Weightings of different components differ significantly from system
to system. Many rating agencies are reluctant to indicate what the
weightings are, probably for reasons of confidentiality and to avoid too
close a scrutiny of their method of construction. It is difficult to achieve
a standard approach. There is a marked lack of clear and systematic
justifications for what the rating agencies do.

One problem of the rating agencies is a bias in favour of quantifiable
and against qualitative elements. This results in an under-weighting of
qualitative elements such as political risks as against quantitative ele-
ments such as economic and financial indicators, including debt levels.
It is tempting for the rating agencies to rely upon assessments of credit-
worthiness. The methods of quantification often lack a comprehensive
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theoretical underpinning (Meldrum 1999). Most of the rating systems
underestimate the importance of political risk, which is accorded
at most a 50% weighting by ICRG or 25% by the Euro-money index,
although in the first case there are items included under different
component headings by other rating agencies.

Table 12.2 shows that the source of relevant inputs varies from
published data to survey results, both superficially objective and
easily evaluated, and the much more subjective expert panels and
staff analysis. No agency uses four, the most used are two.

Those who support a positive role for the rating agencies must
argue that general monitoring has a role as significant as the in-depth
qualitative analysis related to a specific project (Nordal 2001).

The most frequently cited index is the Euro-money index (Moosa
2002: chapter 5), since it meets the general requirements of compre-
hensiveness, continuity and transparency. It is the one best suited for
direct rather than portfolio investment, although it still carries an
obvious legacy of a creditworthiness assessment. There is no assump-
tion that managers use this index more than others. There is one
significant problem with the Euro-money index. The estimate for polit-
ical risk is not fully transparent. In an assessment tailored to direct
investment, the weighting of 25% might be considered too low since
political risk probably exceeds economic risk in importance, certainly
for developing countries. A weighting of 50% might be more appropri-
ate. This would increase the weighting of a component whose basis of
estimation is unclear. It might be appropriate to reduce the creditwor-
thiness elements to a 10% weighting, and to weight political risk and
economic risk on a 50/40 basis. This would seem to fit better the
nature of country risk, and the responses of risk managers (see Fan
2004 for one survey of managerial attitudes).

Stevens (1997) argues that the Euro-money Index does not represent
a comprehensive treatment of country risk assessment, since it tends to
neglect political risk (Stevens 1997: 78-79), and that it is not a good
source to use in assessing an unfamiliar country’s economic condi-
tions. His sample included nine countries (Brazil, Poland, Indonesia,
Bolivia, Mexico, Nigeria, Portugal, Haiti, and China), representing low
to medium income levels, in a cross-sectional selection of various
regions of the world for 1983 to 1991. He used regression and correla-
tion analysis to test the relationship between foreign direct investment
and the economic and market factors contained in the Euro-money
assessment, notably those relating to creditworthiness. The study has
shown a mixed result. Some of the variables show high correlations for



Table 12.2 Methodologies of country ratings agencies

Index Country Risk Rating Agencies (Index Provider)
Subcomponents
BoA BERI CRIS EIU EURO 1I S&P PRS: PRS MOODY
MY COPL ICRG
Index Type Ordinal Scalar  Ordinal  Scalar Scalar Scalar Ordinal  Scalar Scalar  Ordinal
Political and Policy Qual Qual Qual Qual Quant/ Qual Qual
Qual
Financial Quant Quant  Qual Quant/ Quant/ Quant
Qual Qual
Economic Quant  Quant Quant Quant  Qual Quant Quant/ Quant/
Qual Qual
Operations Quant/
Qual
Remittances and Quant/
Repatriation of Capital Qual
Security Qual
Lending & Trade Quant/
Qual
Export Quant/
Qual
Direct Investment Quant/
Qual
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Table 12.2 Methodologies of country ratings agencies — continued

Index Country Risk Rating Agencies (Index Provider)
Subcomponents
BoA BERI CRIS EIU EURO II S&P PRS: PRS MOODY
MY COPL ICRG
Data Sources
Expert Panel X X
Survey X
Staff Analysis X X X X X
Published Data X X X X X X X X

Note:  BoA: Bank of America World Information Services
BERI: Business Environment Risk Intelligence
CRIS: Control Risks Information Services
EIU: Economist Intelligence Unit
EURO: Euro-money magazine,
II: Institutional Investor magazine
Moody: Moody’s Investor Services,
PRS-CORS: Political Risk Services: Coplin-O’Leary Rating System
PRS-ICRG: Political Risk Services: International Country Risk Guide
S&P: Standard & Poor’s Rating Group
Quant: Quantitative
Qual: Qualitative
Sources: Fan 2004.
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a few of the countries, for example the level of gross domestic product.
But those same variables show weak or low correlations for the major-
ity of the countries. Ramcharran (1999a, b) has produced a much more
positive result, but using the index differently. The sample is much
larger, 26 developing countries from all over the world. He limits his
attention to the political and economic components of the Euro-
money index and to the years 1992-1994, excluding the factors which
represent creditworthiness. Employing cross section data and regres-
sion analysis, he discovered a negative relationship between FDI
and an increase in political risk and a positive relationship in terms of
economic performance. He claims the model could forecast FDI flows.

This evaluation of the Euro-money index, while indicating an index
vulnerable to a number of criticisms, is sufficiently favourable to make
it a valid approximation of differences in country risk levels. The pre-
sent study does not require the subtlety of an in-depth study, simply
seeking to establish significant differences in the level of risk among
countries.

The level and fluctuations in FDI

The following two sections deal with the implications of previous
analysis of the movements in FDI discussed at the beginning of the
chapter.

e The level of FDI is much lower than might be expected, which is
seen by eyeballing the relevant statistics on the share of capital
formation accounted for by foreign investment.

Persisting weaknesses of the statistical base are indicated by the
divergence between the two ratios, which should be equal. The data
indicate that at the height of the business cycle, in 2000, only one
fifth of capital formation and at the bottom of a mild recession, in
2002, only about one eighth of capital formation is accounted for by

Table 12.3 FDI flows as % of Gross
Fixed Capital Formation

World 1991-96 2000 2002
Outflow 4.4 20.8 12.2
Inflow 5.0 18.3 13.6

Source: UNCTAD 2003: Annex Table BS.
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Table 12.4 Levels of FDI
(in billions of $US, rounded to the nearest 100 million)

World Developed Developing Least Developed

1991-6 av. 254.3 154.6 91.5 1.7
1997-2001 av. 892.8 655.7 213.8 4.6

1997 1998 1999 2000 2001 2002
World 481.9 686.0 1,079.1 1,393 823.8 651.2
Developed 269.7 472.3 824.6 1,120.5 589.4  460.3
Developing 193.2 191.3 229.3 246.1 209.4  162.1
Least Developed 3.4 4.6 6.0 3.4 5.6 5.2

Source: UNCTAD 2003, Annex Table B1.

international investment, by any standards low figures. However,
this is a decided improvement on the early 1990s when the propor-
tion was as low as one twentieth. There is already strong initial
support for a home country bias (see chapter 4).

e The level of FDI has increased enormously over the last ten to
fifteen years, mainly since the debt crisis of the early 1980s which
reduced the flow of portfolio investment. It has increased faster
than the growth of trade (Thomsen 2000: 3). In 2002 the world
stock of FDI reached $7.1 trillion, up by over ten times since 1980
(UNCTAD 2002: 23). In 2002, there were as many as 64,000
multinational enterprises with 870,000 affiliates.

Most FDI inflows go to developed countries. The disparity is greater for
outflows. The inflows into developed countries have increased faster
than those into less developed. The inflow into the developed coun-
tries rose by about 4.5 times between the two five year periods, whereas
that into developing countries rose by 2.3 and into the least developed
by 2.7.

e The extent of the fluctuations in FDI is shown by the downturn in
2001 and 2002 (UNCTAD 2003). In 2001, FDI was down 41%, and
in 2002 down a further 21%. The result was that in 2002 FDI was
just half what it had been at the previous peak in 1999, although
still more than double the average level of the first half of the 1990s.

This is the last and most dramatic of four downturns since 1970
(UNCTAD 2003, Box 1.2: 16). Previous downturns occurred in the
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mid-1970s, and both the early 1980s and early 1990s. In 1976, FDI
fell by 21%, in 1982 and 1983 by an annual average of 14%, in 1991
by 24%. The annual average fall in the recent recession is 31%.
These are significant falls, but more than matched by the recoveries.
Each fall followed either a decline in the rate of growth of world
GDP or a recession. The behaviour of FDI flows is therefore highly
cyclical.

The distribution of FDI

Where does FDI go?

e Itis interesting to note the close relationship between the inflow of
FDI and the level of development.

Levels of FDI outflow are much higher for developed countries than for
less developed but the higher rates of inflow are also significant. In
both ownership and location, the developed world accounts for two
thirds of world FDI inflow stocks and nine tenths of outflow stocks
(UNCTAD 2003: 23).

The picture confirms that presented in Dunning’s theory of the
stages of development in FDI flows (Narula 1996: chap. 1; Dunning
and Narula 1996: chap 1). The least developed countries are at stage
one or stage two during which those countries generate no outflow
and almost no inflow of FDI. Only in the second stage do they begin to
attract a significant inflow of FDI, although often linked either to
natural resource projects or to import substitution. There is still little
outward flow except towards the end of stage 2. Typical developing

Table 12.5 FDI flows as a % of GFCF by level of development

1991-96 2000 2002
Developed countries
In 3.7 22.9 12.3
Out 5.7 22.4 15.6
Developing countries
In 6.5 14.6 10.5
Out 2.9 6.2 4.6
Least developed countries
In 5.2 5.9 6.6
Out 0.6 0.6 0.3

Source: as above.
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countries are at stages three and four when net inflow reaches its
maximum. Outflow begins to pick up at stage four as developing coun-
tries began to produce their own multinational enterprises and to
invest in other countries, still at stages 1 and 2. By the end of stage 4,
outflows exceed inflows by a significant amount.

The developed countries represent stage 5 when outflow and inflow
are closely matched, although there is a tendency in developed coun-
tries for outward flows to exceed inward. Individual countries may be
biased towards either net inflow or outflows, but among the developed
OECD countries the net givers and receivers are evenly balanced
(Thomsen 2000: 7). For example, Australia is traditionally a net
importer of FDI and Japan a net exporter. It might also be that the pre-
dominance of inflows or of outflows alternates for one country.

The differences in risk rating between developed and developing or
undeveloped countries are significant. Developed countries consis-
tently rate in the lowest risk groups and display a stability of rating
which is striking. By contrast, developing countries are characterised
by high levels of risk, but levels which are also unstable. There are
obvious contagion or herd effects which might affect a geographical
contiguous group, such as Latin American countries after the financial
crisis in Argentina in 2001, or all developing countries after the Asian
Economic Crisis in 1997.

Although a successful transition from developing country to devel-
oped country status is still unusual, it does happen. In the process, the
level of country risk of the relevant countries comes down, stimulating
an inflow of FDI. The Asian economic miracle is one obvious example
of such a transition with the rising importance of FDI in a number of
Asian economies.

e If the level of country risk was the only factor determining the
pattern of inflow of FDI into different countries, it would be easy to
rank the countries according to country risk and FDI per head and
to observe an exact correspondence. This is not the case for a
number of reasons:

other factors are at work determining FDI inflows, for example the
deregulation of markets and removal of barriers to the flow of capital,
levels of country risk are unstable and the instability varies from
country to country,

differences in the level of country risk within groups of similar coun-
tries, i.e. with comparable levels of GDP per head or similar economic
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structures, are insignificant and ranking can change without much
movement of the risk level,

FDI inflows are often unstable because of a lumpiness in the size of rel-
evant investment projects, including large acquisitions of foreign com-
panies,

there are exceptional factors which influence the engagement of partic-
ular countries in the international economy, e.g. the closure of the
Japanese economy to FDI.

As has been argued in chapter 4, the level of FDI is lower than might
be expected because of a home country bias reflecting both a higher
riskiness of investment made outside the domestic economy and an
aversion to such risk. The pattern as well as the level of FDI is affected
by country risk. The outflows of FDI are not distributed randomly or
evenly throughout the world. There is a notable concentration of
inward flows on countries with low risk ratings and high output
per head. This may vary with the degree of risk aversion of the key
managers in the relevant countries. A good prospective return may
attract as strongly as risk deters, but it is not difficult to show how
risk influences the pattern of FDI (Ramcharran, 1999a, b; Shah and
Slemrod, 1991).

The relevant countries can be grouped according to the level of
country risk and the level of FDI inflow per head of population (Fan
2004). This was done for the years 1997, 1998 and 1999 with the rele-
vant countries divided into three and five groups for each of the two
variables. The countries are placed in the nine, or twenty five, boxes
according to the combination of risk and FDI inflow. Rejection of the
relationship is indicated by a completely random distribution of the
countries between the relevant boxes. Empty boxes at the extremes,
away from the diagonal line, and a tendency of countries to fall more
often into those close to the diagonal, in other words a bunching,
confirms a strong relationship. The results are unambiguous. The
following matrix diagrams show that there is clearly a relationship
between the size of inflow of FDI and the risk rating of different coun-
tries. The diagram shows a heavy bunching along the diagonal. Since
there are other factors which influence the direction of flow, such as
prospective return, the fit is not perfect. Broadly speaking, high risk is
associated with a small inflow of FDI, low risk with a high inflow and
an intermediate position for risk is linked with an intermediate posi-
tion for the inflow of FDI. There are exceptional cases which lie off the
diagonal, but only in adjacent boxes. Usually there are obvious special



Table 12.6 Level of country risk and FDI inflows (3 groups)
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Singapore
(1792.17)

Spain
(233.59)

Sweden
(3405.77)

Switzerland
(823.17)

United States
(697.01)

United
Kingdom
(1014.57)

(N=21)

Greece
(81.64)

Ttaly
(67.67)

Japan
(50.45)

Kuwait
(24.43)

Slovenia
(96.62)

United Arab
Emirates
(47.4)

(N=6)
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Table 12.6 Level of country risk and FDI inflows (3 groups) — continued

€€-0

>200
(N=28)

10-200 (N=65) | <=10 (N=49)

Angola Cambodia Russian Algeria
Federation

(90.88) (13.14) (27.8) (0.2)

Lesotho CoteDlvoire TFYR Benin
Macedonia

(108.27) (24.39) (26) (5.12)

Ecuador Georgia Turkmenistan Bosnia &

Herzegovina

(59.25) (29.03) (25.24) (2.19)

Nicaragua Laos Ukraine Burkina Faso

(45.32) (13.57) (12.26) (0.99)

Albania Moldova Zambia Cameroon

(12.64) (16.93) (18.81) (3.15)

Armenia Mozambique Central Mauritania
African Rep

(37.25) (12.88) (2.31) (0.66)

Belarus Nigeria Chad

(18.78) (12.51) (N=19) (2.11)

Comoros (3.05)
Congo (2.17)
Cuba (1.74)

Ethiopia (1.87)
Guinea (2.5)
Haiti (1.94)

Kyrgyzstan
©®)

Liberia
(4.87)

Madagascar

(1.92)

Malawi
(4.84)

Mali
(4.70)

Burundi

(0.11)

Mongolia
9.97)

Myanmar (7.36)
Niger (1.63)
Pakistan (4.32)

Rwanda (0.75)

Sierra Leone (0.74)

Sudan (9.83)

Tajikistan
(3.56)
Togo

(7.56)

United Rep
Tanzania
(5.4)

Uzekistan
(8.59)

Afghanistan
©

Congo Demo
(0.01)

Iraq (0)
Korea Demo (0)

Libyan Arab
Jamahiray
(=20.31)

Somalia (0)
Yemen (-9.74)

Yugoslavia (0)
(N=39)
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Table 12.7 Country risk and FDI inflows (5 groups)

001-08

08-09

>200 50-200 10-50
— = <=0.11 (N=9
(N=28) (N=33) (N=32) | 0-10 (N=40) | | =9

Australia Netherlands Italy
(347.36) 0.06 (1905.76) 0.03  (67.67) 0.02
Austria New Zealand Japan
(412.66) 0.02 (205.06) 0.07 (50.45) 0.04 (N=2)
Belgium & Norway
Luxembourg (1039.84) 0.03

Portugal
(1588) 0.03  (199.15) 0.06
Canada Singapore
(643.88) 0.04 (1792.17) 0.05
Denmark Spain
(1066.26) 0.03 (233.59) 0.04
Finland Sweden
(1118.02) 0.03 (3405.77) 0.03
France Switzerland
(519.42) 0.02 (823.17) 0.04
Germany United States
(240.00) 0.05 (697.01) 0.04
Iceland United Kingdom
(445.24) 0.07 (1014.57) 0.04
Ireland
(2650.64) 0.03 (N=20)
Chile Korea Rep Kuwait
(427.95) 0.14 (133.37) 0.1 (24.43) 0.27
Czech Rep Slovenia Oman N
(295.81) 0.15 (96.62) 0.23 (32.73) 0.09 ©




Table 12.7 Country risk and FDI inflows (5 groups) - continued

09-0%

<=0.11 (N=9)

>200 50-200 10-50 —
(N=28) (N=33) (N=32) | 0-10 (N=40) ||

Hungary Greece United Arab

(202.84) 0.09 (81.64) 0.07  (N=3) Emirates

Israel

(319.31) 0.14 (47.4) 0.13 (N=3)

Saudi Arabia

(203.34)

0.11 (N=5)

Argentina Brazil Colombia China

(353.02) 0.20 (161.65) 0.17 (82) 0.15 (34.1) 0.15

Croatia Costa Rica El Salvador  Egypt

(206.69) 0.28 (141.1) 0.13  (61) 0.26 (17.45) 0.17

Panama Jamaica Lebanon Jordan

(302.18) 0.22 (N=3) (142.67) 0.12  (63) 0.39 (43.8) 0.22
Latvia Peru Morocco
(169.09) 0.33 (76.54) 0.27 (27.12) 0.11
Lithuania Slovakia Philippines
(159.58) 0.33 (72) 0.18 (16.72) 0.23
Malaysia South Africa Sri Lanka
(192.56) 0.18  (46) 0.13 (15.09) 016
Mexico Thailand Turkey
(119.43) 0.09 (94) 0.17 (13.29) 0.15
Poland Tunisia Uruguay
(161.88) 0.2  (50) 0.14 (49.6) 0.12
Venezuela

(181) 0.14

(N=17) (N=8)

India
(2.89) 0.16

Burkina Faso
(0.99) 0.19(N=2)

JuawisaAuf 32241 ublaio4 pue ysiy 02



Table 12.7 Country risk and FDI inflows (5 groups) - continued

0¥-0¢C

>200 50-200 10-50

(N=28) (N=33) (N=32)
Azerbaijan Ecuador
(119) 0.36 (59) 0.17
Bolivia Kazakhstan
(119.44) 0.15  (90) 0.26
Dominica Rep Nicaragua
(101) 0.21 (45) 0.26
Lesotho Paraguay
(108.27) 0.23  (64) 0.18
Angola Romania
(90.88) 0.18 (62) 0.21
Bulgaria
(73.22) 0.19 (N=11)

0-10 (N=40) | | <=0.11 (N=9)
Armenia Nigeria Algeria Madagascar Yemen
(37.25) 0.32  (12.51) 0.16 ~ (0.2) 0.15 (1.92) 0.16  (-9.74) 0.23 (N=1)
Belarus Papua Guinea Bangladesh  Malawi
(18.78) 0.24  (22) 0.15 (1.59) 0.2 (4.84) 0.27
Cambodia Russian Fed Benin Mali
(13.14) 0.58  (28) 0.39 (5.12) 0.36 (4.70) 0.14
CoteDlvoire Senegal Bosnia & Herz Mauritania
(24.39) 0.17 (11.2) 0.10 (2.19) 0.03 (0.66) 0.27
Georgia TFYR Cameroon Mongolia

Macedonia
(29.03) 0.17  (26) 0.25 (3.15) 0.12 (9.97) 0.27
Guatemala  Turkmenistan Centl Afri Rep Nepal
(27.88) 0.22  (25.24) 0.3 (2.31) 0.36 (2.51) 0.22
Honduras Ukraine Chad Niger
(24.47) 0.15 (12.26) 0.19  (2.11) 0.3 (1.63) 0.22
Laos Vietnam Comoros Pakistan
(13.57) 0.49  (27.6) 0.49 (3.05) 0.06 (4.32) 0.25
Moldova Zambia Congo Rwanda
(16.93) 0.33 (18.81) 0.17  (2.17) 0.18 (0.75) 0.37
Mozambique Zimbabwe Ethiopia Syrian Ab Rp
(12.88) 0.23 (16.84) 0.16  (1.87) 0.18 (5.13) 0.24
Ghana Tajikistan
(N=20) (4.4)0.15 (3.56) 0.31
Guinea Togo
(2.5) 0.24 (7.56) 0.17
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Table 12.7 Country risk and FDI inflows (5 groups) - continued

>200
(N=28)

50-200
(N=33)

10-50
(N=32)

0-10 (N=40) | | <=0.11 (N=9)
Haiti Uganda
(1.94) 0.27 (8.96) 0.23
Indonesia Ud Rp
Tanzania

(2.01) 0.26 (5.4)0.18
Iranlslac Rep  Uzekistan
(0.87) 0.19 (8.59) 0.26
Kenya Vanuatu
(1.36) 0.14 (1.19) 0.29
Kyrgyzstan
(5)0.18 (N=33)

Albania Cuba Afghanistan Korea Demo

(12.64) 0.26  (N=1) (1.74) 0.53 (OXY (0) 0.83
Liberia Burundi Libyan
(4.87) 0.38 (0.11) 0.14
Myanmar Congo Dm
(7.36) 0.45 (0.01) 0.51  (-20.31) 0.07
Sierra Leone Iraq Somalia
(0.74) 0.28 (0) 0.66 (0) 0.47
Sudan Yugoslavia
(9.83) 0.34 (0) 0.4

(N=5) (N=8)
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circumstances which explain such a divergence. There are no countries
in the boxes distant from the diagonal. The analysis confirms the exis-
tence of a close relationship between country risk and the inflow of
FDI for most countries. The main hypothesis of a link between country
risk and FDI inflow is confirmed at an aggregate level.

e DPatterns of FDI reflect country risk indirectly, through the opposing
influences of familiarity and ignorance. There is a pronounced clus-
tering in the countries receiving FDI. The World Investment Review
has noted a tendency to mega blocks (UNCTAD 2003: chapter 1).
The clusters within these mega blocks are dominated by a triad
centre — the receiving countries cluster around the USA, the EU and
Japan (Buckley 1996: 109-111). Together over the period 1985-2002
these three centres have accounted for 80% of the outward stock of
FDI and between 50 and 60% of the inward stock (UNCTAD 2003:
23), and more than 60% of the relevant flows, with the proportion
rising in the downturn of the business cycle.

The clustering reflects membership of various economic unions, and
both geography and history. It is reinforced by the concentration of
bilateral investment treaties and double taxation treaties among the
Triad member and their associates (UNCTAD 2003: 26). The USA invests
largely in the Americas — Canada and Mexico within the North American
Free Trade Area, but most countries in Latin America. Outside this area
there are some attractors which have a particular connection with the
USA, such as the Philippines, Pakistan and Bangladesh, and Saudi Arabia.
European Union countries invest largely within the countries of Western
and Central Europe but increasingly within Eastern Europe. Strong his-
torical connections with countries elsewhere mean designate them as the
destination for significant FDI — Ghana and Morocco in Africa, Brazil in
Latin America, India, Sri Lanka and Vietnam in Asia. Japan is not the
member of any particular economic grouping, but invests most in South
Korea, China, South East Asia and Taiwan.

This continuing and strengthening clustering is reflected in the
picture depicted below:

Australia, a small developed country outside the Triad, also illustrates
such a clustering. Traditionally, it has been an importer of capital, but
the gap between inflows of FDI and outflows has narrowed markedly in
recent years, since, after deregulation of the financial sector, FDI
outflows have grown about five times over the last twenty years. A
survey of the largest Australian companies investing abroad shows a
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Table 12.8 FDI stocks among Triad
members (US$bill)

1985
USA
238
890 1287 9l 167
EU -5 Japan
305 7« 44

Total Outward Stocks of Triad: 587
Estimated share of stocks in Triad: 60%

2001
USA
1,382
6411 6947 641 1917
EU — 24 Japan
3,172 88 « 300

Total Outward Stocks of Triad: 4,854
Estimated share of stock in Triad: 69%

Source: UNCTAD 2003: 24.

clear pattern (Fan 2004: 175-177). There are four groups of destination
economies. By far, the most important is the group of six developed
countries in the English speaking world - the USA and Canada, the UK
and Ireland, and South Africa and New Zealand, which share not only
language, but cultural and historical connections of the closest kind.
They are also generally notable for their low risk ratings. The next
group, accounting for just under the number of locations for the first
group, comprises other developed economies, notably the developed
Asian economies — most prominently, Singapore, Hong Kong and
Japan, plus nearly all the Western and Central European economies
and the small but rich Gulf states. All of these countries have low risk
ratings. In the next group, are mainly rapidly developing Asian eco-
nomies, such as Indonesia, China, Thailand and Malaysia, plus a
number of neighbours, notably PNG and Fiji. Outside these three
groups is the rest of the world, including nearly all Africa, western Asia
and all Latin America, accounting for a very small proportion of loca-
tions of Australian FDI projects, as little as 16%. This conclusion is
confirmed by the official statistics on the main destinations for the
aggregate outward flows of Australian FDI, which show the United



The Behaviour of FDI 235

Kingdom, the United States and New Zealand as the main destinations.
The share of these three countries in the total FDI outward stock has
risen steadily, from 68% in 1992, to 73% in 1997 and to 78% in 2001
(UNCTAD 2000).

The role of risk

Risk is a determinant of FDI which has been much neglected but
which is at last beginning to attract the attention it deserves (Buckley
1996: chapter 13; Moosa 2002: chapter 5). Any reasonable investment
appraisal should take account of all the sources of risk, including
country risk, whether it involves a simple go ahead for a well-defined
project, the choice among the variants of a project which differ in
timing and in strategic role, or the choice of a mode of entry into
international business.

Risk is one of the main determinants of the choice of a mode of
entry into international business. Different modes of entry are associ-
ated with different types and levels of risk, and different returns. The
degree to which FDI exposes an enterprise to risk has led to those
analysing the mode of entry to wonder why any enterprise even con-
siders investment as an option (Buckley 1996, Whittington 2001).
There is no doubt that the division between domestic and foreign
location is significantly influenced by risk.

The aggregate flows of FDI and their change over time reflects the
influence of country risk. Since the flows over a period of time make up
the stocks, this is also true of stocks. Any theory, or empirical work,
dealing with FDI and its movement must consider risk as one of the
most important determinants. It plays a very significant role in
explaining the unexpectedly low level of FDI, the recent significant
increase in FDI, the fluctuations of FDI inflows over time and the clus-
tering of inflows between different countries. Familiarity reinforces the
impact of risk in establishing such clusters of countries with interacting
flows of investment.
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Conclusion

Although many management scientists are reluctant to acknow-
ledge the fact, it is often true that their exact solution to the
approximate problem is not as good as the approximated
solution to the exact problem.

(Carter 1972 — quoted by Hull 1980: 127)

A theory is needed which justifies a clear decision rule for international
investments and validates the method of measuring the variables
which are inputs into a relevant valuation. There is also a need for a
simple, transparent and easily comprehensible formula for making
the necessary investment decisions. Neither exists: the more elegant
the theory, the more unrealistic it is and the less easy it is to use; the
simpler the formula and the easier it is to use, the less justified is its use
by theory. There are major weaknesses with both the CAPM and real
options models and serious problems with a naive use of the present
value formula. Inevitably, the prescription in this book is therefore a
compromise. There is a decision rule but it is not as simple as might be
hoped, which inevitably means that enterprises will continue to use as
a back-up the target payback period method.

General appraisal criteria are normally based on a general equilib-
rium approach. Without an equilibrium approach it is impossible to
say that a decision is a good one. In its absence, all decisions are made
on ad hoc grounds. The use of an adjusted net current value formula
has a theoretical justification which is provided in the text. Like the
nature of behaviour in the real world, it is not elegant. This follows
partly from the fact that it is important to tailor any technique to the
nature of projects of foreign direct, rather than financial or portfolio,
investment: they are not the same. It is easy to oversimplify the evalu-
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ation of investments projects, either ignoring risk completely or reduc-
ing uncertainty to a known probability distribution. As this book has
shown, there are an increasing number of techniques used for taking
account of risk or uncertainty.

This book began by making a critique of existing methods of measur-
ing risk and appraising investment projects. It continued by introduc-
ing the role of risk in decision making and by putting the case for a
significant level of home country bias in foreign investment, as in
other activities. Next, it argued for an approach which adopted three
perspectives — the financial, strategic and organisational, advancing
three propositions. Understanding the sources of risk is a major first
step to reducing total risk, and it is total risk which is relevant.
Individual projects must be viewed in a strategic context. It is not the
risk of the owners alone which should be the centre of the analysis, but
that of all stakeholders. It then showed how the risk threatening an
international investment project, both generic and specific but focus-
ing on country risk, could be classified and how relevant measures of
project risk might be made. It concluded by showing how a risk
measure can be incorporated into the appraisal of an investment
project, taking full account of the uniqueness of every project.

The recommended decision rule is still a positive net present value.
There are two ways of incorporating risk into such an investment
appraisal method. The first is to add terms to create an expanded net
present value formula. The terms include those which value various
options, notably those for flexibility and growth, a term for the impact
of strategic risk and any other terms to take account of favourable
treatment of a foreign investment for tax purposes or for cheap credit.
The second way is to adjust the inputs into the formula. The cash
streams are adjusted to reflect both the most likely scenario and other
resulting project possibilities, and also learning of various kinds. It is
sensible to include in the case streams as much of any non-systematic
risk as possible. The discount rate is adjusted to take account of the
level of generic country risk in the host country relative to the home
country and the specific risk of the project relative to the generic host
country risk. This could be likened to a double beta approach but it is
better not to think of it in this way. The latter adjustment includes one
for any diversification effects.

The book has distinguished between a generic measure of country
risk and a measure specific to a particular project. The generic measure
is both a vital part of the specific investment appraisal and of any later
monitoring of the condition of an operating project. All projects, and
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the strategies in which they are embedded, are unique. The way in
which the appraisal is carried out reflects this uniqueness. There must
be a full in-depth qualitative assessment of any investment project
which includes a full description of all the main characteristics. Such
an assessment is supported by a quantitative analysis based on an esti-
mation of an expanded net present value, with sensitivity tests of the
influence of all the key variables. The quantitative decision rule is not
the be-and-end-all, it is only part of the appraisal.

The approach needs to be widened, so that it is both strategic and
organisational, as well as narrowly financial. It is impossible to
extrapolate the threat environment of the future from that of the
past. Reading the future, and making allowance for the worst case
scenario, is an important part of any strategy for risk control.
Scenario building involves considering the discrete paths charac-
terised by the specific incidence of risk-generating events. Sensitivity
tests can be carried out to see the impact of different scenarios on
appraisal. This is a critical part of the exercise. Nor is it desirable to
rely solely on market information for a number of reasons, promi-
nent among which are poor development of relevant markets, the
centrality of asymmetries of information and the need to look
forward in time rather than back.

Any strategy is emergent in ways directly relevant to project evaluation.
It involves learning of various kinds:

e Learning in which scenario is being realised.

e Gaining familiarity with different risk environments, notably the
country environments.

e DPredicting with accuracy the development of the technology and
markets relevant to a particular project.

e Making strategy better suited to a changing environment with pro-
jects continually being reappraised.

In the process of learning, the relevant responses to a situation of
significant risk include risk mitigation, an important source of com-
petitive advantage. Such mitigation is conducted in the normal course
of business. A reasonable decision might be to retain the risk. As one
commentator has put it, risk control can be regarded as a core compe-
tency of all enterprises (Rogers 2002: 51). Only if this process of miti-
gation has been taken to its ‘optimum’ level, is it appropriate to
manage the relevant risk. The ability of an enterprise to control risk
makes certain investment projects worth considering in the first place.
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Risk is already a major determinant of FDI and rightly so. The sta-
tistics for FDI flows and the estimates of country risk, albeit still
crude, show a clear relationship. Given the range and level of risk
types it is not surprising that there is considerable home country bias
in investment worldwide.



Appendix 1

Parity conditions

There are three sets of international parity conditions which can be used in
measuring the degree of market integration (all these conditions should hold ex
ante).

Uncovered interest parity (UIP)

The requirement for uncovered interest parity (UIP) is:

Fd — e =1(1) - r(2) where Fd is the forward exchange rate and e the spot rate,
that is Fd - e is the discount or premium on the exchange rate; r(1) is the rate of
interest in country 1 and r(2) that in country 2.

In other words, the forward discount (premium) of the currency should be
equal to the difference in interest rates.

Covered interest parity (CIP)
The requirement for covered interest parity (CIP) is stronger:

Fd = Ee, where Ee is the expected exchange rate.

In other words the expectation of the spot exchange rate is equal to the forward
rate.

Real interest parity (RIP)

The requirement for real interest parity (RIP) is even stronger, involving the sat-
isfaction of ex ante purchasing power parity. The requirement for PPP is:

Ee — e = Ep(2) — Ep(2) where the Eps are the expected inflation rates in the two
countries. In other words, exchange rates only change to accommodate differ-
ing expectations of movements in price levels.

This means that, where these conditions are not satisfied, r(1) - r(2) can be
broken into three separate components:

1. {r(1) - r(2)} — (Fd - e) the covered interest differential
The political or country premium (which, according to Frankel (1992: 192) ‘cap-
tures all barriers to integration of financial markets across national boundaries:

transaction costs, information costs, capital controls, tax laws that discriminate
by country of residence, default risk, and risk of future capital controls.’
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2. (Fd - e) — (Ee - e) the exchange risk premium
3. (Ee -e) - {Ep(1) - Ep(2)} the expected real change in the exchange rate

Together these constitute the currency premium which captures currency rather
than country effects.



Appendix 2

A case study — the pharmaceutical industry

Let us consider as a specific example the development of a new drug or
medical process. The first step is to recognise the nature of the option. The
main feature of the development of any new drug is that there are discrete
investments which make possible future investments and that there can
be exit at any stage in the process of development. The initial investments
clearly have a negative net present value since there are no returns until later
in the process.

In this case as we can assume that the project requires an initial expendi-
ture of 60 million to ready a new idea for trial and then further expenditures
of 400 million and 800 million for different stages in clinical development
and trial; the first simply keeps the project alive but the latter brings to
fruition with approval by the appropriate regulatory authority. Future scenar-
ios have a degree of volatility for values of income streams, which is difficult
to estimate. In this case the assumption is 18.23%, which is on the rather low
side.

The following shows a lattice of possible outcomes in terms of the present
value of the hypothetical drug project. The values are those which would exist if
the project were complete at the present. The binomial model is therefore based
on a decision tree. Valuation works backwards creating a replicating portfolio
which produces a risk-free return which is the same as the pay-off actually
produced.

Possible outcomes

Good, good, good
(1,728)
Good, Good (1,440)
Good, good, bad
Good (1,200) (1,200)
Good, bad, good
Bad, good, good
Good, Bad
Start — 1,000 (1,000)
Bad, Good
Good, bad, bad
Bad, good, bad
Bad (833) (833)
Bad, bad, good
Bad, Bad (694)
Bad, bad, bad (579)
T=0 T=1 T=2 T=3
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The following diagram works through the values of the option to develop
this drug, indicating at different stages whether it is appropriate to continue or
to exit.

Options values and implied decisions

1,728 — 800 =928

Invest 800
699 > (1440 - 800)
Keep open
514-400=114 1,200 - 800 = 400
Invest 400 Invest 800
71 > (321 - 400) 259 > (1,000 - 800)
Invest 60 Keep open
168 < 400 833 -800=33
Don’t invest Invest 800
21 > (694 - 800)
Keep open
579 < 800

Don’t invest

The binomial method works backwards. We therefore start with the position in
period 3. The ‘call’ value in period 3 is S — X. This gives a series of possible
values (payoffs) which are as indicated in the diagram above - 928, 400, 33 and
0, since the last is minus 221 and a project cannot have a negative value. The
positive values indicate that the enterprise should go ahead with the project.

In order to estimate the value of the option in the previous period, period 2,
a tracking or replicating risk-free portfolio is devised which has the same call value
(value outcome). The exercise is done in pairs for each of the possible outcomes
after period 2. We illustrate with the top possibility:

(1,728 x A) — (1.08 x B) = 928
(1,200 x A) - (1.08 x B) = 400

where A is the proportion of the underlying asset in which an investment is
made, i.e. the equivalent of a share investment in that asset, usually called the
hedging ratio or delta, and B is the loan which is taken at the risk-free rate, i.e.
the equivalent of the bonds issued. The tracking portfolio consists of the shares
held and bonds issued.

The two simultaneous equations can be solved for A and B, which have the
values 1 and 741. The call option in period two is worth (S x A) — B, that is
the value of the project times the hedge ratio minus the loan taken. This is
1,440 x 1 - 741 = 699. A can also be calculated directly as the spread of
option payoffs divided by the spread of asset prices — in this case 928 - 400/
1,728 - 1,200, which equals, as shown already, 1. The larger the spread of
option payoffs, the higher the hedge ratio.

The values of A and B will differ for each of the three outcomes in period 2,
but the same method can be used to estimate the option value for each possible
scenario.



244 Appendix 2

As the diagram shows, the value of the option is positive and exceeds the
value of immediate exercise of the option, that is the value of the project, in all
three possible scenarios and therefore the option should be kept open. This is
despite the fact that in the third case the project has a negative present value.

Following the same method as used in period 3, it is possible to estimate the
option values in period 1, feeding in the option values for period 2 to re-
estimate the relevant A and B necessary to make this estimate. This indicates
whether the enterprise should invest the 400 or not. As the diagram shows,
with the upside scenario it is worth making the investment, with the downside
not. Finally, an option value for period 0 is estimated, which in this case is
greater than the starting investment, indicating the desirability of making
the starting investment.

The net present value of the overall project, estimated according to the
simple formula set out earlier is a negative — 9: which is derived from the
present value of the project 1,000 minus 1,009 which is the present value of
the three investment outlays discounted at a rate for the industry of 10.83%,
i.e. 60 + 400/(1 + 0.1083) + 800/(1 + 0.1083).2 If the project were integrated
and all the expenditures were incurred at the present the situation would be
even worse, with a negative value of —-260. However, this misrepresents the
situation since the value of the option to wait is positive.



Notes

Chapter 2 A Review of Existing Theory Concerning Risk and
the Foreign Investment Decision

1. The interest in risk became a significant practical issue only about a quarter

of a century ago, although some of the theoretical issues were discussed
much earlier. During the late 1970s and early 1980s, there took place a
considerable debate about the nature of risk, both in general theoretical
terms (Hirshleifer and Riley 1992) and specifically related to country risk
(Krayenbuehl 1985; Calverley 1985; Mayer 1985; Ciarrapico 1992; Coplin
and O’Leary 1994). When the level of international investment by private
institutions suddenly rose in the 1970s, risk and risk control became a
practical problem. The debate on country risk and its assessment began
with the commercial banks as a consequence of the debt crisis of the early
1980s when private banks were faced by considerable sovereign risk in
lending to the governments of developing countries. This crisis gave an
impetus to the development of techniques of ‘hard’ risk management
applied to the creditworthiness of both governments and enterprises.
Many different approaches were tried. Most banks built such assessment
into their normal activities in order to improve their capacity to avoid
significant risk exposure (Friedman 1983; Miklos 1983; Coplin and O’Leary
1994; Shapiro 1999 and Tucker 1994). At that time, the focus of concern
was very much portfolio rather than direct investment, dwelling on the
operation of financial markets and the position of financial institutions of
various kinds.

. All market-based models have a very bad track record of prediction. This is
scarcely surprising since they ignore bounded rationality in a world where the
future does not reproduce the past. The portfolio approach has produced
results no better than the average. Recently there has been interest in dropping
linearity, considering a non-linear world in which there may be a sudden
jump from one mode to another, involving very large changes in the market
(Lim and Martin 2000). The whole problem of pricing options is based on the
non-linearity of the future. New analytical techniques have the potential of
extracting information from what are usually treated as error terms, to
improve prediction, from a 50% or worse — it is better to toss a coin — to a
much more respectable figure. They are in their early stages and as yet
untested. The rationale of this approach is that the future must in some sense
be inherent in the past.

. For a period, there was a pronounced tendency for enterprises to seek to
diversify but with results which were not positive. As a consequence, most
enterprises now concentrate on their core business. ‘Down-scoping’ is now
recommended as a sensible strategy.

. Alternatively such developments arise as a result of the research and
development investments of the enterprise. The fixing of the level of
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investment in research and development reflects a very significant strate-
gic uncertainty and often reflects a kind of kinked demand curve in
which the level is fixed by competitors (Baumol 2002). Too low a level by
an enterprise implies being out-competed in innovation. Too high a level
implies imposing excessive costs on the relevant enterprise. The level is
path dependent in that it is fixed by the past interaction between the
main players.

5. The nature of the investment project at the international level is largely
determined by the nature of the multinational enterprise itself. Broadly there
are three types of MNE (Caves 1996: 2):

e Those that involve producing the same good or service but in different
markets, those that are horizontally integrated

e Those that involve producing various goods or services which are inputs
into the value adding chain which eventually results in a final consumer
good, those that are vertically integrated

e Those that involve a deliberate decision to diversify, sometimes in order
to reduce the risk to which the enterprise is exposed, that is international
conglomerates.

Chapter 3 Risk and Risk-generating Events

1. This is understandable since it makes risk amenable to the kind of
general equilibrium analysis undertaken by Arrow (1964) and Hirschleifer
and Riley (1992). One of the crowning achievements is reckoned to be
the Arrow-Debreu general equilibrium model in which they demon-
strated the efficiency of a complete system of contingent markets. If the
probabilities are known, it is possible to define an equilibrium system
with its implied prices for all future periods. Leonard Savage (1954) even
argued that only subjective probability estimates were needed rather than
objective estimates, an assertion contradicted by the work of Daniel
Ellsberg (1961). It is just as important that a theory is descriptive
of reality as that it is logically consistent. Even if it were possible to
define a general equilibrium with its optimum choices it might bear no
resemblance to the real world.

2. Two other interesting states are what Kobrin calls objective uncertainty and
subjective uncertainty (Kobrin, 1979: 70). The first comprises perfect know-
ledge of all possible outcomes and the probabilities attached to these out-
comes, either ‘through calculation a priori or from statistics of past
experience’ (Knight, 1921: p. 233). Like certainty, objective uncertainty is
an ideal construct which cannot exist since we cannot know all outcomes
and the probability of their realisation. Since all relevant events and deci-
sions are unique and occur within an environment which is also highly
complex there must be a high degree of subjectivity in any creative imagin-
ing of possible future outcomes, in such future forecasting exercises as
scenario building. The real issue is how close we can get to objective uncer-
tainty. Again we can only approximate objective uncertainty in a situation
in which relevant information is readily available, all feasible outcomes
are known, and almost everyone is agreed on the likely probabilities of
different scenarios unfolding.
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Chapter 4 Home Country Bias in Foreign Direct Investment

1.

Clearly an enterprise can create a natural hedge for significant elements of
country risk by borrowing in the host country or raising capital on its capital
market, but this is not usually taken into account. Clearly, one way of man-
aging country risk is to adopt a suitable form of organisation, which avoids
the transfer of investment funds through international, or even national,
markets, but promotes the transfer of technical knowledge or organisational
know-how.

There are numerous texts which deal with this area, including texts on
finance in general (Madura 2001), texts which deal with FDI from a financial
perspective (Moosa) or texts which deal with the finance, risk and the FDI
link (Doherty 2000 or Culp 2001).

. The broadening began with Coase and Williamson and has become the basis

of the work of Buckley, Rugman and Casson.

The literature on market integration and home country bias is extremely
technical. It is not for the faint hearted. The present chapter seeks to offer
references which clearly flag what the writer is doing. Unfortunately some of
the relevant work is cryptic to a degree which impedes understanding of the
relevant arguments.

There are two methodological arguments which should be pointed out. The
first is the Friedman argument, that the assumptions of a model do not
matter provided it can predict accurately. Secondly, there is the argument
advanced by Doherty that where a model shows the irrelevance of an issue,
e.g. risk control by managers, relaxing the assumptions of the model will
reveal the reasons why the issue is not irrelevant.

However there are some who have argued the opposite (Moosa).

Part Il Different Perspectives on Investment Appraisal

1.

It might also be possible to take an accounting perspective in viewing a
project but this book does not consider all the relevant accounting consider-
ations, mainly because they differ from country to country.

Chapter 5 The Investment Process and Decision Making:
the Financial Perspective

1.

If the distinction between systematic and unsystematic risk is regarded as
important then it might be possible to combine the two adjustments. The
systematic risk should be considered through adjustment of the discount
rate, specifically using market based betas as a basis for the relevant risk
premium, where this is possible, and the unsystematic risk taken into
account through adjustment of the cash flows (Aven 2003: 36).

There is no separate information strategy for opportunities and threats. Both
risk control and relevant information strategies need to be integrated into
the general process of strategy making. In Culp’s terminology the focus is
the efficiency enhancement role of risk management, including enterprise
wide risk management, rather than just risk control (Culp 2001: chap. 10).
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3. Buckley (1996) gives a full account of the differences between capital budget-
ing for an international and for a domestic project. A more concise version is
included in Moosa (2002), chapter 4.

4. The second approach is to use the well-known Black-Scholes equation which
rests on a lognormal distribution of returns and a continuous pricing pro-
cess. There are very restrictive assumptions for the BS formula. It is applica-
ble to European type options when the option can be exercised only at
maturity. In that sense, it is not really appropriate for real options. Nor can it
accommodate compound options. It can only deal with one significant
source of uncertainty, a known stochastic process for the underlying asset, a
constant variance and a constant exercise price.

The formula, which looks rather more complex than it actually is, is:

Value of a call option = Se®""N(d,) - Xe""N(d,)

Where d; = In(S/X) + (b + 6%/2)T/s8 T
and d, d-s T

N is the cumulative normal distribution function.

The two terms in the Black-Scholes equation represent the usual two parts
to the tracking portfolio, the assumption that the option is ‘in the money’,
i.e. that S > X (Vonnegut 2000 and Cox, Ross and Rubinstein 1979).

e The first is the present value of the share of the underlying asset which
needs to be held in the tracking portfolio, with account taken in this case
of any leakage of value (the b in the equation).

e The second term includes two components, the present value of the
cost of the investment, but modified to take account of the risk-neutral
probability of the option finishing ‘in the money’.

The usual present value formula is a special case of the Black-Scholes
formula. If S is very large relative to X, then both N(d)s converge on 1 and
C =S - Xe - rt. Moreover the value of waiting converges on zero at maturity.
At maturity, the value of such an option is therefore equivalent to the usual
estimate of net present value, S — X. The value of an option at maturity is
S — X, since when t = 0, the terms, R; and o2, cannot affect the value of the
call option.

5. Even if it is impossible to say with certainty whether a decision is optimal,
then it might be possible to define procedures which make likely a good
decision. Are the decision rules adopted appropriate for the relevant enter-
prise? Are the measurement systems capable of yielding an accurate indica-
tion of the values to be attached to the variables relevant to the decision
rules?

Chapter 7 The Investment Process and Decision Making:
The Organisational Perspective

1. There is a recent literature critical of the impact on efficiency of both legal
arrangements. Some commentators have gone as far as to advocate the ex
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ante development of individual contracts to establish liability and/or ex post
bargaining in the event of a disaster, a situation which it is argued would
ensure efficient decisions. However, there is one major impediment to both:
the relevant transactions costs of both procedures would be enormously
high. The present arrangements help keep those costs low.

Chapter 11 Responses to Risk

1. Those purchasing an option may place a subjective value on the option
which reflects their assessment of the probabilities of the different out-
comes and is different from the risk-neutral value, fixed in an equilibrium
market in which no arbitrage opportunities can exist unexploited. If it is
greater, then it means that the purchaser is risk averse; if it is smaller, then
the individual will not purchase since he/she is a risk-taker. This shows
that, if there is an influence from subjective probabilities and from risk
tolerances, it is indirect, through the value of the underlying asset. In com-
petitive markets where the individuals are price takers, it is assumed that
this influence is imperceptible.
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